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Introduction

The British North America Act gives the federal Parliament exclusive power to regu-

- late banking, currency and payments in Canada. Banks may thus only be incorpo-

rated under the exclusive authority of the federal Parliament. The Bank Act confers
on the Canadian chartered banks their powers, and subjects them to all the restric-
tions and obligations contained in it.

The authority of the chartered banks to operate is subject to renewal every ten
years. This traditional requirement of the Act provides an opportunity toward the
end of each decennial period for a review and revision by Parliament of banking
legislation in light of economic and other developments affecting the financial
system and the role in it of the chartered banks. This regular and comprehensive
review has served well in progressively updating relevant law and has contributed to
the fact that Canada has a banking system widely respected for its soundness and
effectiveness.

The current decennial period terminates June 30, 1977, and the government will be *
proposing revised legislation to Parliament.

Prior to the last decennial revision of the Bank Act in 1967, the government estab-
lished the Royal Commission on Banking and Finance, chaired by the late
Honourable Dana H. Porter. The report of this Porter Commission, published in
1964, is the most comprehensive analysis to date of the Canadian financial system,
its markets and institutions; its basic findings continue to be relevant.

In the current review the government has undertaken to provide opportunities for
the widest possible discussion and presentation of proposals for improving the
banking legislation. In September 1974, the Minister of Finance invited all who
wished to contribute to formulate their views and submit briefs by the fall of 1975.
It was indicated that subsequently there would be a period of time for interested
parties to review the government’s proposals before legislative action was taken by
Parliament. In light of the briefs received and its own studies, the government has
formulated its proposals.

‘This White Paper is being issued at this time to outline those proposals of general

interest and to invite consideration and discussion of them prior to the introduction
of legislation. So that they can be fully considered by the government, comments
and suggestions on the proposals should be submitted to the Minister of Finance as

-soon as possible. Further, having in mind the need for Parliament to consider the

proposed legislation before the expiry of the current legislation, all submissions
should be received by October 15, 1976. The government will propose that the legis-
lation be considered by the appropriate committees of the House of Commons and
the Senate. ‘



Some Background Considerations

The Role of the Chartered Banks

In granting to the federal government exclusive jurisdiction over currency and
coinage, bills of exchange and promissory notes, legal tender, banking and incor-
poration of banks and savings banks, and the issue of paper money, the Fathers of
Confederation established the basis for the development and maintenance of a
national financial system. A common currency and means of payment and a stan-
dard set of rules and practices permitting the free flow of funds are essential to the
economic unity of the nation. An effective national system cannot be restricted by
special barriers resulting from differences in rules and regulations or from the uncer-
tainties to which a variety of standards of solvency and supervision give rise.

Put briefly, the economic purpose of the financial system is to contribute to the
nation’s productivity that arises from specialization and trade by providing the
fundamental system for making payments and the basic means whereby savers may
accumulate their savings and put them at the disposal of those who require funds to
finance consumption, production or capital investments. The chartered bank struc-
ture, as it has developed over the years, playsa major and central role in the opera-
tions of this financial system on a national basis. By and large, the banks provide the
payments mechanism throughout the country and for international exchanges; they
perform a major function in the process of intermediation between savers and inves-
tors on a national scale and in the provision of financial services on a common
standard in all parts of the country; and they are key in the implementation of
national policies vital to the monetary and financial health of the system.

Banks and Near-Banks

While there are sound and compelling reasons for maintaining ‘these fundamental and
national roles of the chartered banks, the financial system and its markets are in-
creasingly being broadened and strengthened by other forms of financial institu-
tions. Many of these are more local in the areas and markets in which they operate
and more specialized in the services they provide, complementing and competing
with the banks. Increasingly, institutions other than banks accept deposits from the
public and provide the payment service whereby deposits may be transferred by
cheque or similar order. More and more, in the process of financial intermediation,
the banks and other institutions are competing in the provision of broader ranges of
services both to savers and to borrowers.

A dramatic development in the financial system during the postwar period has been
the increase in the relative importance of the near-banks. These are financial institu-
tions which accept deposits from the public, but which are not chartered under the
Bank Act, and include principally trust companies, mortgage loan companies, credit
unions and caisses populaires. In the 1946 to 1975 period, the near-banks increased
their share of Canadian dollar assets of major financial institutions from 8 per cent to
22 per cent and of all deposit-accepting institutions from 12 per cent to 32 per cent.




These increases have been associated with increasing demands for mortgage and
consumer financing, reflecting the growing wealth of the personal sector. More

recently, the banks and near-banks have benefited from an increase in the impor-

tance of financial intermediation, as individuals have chosen to place a higher pro-
portion of their savings with financial institutions rather than directly in the stock or
bond markets. The growth of contractual savings institutions, mainly life insurance

. companies and pension funds, has been slower. Chart | illustrates these postwar changes.

Chart |
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The removal in 1967 of certain restraints, and particularly the 6 per cent interest
rate ceiling on loans of the chartered banks, enabled the banks to expand at a rate
more comparable to that of other deposit-accepting institutions. Even through this
period, however, as shown in Chart |1, the asset-growth of trust companies, credit
unions and caisses populaires exceeded the chartered banks. Mortgage loan compa-
nies grew at a slower pace. '

Chart 11
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The relative improvement since 1967 in the banks’ position reflects mainly their

Chart 111

Distribution of Selected Assets™
Among Financial Institutions
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" At the end of 1975 outstanding consumer credit accounted for about 19 per cent of
the banks’ major assets compared with 13 per cent at year-end 1967, and their share
of such lending by major financial institutions had grown to 55 per cent from 34 per
cent. Similarly, at the end of 1975, the banks” mortgage loans, including those held
by their mortgage subsidiaries, accounted for 14 per cent of their major assets
compared with 4 per cent in 1967; their share of mortgage lending had increased to
21 per cent from 7 per cent. The chartered banks’ share of the commercial loan
market has remained relatively stable since 1967.

Chart IV
Share of Deposit Market
Among Major Deposit Taking Institutions

Near-
Banks

74.8%
69.0%

1967 1975
Quebec Savings Banks

Credit Unions — Caisses Populaires

Trust and Mortgage Loan Companies

Chartered Banks

12




13

The removal in 1967 of the interest ceiling, the authority for the first time to issue
subordinated debentures within specified limits, together with the modification of
reserve requirements applying to time and demand deposits, enabled the banks to
compete more freely for funds with other institutions. As a result, the banks some-
what reduced the rate at which their share of the Canadian deposit market had been
declining in the years preceding 1967. The banks’ success in competition for large
corporate term deposits offset in part a drop of 7 percentage points in their share of
the personal savings deposit market between 1967 and 1975. Overall, the banks
experienced a loss of 9 percentage points in their share of the Canadian deposit
market in the ten years before 1967, and a further decline of 6 percentage points

in the years from 1967 to 1975 as shown in Chart IV.

The above comparisons are made on the basis of the banks’ Canadian dollar business.
There has been a rapid expansion of the foreign currency assets of the banks, which
are primarily financed by the deposits of non-residents. From a level of $6.5 billion
or 20 per cent of total assets in 1967, foreign currency assets rose to $31.2 billion or
29 per cent in 1975. In addition to playing a major part in the Eurocurrency mar-
kets, the Canadian banks have increased their activities in a variety of currencies in
many countries. Taking this expansion into account, the banks’ total assets grew at a
compound annual rate of 16.6 per cent from 1967 to 1975, which compares with
16.3 per cent for trust companies, 14.2 per cent for mortgage loan companies and
18.1 per cent for credit unions and caisses populaires.

Along with these varying trends in growth among the financial institutions, there are
changing patterns in the services they provide and the degrees of diversification and
specialization within and among groups of institutions. This reflects to some extent
changes in law, but also the responses of competing institutions to the changing
market opportunities as they perceive them. The near-banks, progressively increasing
their share of transferable deposits and expanding consumer and mortgage lending,
are moving into commercial lending activities. Others, such as the sales finance
companies, responding to the competitive moves of the banks into the mortgage and
consumer lending markets, have diversified into various forms of corporate lending.
As a result of its developing size and depth, the short-term money market, operating
through investment dealers, now provides a financing vehicle to corporations in
competition with the banks. This market also serves as a supplementary source of
funds for the banks and other institutions that gather deposits on a retail basis from
the public, such funds being used directly in some cases and for financing their affil-
iated institutions in other cases. Also it has increasingly facilitated the establishment
of financial intermediaries, including banks, which rely on this wholesale source of
funding rather than on deposits collected directly from the public. Most notably,
this has facilitated the emergence in recent years of financial corporations which are
owned by or affiliated with foreign banks.

Finally, a few words should be said about the profitability of the banks and near-

_banks. The banks’ profitability, measured by pre-tax profits per $100 of assets, rose

sharply from 1965 to 1969, and declined almost steadily until 1975 when it rose
almost to the 1969 high.



In 1975, the spreads on banks’ domestic business were widened, restoring the
domestic margin of profit to pre-1974 levels, while the margin of profit on interna-
tional business appears to have increased dramatically. The combined effect of
continuing inflation, real growth and wider profit margins resulted in an increase of
41 per cent in balance of revenue, while assets rose by 18 per cent. About a third of
the increase in balance of revenue came from their international operations.

The profit margin per $100 of assets of the credit unions and caisses populaires was
substantially higher than the margin for the banks in 1965 and the years immedi-
ately following. However, in the case of the credit unions and caisses populaires, these
margins declined steadily over the period 1965-1975 so that by 1975 they were only
slightly higher than those of the banks. The same measure of profitability was higher
for loan companies than for banks in all but two years of the period. The picture is
more mixed for trust companies. In three of the last five years, trust company
margins exceeded those of the banks, while in four of the previous five years, bank
margins exceeded those of the trust companies.

Looking at the more recent experience, pre-tax earnings per $100 of assets of
Canadian banks, trust and loan companies, credit unions and caisses populaires, all
showed exceptionally large reductions in 1974. In the case of the banks and loan
companies, margins were restored in 1975 to pre-1974 levels; the trust companies
improved their margins but not to 1973 levels and the credit unions and caisses
populaires margins continued to decline.

Some may prefer to consider bank profits from a different point of view. In rela-
tion to equity, the balance of revenue of banks is greater than that of most other
deposit-taking institutions where such a comparison is relevant, a major contri-
buting factor being the high leverage of the banks. However, the extent to which
banks have been paying out dividends fromr balance of revenue has been declining as
they have devoted an increasing share to capital accounts. Dividends paid in 1975
amounted to 15.5 per cent of the balance of revenue.

The after-tax rate of return on banks’ shareholders equity has not been on average
significantly different from that of non-financial corporations over the period from
1963 to 1973, the last year for which reliable statistics are available. There is,
however, a marked difference between the pre-1967 period and after. These ratios
for the banks were lower than those of other industries before 1967 while, since that
date, the banks’ ratios exceeded those of other sectors. Since the third quarter 1975
the banks, like other major corporations, have been subject to the profits restraint of
the Anti-Inflation Board.

Affiliates of Foreign Banks

The interest of foreign banks in establishing or participating in financial subsidiaries
in Canada has accelerated noticeably in the period since the last revision of the Bank
Act, particularly in the last four years. At least 60 foreign banks, including some of

the world’s largest, now have equity interests in affiliated Canadian financial corpo-
- rations.




These affiliates draw their funds largely from the issue of short-term obligations in
the Canadian money market which are frequently guaranteed by their parent banks.
They compete with the Canadian banks and other financial institutions in commer-
cial lending and related activities. They are not subject to the responsibilities and
constraints required by Canadian banking legislation. This development gives rise to
important questions of equitable competition and control by Canadians over their
own banking system.

Competition within the Financial System
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Traditionally, Canada has placed reliance upon competition among the banks,
among other institutions and between the banks and other institutions, all within a
framework of law and subject to the basic control of the central bank over the total
means of payment, to ensure that the payments system operates efficiently and
equitably. As noted above, the chartered banks play a major and central role in the
financial system although their relative position is gradually diminishing and, since

_the last revision, the profitability of the chartered banks as a group has been rela-

tively strong. An adequate level of competition will help ensure that banking services
are provided throughout the nation at the lowest cost to borrowers and the highest
return to savers that are consistent with the survival and healthy growth of the
country's financial system. Reliance on competition to achieve this objective avoids
the use of restrictions which tend to dislocate markets and lead to inefficiency.

The government is, therefore, not proposing restrictions in banking legislation which
would directly limit the operations or the size of the chartered banks. One such set
of restrictions would impose direct controls on bank lending rates or the differential
between borrowing and lending rates. Such controls introduce rigidities into the
operations of these institutions, impairing their ability to compete and to respond to
changing market forces. This.was the experience of Canada before 1967 when a 6
per cent ceiling existed on chartered bank lending rates. It is the experience of other
countries whose financial institutions are encumbered by interest rate ceilings.

Another restriction would check the size of the largest banks in the system by lim-
iting the growth of their assets. However, one of the unique and enviable features of
Canadian banking is that we have institutions that operate not only in every pro-
vince but invirtually every hamlet of the country. Thus a common standard of
services is brought to all Canadians. Savers can share in the returns on investments
made right across the country and borrowers can draw on a national pool of deposit
funds. The larger banks can also compete with the largest banks in the world for
profitable international business and are in a strong position to support the interna-
tional trade of our commercial corporations. Arbitrarily to limit the size of the
larger banks would not bring greater competition in the provision of banking services
to Canadians.

Another approach would restrict the banks as a group in the system by curtailing the
range of their allowable activities or the degree to which they may carry on particu-
lar activities. Yet, in specific terms, a curb on their commercial lending would impair
the heart of the banks' activities in relation to their borrowing customers. To limit
their holdings of government bonds — federal, provincial or municipal — is both
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undesirable and impractical. To-limit their investment in mortgages would close off a

large source of mortgage money and a desirable element of competition in that
market. A rein on consumer credit would ignore the fact that the banks have
brought this service to consumers at rates often considerably lower than alternative
sources. ‘

The soundness of the basic approach to the strengthening and development of the
financial system through effective and equitable competition was reaffirmed by the
Porter Commission, was central to its recommendations, and remains the basic
underlying objective of the government in its approach to banking legislation.

The continuous évolution of the financial system, its markets and component insti-
tutions over the past decennial period indicates some trends, directions and practices
which if continued unrestrained could detract from the constant goal of promoting
and maintaining a strong national financial and payments system that is effectively
controlled by Canadians and their authorities, and that responds to strong competi-
tive forces which are not hampered or distorted by undue concentration or conflicts

-of interest. It is incumbent on the government to react to these developments and to
‘'make adjustments in the banking legislation which, while-avoiding major distur-

bances in the ongoing operations of the system, will contribute to the strengthening
of the financial system. Those areas in which regulatory adjustments are desirable
and the legislative action proposed by government are outlined in the following
sections of this White Paper.




Proposals

A Canadia
Background

n Payments System

When paper money was the most important medium of exchange, it was issued by
the Government of Canada or by banking institutions chartered by the Parliament of
Canada. The evolution of paper money as a national symbol reached its peak with
the creation of the central bank in 1935 and the granting to-it of the sole right to
issue notes. This phase in the evolution of the payments system occurred when
deposits, transferable by cheque or other order, were growing.in importance as the
medium of exchange. For a considerable period, the banks, chartered by the Parlia-
ment of Canada, were virtually the only institutions prepared to accept orders for
the transfer of deposits. Under federal law they organized inter-bank -cheque clear-
ing, the system needed to return cheques tendered for payment at one institution to
the institution on which they are drawn and to provide for the quick settlement of
the net debit or credit positions arising among institutions as a result of clearings.
The present system is run by the Canadian Bankers’ Association established under
federal law and its by-laws are subject to the approval of the Treasury Board. The
system is highly automated, but it is on the verge of becoming outdated for two

" reasons.

The first reason is that inequities have developed in the system as the near-banks,
operating under legislation different from that under which the banks operate, have
become important in the business of accepting orders for the transfer of deposits.
While the banks have made provision for the clearing of the cheques on these institu-
tions, thereby aiding them to gain their present status in the payment system, the
near-banks have no voice in the operation of the clearing system. Neither do they
have access to lending facilities of the central bank as do the chartered banks. On the
other hand, the near-banks have no obligation to maintain non-earning reserves
against their deposit liabilities as do the banks.

~ The second reason why the present system is becoming outdated is that the making
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of payments is starting to evolve from a system based almost exclusively on paper
transactions toward an electronic system in which paper transactions will have a less
prominent role. The Government of Canada has already recognized that the near-
banks should be represented in the technical work that must precede the introduc-
tion of such a new system and they are represented in the committee now at work
designing some of the specifications which will be required. These institutions have
asked for and welcomed thé opportunity to participate.

In considering the evolving role of the near-banks in our financial system, the gov-
ernment has been conscious of the local and regional origins of these institutions and
particularly the credit unions and caisses populaires. Many of them were developed
early in this century to serve a local community or the workers of a factory who
were not being served, particularly in the provision of credit, by the existing finan-
cial institutions. They brought both social and economic benefits to their members.



The proposals below take into account these origins and the fact that. many of these"
institutions, as a consequence of their origins and objectives, are provincially incor-
porated. These proposals are not intended to intrude upon provincial jurisdiction or
the ability of these institutions to respond to the needs of their members: The
government plans to discuss these proposals with the provinces and lnterested insti-
tutions in the near future.

In the'evolution of the payments system of today into the payments system of
tomorrow, the economic interests of Canada will be served best by a national

~ clearing system in which all of the institutions directly involved may participate and
share the requisite rights and obligations in an equitable manner. The opportunity is
provided by the present review of banking legislation to ensure the orderly develop-
‘ment of the payments system towards that goal.

Canadian P_dynienils Associa_tioh Act

‘To give effect to this approach, ‘it is proposed that a Canadian Payments Association
be established by companion legislation to the Bank Act. All institutions in Canada
accepting deposits transferable by order will be required to join the Association.

Local credit unions and caisses populaires offering chequing facilities will be

" required to be members of a central or similar body which will belong to the Asso-

ciation. The Bank of Canada will be a special member of the Association.

All members of the Association will have certain rights and obligations. They will
have the right to offer chequing facilities to their. customers. They will have the right
to have such cheques, and perhaps certain other items, cleared through the national
clearing system. They will have the right to be represented in the management of the

system. Finally, they will be accorded certain borrowing facilities at the central
bank.

Members will be expected to cooperate in the effective running of the system and to
share its operating costs. To assure all members that their associates are maintaining
a sound financial condition, all members will be required either to belong to the
Canada Deposit Insurance Corporation, to be insured by the Quebec Deposit Insur-
ance Board, or in the case of credit union centrals and caisses populaires federations,
to be members of the Canadian Co-operative Credit Society. Members will also be
required to maintain a minimum reserve against specified liabilities in the form of
Bank of Canada notes, in non-interest bearing deposits at the Bank of Canada or, in
some cases, with other members of the Association. Finally, members will be obliged
to meet other requirements of the Canadian Payments Association Act in areas such
as reporting information. Provincially incorporated institutions will in all other
respects continue to be controlled by their provincial acts of incorporation and
subject to provincial jurisdiction.

In order to give flexibility to the system, and indeed to permit it to function as
much like the present system as the members desire, it is proposed to permit any
bank or non-bank member of the Association to be either a ‘‘clearing member" or a
‘non-clearing member’’. A clearing member will keep its reserve account with the




Bank of Canada and participate in the clearings at the regional settlement points. A
non-clearing member will elect to clear through a clearing member and may keep its
reserve account with that member, in which case, the clearing member will have to
match the non-clearing member’s reserve account by an equivalent amount in its
account at the central bank. It is anticipated that many members of the Association
will elect to clear through other members.

The business of the Association will be managed by a Board of Directors chaired by
an officer of the Bank of Canada, and made up of other directors representing
groups of members. The Directors will propose the by-laws of the Association, which
will be subject to approval of the Governor in Council. Expenses of the Association
will be met by levies on the members fixed from time to time in the by-laws. The
operation of the clearing system will be subject to the supervision of the Inspector
General of Banks. Members will be expected to furnish relevant information to the
Inspector General in respect of their payments activities, and the Inspector General
will advise the Minister of Finance. Although government will have a supervisory
role through its power to approve by-laws, through the Inspector General of Banks
and through the chairman, the detailed work of running the system and planning its
evolution will be the responsibility of the members of the Association.

It can be anticipated that the electronic payments system will gradually evolve
alongside existing payments methods towards greater use of a card by all individuals,
corporations and other entities wishing to make payments. This “payment card’’ will
resemble the bank credit card we know today. Presumably, the credit card and the
payment card will meet certain established standards to enable them to be used in
the same point-of-sale computer terminals. Beyond this, there need be little relation-
ship between the existing credit cards and the emerging payment card. Indeed when
the electronic payments system is operational, it will be immaterial to the merchant,
or other party receiving payment, whether a payment or credit card is tendered. The
use of credit will be a matter solely between the payer and his banking institution.

The existing credit card system is not being ignored. The government’s policy state-
ment, ““Towards an Electronic Payments System*’, said:

The relationship of various deposit-taking institutions to generalized credit card systems is a
problem of financial markets structure and competition policy which relates to legal and
contractual relationships rather than computer/communications and will therefore be fur-
ther investigated in that context by the Department of Finance, with the assistance of the
Bank of Canada and the Department of Consumer and Corporate Affairs.

A committee for this purpose has been established and it will work closely with the
legal and consumer affairs commitiee and the standards committee which are
already at work.

19
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Reserve Requirements

It is proposed to require minimum reserves in the form of Bank of Canada notes and
deposits against all demand deposits, all time deposits with an original term to
maturity of one year or less, and all time deposits having an original term to matu-
rity in excess of one year that are in practice encashable on demand. Reserves will be
required against foreign currency deposits used to finance domestic transactions, as
well as against Canadian dollar deposits. The requirements will be met by all mem-
bers of the payments association.

The banks are not now required to keep cash reserves against foreign currency
deposits; they keep reserves against all Canadian dollar deposit liabilities, a substan-
tial amount of which are encashable on demand. The near-banks do not now engage
to any considerable extent in the foreign-currency deposit business. The vast bulk of
their deposits are notice deposits. Most of their term deposits have an original term
to maturity in excess of one year and are not encashable on demand.

It is proposed that the reserve requirement on Canadian dollar notice deposits, and
term deposits with an original term to maturity of one year or less, or longer if en-
cashable, be 2 per cent on the first $500 million of the institution’s liabilities in this
category and 4 per cent on the remainder. Nearly all the existing banks and a few of
the larger trust and loan companies will be required to maintain a reserve at the
higher rate against a portion of their notice deposits. Most trust and mortgage loan
companies, local credit unions and caisses populaires through their centrals, and
small banks will attract only the 2 per cent reserve requirement.

it is further proposed that the reserve requirement on Canadian dollar demand
deposits, which applies primarily to banks, be 12 per cent of the liability as at present.
Reserve requirements with respect to foreign currency deposits used domestically

will be at the 4 per cent rate. The legislation will state specific reserve requirements
but it will also authorize the Governor in Council, on the recommendation of the
Minister of Finance, to change the requirement on particular classes of deposits
within specified limits. This provision will give some flexibility to deal with the
uncertainties-of a new situation and a rapidly evolving payments system.

The requirement of cash reserves in the form of Bank of Canada notes and deposits
is desirable for a number of reasons. Because the reserve requirement needs to be
achieved only on average over a period of time, the reserve balance can be used to
help meet a deficit on any particular day in the cheque clearing system. A clearing
balance is essential to the operation of the system and the near-banks currently hold
such balances with the chartered banks. The reserve requirement provides some
assurance to participants in the clearing system that cheques which they have
cleared, and which are drawn on other member institutions, will be paid. 1t bears
equitably on all institutions competing with one another for deposits. Finally, it
provides a framework that wili ensure for the future that the central bank will con-
tinue to have effective control over monetary conditions in Canada, even should
substantial shifts in the relative importance of deposit-accepting institutions occur.,
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The secondary reserve requirement provided for in the existing legislation will con-
tinue to apply to banks chartered under the Bank Act but it will not be applied to
near-bank members of the payments association which are subject to different
requirements of incorporation than banks.

Entry into Banking

Background

21

Canada has over the years moved from a system with a large number of locally based
banks to a widely branched system with relatively few banks. A century ago there
were as many as 51 banks operating in Canada. Between 1820 and 1970, some 45
banks failed or were wound up and another 41 merged with other banks; the last
bank failure occurred in 1923.

This undoubtedly reflects the relatively greater financial stability of institutions
which are able through their branches to operate in various economic areas and 1o
carry widely diversified assets. The result has been, however, that 90 per cent of the
total assets of the existing chartered banks is held by the five largest banks, a fact

. that gives rise to some concern about the size and the concentration of power in a

few institutions. However, as already noted, one of the unique and enviable features
of the Canadian banking system is that it includes institutions which operate across
the country bringing a common standard of service to all Canadians. The larger
banks support the international business of our commercial corporations and, in
competing with the largest banks of the world for profitable international busmess
are an important exporting service industry.

In relation to its economic size, Canada has about as many large banks as other in-
dustrialized countries, but fewer small banks. Trust companies, loan companies,
credit unions and caisses populaires compete increasingly in retail banking activities
in Canada; other financial institutions, including foreign bank affiliates, compete in
wholesale banking. These developments and the relatively higher growth rates of
smaller banks, have reduced gradually the proportion of total banking business in
the broader sense which is done by the larger Canadian banks. The five largest banks
held 61 per cent of total Canadian dollar deposits of all Canadian deposit-accepting
institutions in 1975 compared with 69 per cent in 1967 and 75 per cent in 1960.

Reasonable freedom for new firms to enter an industry helps to assure a healthy
level of competition within that industry. The recent acceleration in the establish-
ment of new banks is important and welcome. But in view of the relatively high
concentration of total banking business among the larger banks, entry and growth of
new banks shouid be encouraged and facilitated as far as possible. The following
proposals are designed both to ease deterrents where they may exist and to facilitate
by further measures the establishment of new Canadian domestic banks. Proposals in
respect of foreign-owned banks are set out in the subsequent section.




Proposals
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(a) Banks will be enabled to be incorporated by letters patent as an alternative
to the present requirement of incorporation by special Act of Parliament.

Banks are the only remaining financial institutions which can only be incor-
porated by special act. Amendments in 1970 to acts governing federal insur-
ance, trust and mortgage loan companies authorized incorporation by letters
patent. The uncertainties of the parliamentary timetable and additional ex-
penses involved may constitute some deterrent to the incorporation of new
banks. The Bank Act sets out in some detail the framework within which
chartered banks operate, and as already noted, Parliament reviews the law on

a periodic basis every ten years. A newly incorporated bank, before it can
commence the business of banking, is subject to approval by Governor in
Council, and the detailed operations of a bank, once it commences business,
are subject to surveillance and other requirements of the Bank Act. With

these safeguards, and in the light of the increasing pressures on a crowded
parliamentary timetable, it is recommended that, as an alternative to incor-
poration by special act, the act of incorporation and subsequent changes in
bank charters be permitted by letters patent or supplementary letters patent.
Whenever such letters patent are issued, the charters of the banks concerned,
like those chartered by special act, will be subject to termination if not renewed
by legislation at the time of the decennial revision. Letters patent will be issued
by Governor in Council on the recommendation of the Minister of Finance.

(b} Canadian institutions with financial experience and expertise will be per-
mitted to establish a new banlk with a controlling interest for a period of years.
Accordingly, subject to the provisions concerning associated shareholders,
Canadian-owned financial institutions, other than trust companies and others
which accept deposits from the public, will be authorized to own and vote up
to 25 per cent of the voting shares of a new chartered bank, and higher percent-
ages as may be approved by Governor in Council, for a period of ten years,
after which the normal 10 per cent limitation on shareholdings will be applied.

Trust companies and other financial institutions which accept deposits from
the public are excluded from this proposal because of the basic policy that
deposit-accepting institutions should compete at arm’s length and to avoid the
combination of trust business and commercial lending activities.

The present Act permits a Canadian resident to own and vote in excess of 10
per cent of the voting shares of a new bank, subject to terms and conditions
approved by Governor in Council. This provision will be continued, but will be
subject to the ten-year limitation.

(c) The provisions of the present Act which preclude the ownership of bank
shares by governments will be altered to authorize one or more provincial
governments to hold and vote up to 25 per cent of the shares of a new bank,
but this percentage will have to be reduced to 10 per cent within ten years. It
was established at the 1973 Western Economic Opportunities Conference that




provincial governments might wish to assist through equity participation in
facilitating the establishment of new banks. This proposal provides that oppor-
tunity.

(d) Sufficient authority and flexibility in the conditions of bank incorporation
will be provided to facilitate the conversion of an existing financial institution
to a chartered bank. As banks and near-banks broaden the range of their activi-
ties, the degree of specialization diminishes and basic differences tend to dis-
appear. Some financial institutions whose functions include activities of a
banking nature may wish to become banks. Where such institutions can make
an effective contribution to a competitive banking system, their incorporation
as banks should be facilitated. To do so it will be necessary to provide for
special incorporation procedures and other provisions to enable an institution
to adjust to the requirements of the Bank Act over a reasonable period.

(e) The financial commitments which may be assumed by a bank in connec-
tion with its organization will be broadened. Such expenditures as the cost of
underwriting of the initial share capital issue, and reasonable costs of obtaining
a nucleus of management and headquarters accommodation, will be recognized
as organizational expenses in the establishment of a new bank.

(f) Finally, a proposal set out earlier in this White Paper provides for a minimal
reserve of 2 per cent for the first $500 million of notice deposits. This bears
particularly lightly on new banks and other small deposit-accepting institutions,
giving them some advantage until their reservable liabilities exceed $500 million.

Foreign Banks

Background
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Banks throughout the world, particularly the larger banks incorporated in the more
industrialized countries, play an active part in the financing of international trade in
goods and services and in the international capital markets. Apart from providing
banking services in their home jurisdiction, banks generally seek to provide services
abroad to non-residents in competition with the domestic banks in the country
concerned and with other foreign banks. These operations take several forms. Banks
may solicit deposits and lending business from non-residents, booking such business
in their own home banks, an activity which involves visiting, soliciting and adver-
tising abroad but no formal establishment of the bank in the other countries.

Many banks, including Canadian banks, engage generally in these activities with
non-residents. On the other hand, a bank wishing to compete more directly and to
book business in a foreign jurisdiction will establish branches, agencies or banking
subsidiaries in conformity with the relevant laws and regulations of that jurisdiction.
In some foreign jurisdictions, banks establish branches or banking subsidiaries which
compete with the domestic banks of the country concerned in the taking of deposits
from the public and the provision of general retail banking services. Others engage,
through branches, agencies or bank subsidiaries, particularly in wholesale banking
activities, raising funds in the local and international capital markets to provide
loans and similar facilities to business.
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The form of a bank's operations abroad reflects its own business interests, as well as
the laws and restrictions applicable to foreign banks in the jurisdiction concerned,
including the extent to which that jurisdiction requires reciprocal treatment of its
banks in the home country of that bank. In their operations abroad Canadian banks
have established 258 branches, 11 agencies and 48 controlled subsidiaries in about
60 foreign countries. To help establish business contacts and to keep informed on
economic and financial developments, banks frequently have offices abroad which
perform only a representative function and do not carry on any business in the
foreign jurisdiction. Canadian banks have over 50 such representative offices in
other countries.

Prior to the last decennial revision there was no legislative limitation on foreign bank
ownership in Canada, although then, as now, incorporation of a bank was possible
only by a special Act of Parliament. Foreign bank activities had, however, been con-
fined mainly to the booking abroad of some business with Canadians and the estab-
lishment in Canada of a few representative offices. In the wake of the purchase of an
existing bank in 1963 by a major foreign bank, several provisions were included in
the 1967 Bank Act bearing on the foreign ownership of banks. First, with the excep-
tion of the above pre-existing situation, no resident or non-resident, together with
associated shareholders, may own more than 10 per cent of the voting shares of a
bank; a resident may own more than 10 per cent of a new bank, but only tempo-
rarily. Second, non-resident shareholdings in total may not exceed 25 per cent.
Third, the growth of any bank is restricted if a single shareholder or group of asso-
ciated shareholders owns more than 25 per cent of the shares of that bank. Further-
more, the Bank Act has prevented and continues to prevent the use of the words
“bank’’, “‘banker”” or “banking’’ to indicate or describe any business in Canada
except in reference to institutions chartered under the Bank Act, or by other

special act.

As a result of these several measures, foreign banks may not establish in Canada
branches, agencies, or bank subsidiaries. They have not, however, been precluded
from incorporating subsidiaries under provincial or federal law provided they do not
describe them as banks or their business as banking.

loan and trust companies, investment companies and finance companies have also
been incorporated in the relevant federal laws and in those of some provinces. More
recently, the foreign ownership of Canadian enterprises, including financial institu-
tions, has been subject to screening under the federal Foreign Investment Review
Act.

“The interests and activities of foreign banks in Canada have intensified since the last

Some limitations on foreign ownership in certain other financial institutions such as I
|
|

revision of the Bank Act, taking the form primarily of financial affiliates incorpo-

rated under provincial company laws. Such companies are not normally subject to

regulatory legislation and complete data concerning them is not available. However,

about 120 Canadian corporations, in which foreign banks have an equity interest

and which appedr to be engaged in financial activities, have been identified. About

60 foreign banks have an equity interest in these corporations. Approximately half ‘
are United States banks and the remainder, except for seven, are from countries

which are members of the European Economic Community.



In mid-1974, the Bank of Canada began a survey of those larger foreign bank affili-
ates in Canada which are in the business of commercial lending and which raise their
funds in the Canadian money market. This survey, data on which are published regu-
larly in the Bank of Canada Review, covers 48 corporations affiliated with one or
more of 25 foreign banks, many of which are among the largest in the world. Total
assets of these reported affiliates have reached approximately $2 billion. Foreign
bank representative offices in Canada now exceed 40, of which over half represent
banks which do not appear to have any investments in Canadian financial corpora-
tions. -

Assessment i

This rapid development of foreign bank interests in Canada raises important ques-
tions of regulation, fair and equitable competition, and Canadian control over
banking.

Some of the financial subsidiaries of foreign banks are operating in lines of activity
in which there is provision for supervision under federal or provincial law, such as
trust companies, loan companies, insurance companies and investment companies. In
other areas, however, they are in general not regulated or constrained by Canadian
law. They may engage without restriction in providing various financial services,
some of which, such as financial leasing and factoring, may not be provided directly
by Canadian banks. They are not subject to reserve requirements or the constraints
of federal regulation, including those designed to ensure the soundness of the finan-
cial system. Some have a special advantage deriving from their link with their parent
banks in establishing relationships with the Canadian affiliates of their parents’ cus-
tomers. Many have some advantage in the Canadian money market, particularly over
the smaller Canadian banks and other Canadian borrowers in that market, through
use of the guarantee of their obligations by the parent bank. Although they compete
with the Canadian banks, they are outside the scope of such forms of central bank
influence as moral suasion or other techniques aimed at influencing or controlling
the banking system.

The competition with Canadian institutions, particularly in the provision of com-
mercial loans and other financial services to medium-sized businesses, which is
provided by these affiliates of foreign banks, is useful. But, because they are pre-
cluded from operating in Canada as banks, they are unable to provide to Canadian

. customers a broad range of domestic and international banking services in competi-
tion with Canadian banks.

The conclusion that there should be a legislative basis for regulating the operation of
foreign banks in Canada rests upon a number of considerations. Foreign banks are to
be encouraged because of the additional competitive and innovative forces that they
can bring to bear in the relatively highly concentrated Canadian banking system.
They are to be encouraged too because of the additiona! financial support which
they, with their world-wide connections, can bring to the development of our
resources, industries and trade. There is also the further consideration that if we
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Objectives

Proposals

provide a basis in law for the operation of foreign banks in Canada, we can expect
our own banks to obtain the reciprocal recognition in other countries which is neces-
sary if they are to extend their participation in international markets as we would
like.

In considering a legislative framework:for foreign banks in Canada a basic conflict
arises between the objectives of maximizing competition and ensuring that the
control of our financial system remains predominantly in Canadian hands. The pro-
posals related to foreign banks are designed to achieve a balance of these two funda-
mental goals.

In summary, they seek to provide for more equitable and effective competition
between Canadian and foreign-owned institutions, to provide opportunity for
Canadian affiliates of foreign banks to operate under Canadian banking legislation,
to provide economic and financial surveillance by Canadian authorities, and to pro-
vide a basis for reciprocal treatment for Canadian financial institutions abroad, while
ensuring that Canada’s banking system remains predominantly in Canadian hands.

The proposed federal framework is based on the powers granted the federal authori-
ties in respect of banks and banking as well as such other federal powers as those
which pertain to international trade and commerce, to aliens and to the census and
statistics. Three possibilities for the existing or future interests in Canada of foreign
banks are proposed.

First, the Bank Act will make provision for the incorporation of a subsidiary of a
foreign bank as a bank under the Act, subject to certain conditions. The Minister
will encourage and expect foreign banks who have or intend to establish in Canada
banking operations on any significant scale to apply for a charter under the Act.
Any foreign bank affiliate engaging in both the making of loans and the accepting of
deposits transferable by order will be required to incorporate as a bank under the
Bank Act or to cease engaging in this combination of activities.

Second, foreign banks seeking limited operations in Canada will be able to make
equity investments in non-bank affiliates or to continue existing ownership of equity
shares in non-bank affiliates, whether federally or provincially incorporated. The
Bank Act will require such an affiliate to file reports on its activities. Exemptions
from this requirement may be granted, for example: to affiliates in which the
foreign bank holds only a small interest, say less than 10 per cent of the voting
stock; or to affiliates that are subject to regulation under some other act of the
federal Parliament or of a provincial legislature. In addition, unless specifically
authorized, affiliates of foreign banks will be denied the possibility of borrowing in
the Canadian market with the guarantee of its foreign parent or another company
associated with the parent.
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Finally, foreign banks having or establishing representative offices in Canada will be
required to register these offices with the Inspector General of Banks in accordance
with terms and conditions established by Governor in Council.

The Act will preclude the establishment in Canada of branches or agencies of foreign
banks. Thus those foreign banks wishing to operate in Canada will be able to do so
only through bank subsidiaries or non-bank affiliates which are Canadian persons
subject only to Canadian laws. This will provide in respect of foreign bank subsid-
iaries a clear identification of capital, assets and profits to facilitate the establish-
ment and enforcement of regulatory controls. In short, the proposal will lend itself
most easily to the application of Canadian banking law. Foreign bank subsidiaries
incorporated under the Bank Act will be required to have a Board of Directors of
whom a minimum of one-half are Canadian citizens. They will be permitted the use
of the parent’s name to make clear to the public with whom it is dealing.

These subsidiaries incorporated under the Bank Act will be given the same general
powers as those accorded by the Act to Canadian chartered banks. This will provide
the maximum benefit for Canadians in terms of increased competition and potential
for innovation in the financial market. It will lend itself most readily to a parallel
legislative structure for domestic and foreign banks and consequently to direct influ-
ence by the federal monetary and economic authorities. |t would be expected that
Canadian banks would be given comparable banking opportunities in the home juris-
diction of those foreign bank subsidiaries established in Canada. '

A basic rule for Canadian banks denies any shareholder or associated shareholders a
controlling interest in a bank. This rule ensures that a chartered bank does not
become captive to a person or associated persons who have business interests other
than banking, thus avoiding a potential for significant conflicts of interest and possi-
ble risks to the bank’s depositors. The proposal to permit the incorporation of a
bank, in circumstances where the bank will be controlled, and in most cases, wholly
owned, by a foreign bank does not create the possibility of conflicts of interest
between banking and non-banking interests. To avoid indirect conflicts, the parent
bank of a foreign bank subsidiary will not be able to establish or retain any other
affiliates in Canada, other than those permitted to the bank subsidiary itself as a
bank under the Bank Act.

Present legislation places no limit on the growth of a widely-held bank. However, if
one shareholder or group of associated shareholders, whether resident or non-
resident, holds more than 25 per cent of the voting stock, the bank’s total fiabilities
are restricted to 20 times its authorized capital. |ncreases in authorized capital are
subject to the approval of Governor in Council. This establishes the principle that all
major Canadian banks shall be widely held. In proposing that affiliates of foreign
banks be permitted to incorporate as banks, it is recognized that a number of the
largest foreign banks in the world will qualify. To ensure that the banking system
will continue to be predominantly Canadian and to comply with this principle, it
may be necessary to limit the growth and size of banks while they are foreign-
controlled. It is accordingly proposed that foreign banks' subsidiaries be subject to
such limitations on growth and size in relation to the authorized capital of the bank




as may be approved by Governor in Council. The limitation on growth and size will
be removed if the bank takes the option to Canadianize by selling its shareholdings
in excess of 10 per cent to Canadians. Proposals for applying such limitations and
other conditions for incorporation are outlined in the following section.

Conditions of Incorporation
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The conditions for incorporating a foreign bank'’s subsidiary will generally be those
applied to domestic banks with the following exceptions and conditions.

The minimum authorized capital will be $5 million of which $2.5 million will
be required to be fully paid.

The size of a foreign bank’s subsidiary will be limited to 20 times its authorized
capital. On the basis of approved increases in authorized capital to a maximum
of $25 million, a bank subsidiary could grow to about $500 million of assets.
Increases in authorized capital will be subject to approval by Governor in
Council, taking into account the overall growth of foreign banking business in
Canada and the performance of the bank subsidiary, including its contribution
to competitive banking in Canada. The policy, subject to review, will be to

. limit total operations of foreign banks to 15 per cent of total commercial
-lending in Canada. However, as already noted, a foreign bank subsidiary at its

growth ceiling will be able to Canadianize under an approved program for the
reduction of foreign ownership to 2b per cent in total and 10 per cent for any
one owner or group of associated owners and thus remove any constraint on its

. growth.

Although the Bank Act will establish the above ceiling on the authorized
capital of a foreign bank subsidiary, some power to increase this limit by regu-
lation will be accorded to the Governor in Council to permit adjustments in
light of experience in the achievement of the goals outlined above.

The foreign bank affiliate will be limited to one place of business but, subject
to the approval by the Minister of Finance as to the number and location of
branches, could be permitted to open branches to a maximum of five.

The authorities, in recommending the incorporation of a foreign bank subsid-
iary, will wish to be satisfied that the parent bank is of good reputation and
that the subsidiary would have the potential of making a contribution to com-
petitive banking in Canada.

A foreign bank, incorporating a subsidiary under the Bank Act, will not be
permitted to establish or to continue to have in Canada any affiliate other than
those permitted to the subsidiary itself as a bank under the Act. Provision will
be made for a conversion period to allow existing foreign affiliates in Canada to
meet this and other requirements associated with their incorporation.

The subsidiary will be required to maintain assets in Canada at least equal to
Canadian liabilities and to maintain all records in Canada.




A foreign bank subsidiary will normally be incorporated under the Bank Act
only in circumstances where treatment as favourable for Canadian banks in the
jurisdiction of the parent bank exists or is arranged.

Finally, because of the unique importance of the banking system to the economy
and to economic.and monetary management, the regulation and control of foreign
bank entry into the Canadian banking system will be guided by the relevant provi-
sions of the Bank Act, notwithstanding the Foreign Investment Review Act.

Bank Business Powers and Reguilations
Background

In this as in previous revisions of banking legislation, the basic objective of changes
affecting the powers of banks is to improve the competitiveness and effectiveness of
the financial system. It is also desirable to delineate more clearly the role and powers
of the banks. Proposals to these ends reflect the following three important princi-
ples. .

Conflict of Interest: In the general trend away from institutional specialization and
toward the provision of a broader range of services by most financial institutions,
near-banks have tended to move into activities traditionally performed by banks,
and the banks have tended to move into activities which have been traditionally
carried on by some of the specialized institutions. In many instances this has been a
healthy development, resulting in keener competition among the institutions and
less cost to the public for better services. There are, however, certain specialized
services, offered primarily by Canadian institutions capable of meeting Canadian
requirements in a competitive manner which, if offered in conjunction with bank
services, raise potential conflict of interest problems which overshadow the benefits
of added competition. An example is the combination of trustee services and com-
mercial lending. Where this consideration is relevant in the areas of underwriting
corporate securities, trust and quasi-trust activities, data processing, and the corpo-
rate affiliates of banks, constraints on bank powers are proposed.

Extension of Specialized Financing Services: A number of specialized services are
now being provided by non-bank financial institutions, including some services
which are closely related to, or are competitive alternatives to, bank services such as
commercial lending activities. Where these services are not susceptible to conflicts of
interest, and are not being provided broadly by Canadian institutions, the competi-
tive environment for such services should be broadened by including them in the
range of services banks may provide. This consideration is relevant to the discussion
below of factoring and leasing.

Use of Affiliates: Within the limitations established at the time of the last decennial
revision, the banks have established a variety of corporate affiliates in the process of
broadening the range of services offered in financial markets. The proposals below
apply the principle, with exceptions in special circumstances, that basically the
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banks should provide their financial services in Canada within the corporate struc-
ture of the bank and not through corporate affiliates. This ensures that the basic
activities of the banks are subject to the provisions of the Bank Act and avoids con-
flicts of interest. Furthermore, except in special circumstances, banks should not
engage in non-financial activities directly or through corporate affiliates. Such activ-
ities change the nature of risks in banking operations and raise the possibility of
undue concentration of power as well as problems of conflict of interest.

The specific proposals in respect of bank business powers and regulations are:

Financial Leasing of Equipment
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The financial lease is an alternative to debt for a firm having to finance capital assets.

It is usually a medium to long-term arrangement under which the lessee assumes the
cost of holding and using the asset.

There are some direct advantages in financial leasing compared to other means of
financing. Small businesses, which frequently are short of capital, have found the

device particularly useful, Equipment leasing in Canada, the United States and the
United Kingdom is a relatively fast-growing activity.

In Canada, subsidiaries of foreign banks as well as other Canadian corporations have
been active in this field. United States national banks are permitted to provide finan-
cial leasing services. The Canadian banks have not, however, participated in the

financial leasing of equipment other than, in recent years, through partially owned
affiliated companies.

The power of banks to engage in financial leasing is not specifically provided in the
present Bank Act. The guestion of banks participating directly in this business was
considered during the current decennial period. The government felt, however, that
an additional power of this importance should be specifically authorized by legisla-
tion. Associated with this position was concern about the implications of enabling
the application of capital cost allowance against bank income, particularly in con-
nection with the financing of high cost equipment such as aircraft for companies,
including crown corporations, with little or no taxable income. The budget of May
25, 1976, has removed the cause for this concern. In the words of the budget
speech, “'taxpayers will not be allowed to claim capital cost allowance on leased
equipment in excess of their net rental income from that type of property.”

Without the possibility of tax sheltering of non-leasing income, leasing will become a
closer substitute for term lending and borrowing in the capital market. It becomes,
therefore, a natural activity for banks as they can contribute to the development of

this form of lending for the benefit of industry as a whole and in particular for small
and medium-sized businesses.

It is now proposed to allow the banks to engage in financial leasing of equipment
subject to regulations prescribed by the Governor in Council. The regulations will
ensure that the leases are the functional equivalent of credit by requiring that the




Factoring

lease must be tied to specific equipment; it must be on a non-operating basis, that is,
the bank would have no responsibility for the operation, maintenance or repair of
the equipment; and the lease must be on a full payout basis, that is, tha bank will
obtain its full compensation from the rental revenues and will not be dependent on a
residual value of the equipment for its profit, except to an amount not exceeding 20
per cent of the acquisition cost of the property to the lessor.

Factoring is a practice whereby a seller of goods or services contracts with another
party, the factor, to finance, to assume the credit risk of, and to collect his accounts
receivable. The factor has the right to do a credit screening in respect of the cus-
tomer of a merchant whose accounts receivable he is factoring.

Factoring tends to be particularly appropriate in certain secondary industries and
small transportation companies. It is used increasingly in the export business. Its
orientation is towards small business, and particularly firms which are young and/or
fast-growing and short of working capital. Such firms often have many accounts
which place small orders resulting in high costs in credit-checking and record-
keeping.

In the United States, national banks have been permitted to do factoring since 1963.
The banks have brought familiarity, marketing ability, and the personnel and com-
puting resources to expand factoring into new markets. Some U.S. banks are now
extending their factoring operation into Canada.

In Canada, factoring is under-developed and the leadership of the banks could
provide an important stimulus. Bank entry into the business would increase the
competition and the Canadian presence.

An expanded factoring industry would provide benefits to the economy in general.
The collecting of accounts receivable is, for some smaller businesses, a difficult and
expensive operation and they would welcome the opportunity to sell their accounts
receivable to bankers whom they know and with whom they have established rela-
tionships. Some smaller concerns, recognizing these advantages, have urged the
government to allow the banks to offer factoring directly.

It is proposed that banks be specifically authorized to engage in factoring.

Residential Mortgages
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The Bank Act revision of 1954 enabled chartered banks to lend against mortgages
insured under the National Housing Act and as a result they entered the mortgage
market for the first time. By the end of 1955, NHA mortgages already amounted to
2.7 per cent of total major assets, and this proportion approximately trebled in the
next four years to 8 per cent by the end of 1959.




By 1960, however, the banks found themselves once again outside the mortgage
market, because of a stipulation prohibiting them from setting any loan rate in
excess of 6 per cent. Apart from a limited amount of mortgage loan approvals in
1964 and 1965 the banks were absent from the primary mortgage market until the
next Bank Act revision in-1967, and their mortgage holdings declined as they were
amortized.

In the 1967 revision, the 6 per cent ceiling on loan rates was removed and the banks
were also permitted to make conventional as well as NHA mortgage loans. In order
to phase in and limit the impact of this new competition with trust and mortgage
loan companies, the new legislation limited the total principle amount outstanding
of conventional residential mortgages held by a bank to 10 per cent of its Canadian
deposit liabilities and debentures. It required that this be phased in on the basis of 2
per cent plus 1 per cent for each year of operation of the bank after October 31,
. 1965. This regulated growth continues to apply to new banks,

Since 1967 the chartered banks have more than made up for the ground they lost in
the mortgage market after 1960. By the end of 1975, the banks and their mortgage
loan subsidiaries were responsible for 21 per cent of all institutionally supplied mort-
gages, a share approaching three times that of 1967 and in excess of the 17.6 per
cent they accounted for in 1960. At the end of 1975, mortgages accounted for
about 14 per cent of banks’ major assets, compared with 4.4 per cent in 1967.

The relative increase in the size of banks’ holdings of residential mortgages has been
limited primarily by considerations such as management judgments on asset mix and
not by the current arbitrary limits in the Act. Only new banks have been constrained
by the application of these limits. While some of the larger banks are approaching
the 10 per cent ceiling, the conventional residential mortgages held by the banks as a
group at the end of 1975 amounted to only 5.8 per cent of total Canadian dollar
deposit liabilities and debentures.

As there continues to be a growing need for residential mortgage funds, particularly
for small and medium-priced homes, it is desirable that banks not be constrained by
arbitrary limits. |t is accordingly proposed that the existing limits on holdings of
conventional residential mortgages be removed.

Data Processing

The chartered banks have made extensive use of computers and electronic data pro-
cessing over recent years. Today a major portion of their systems are automated and
they make use of sophisticated communication equipment to handle their data

© transmission needs. As a result, the'provision of many of the traditional banking
services is now-facilitated by computerized data processing.

The introduction of the.computer facility, however, has also enabled the banks to

provide clients with additional services in respect of accounts payable and receivable,
and small business accounting.
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At approximately the same time as the banks were developing their computer sys-
tems, independent computer service firms were commencing to provide service to
the public, thus bringing the two groups into direct competition.

While there may be economic efficiency, public convenience and industrial policy
arguments for an extension of bank powers to offer a wide range of computer ser-
vices, there are also concerns about the possibility of unfair competition, concentra-
tion of economic power and conflict of interest if banks were to operate both as
commercial lenders and as sellers of computer services. Consequently, in January,
1975, the Minister of Finance issued guidelines for bank-provided data processing
services outlining areas of permissible activities, pending a full review of the Bank
Act. Basically, these guidelines limited banks to offering automated payments ser-
vices, that is, data processing services related to the making of payments; and whole-
sale banking services, that is, the provision to other financial institutions of
computer services integral to banking operations. All other services were prohibited
except that the banks could continue to serve existing clients.

Since that time, the government has received briefs from interested parties and has
studied the computer services industry in Canada. This industry is mainly Canadian-
owned; most companies are small, operating on a local or regional scale, although a
few large companies with annual sales in the $20-30 million range are emerging;
competition is keen and profit margins are low. The industry is now competing suc-
cessfully with foreign-owned companies and continued Canadian control appears
probable.

It is expected that the Canadian independent data processors will be able to service
the public and to meet the growing demands for data processing as a specialized
service, provided they are not subject to undue competition from banking institu-
tions in areas not closely related to banking. Accordingly, it is proposed that the
power of banks to engage, directly or indirectly, in data processing be limited to
offering directly to the public certain “banking-related’’ data processing services
where the data processing is done by the bank, subject to regulations approved by
the Governor in Council on the recommendation of the Minister of Finance. The
regulations will restrict the banks to services directly related to the making of pay-
ments, such as the classification of deposits and payments, cheque reconciliation,
pre-authorized debits and credits, payroll preparation plans and data processing in
connection with a factoring service. The provision to other financial institutions of
computer services that are an integral part of banking operations will also be permit-
ted. The banks will be required to provide any customer, at his request, with any
machine-readable data regarding his business which may have been acquired in pro-
viding a service.

Under a proposal outlined later in this paper, banks will be required to reduce their
ownership in any data-processing firm to a maximum of 10 per cent.




Securities
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In the early post-Confederation period, banks were the only significant financial
institutions engaged in the securities business. The authority for banks to “deal in"’
securities, without any definitional limitation, has been included in the Bank Act
since 1876. Provincial legislation in developing regulation of the securities industry
in the province concerned has recognized this authority by generally exempting
banks. The Bank Act, while conveying this general power to banks, has not under-
taken to regulate in any way the activities of banks in this important and developing
market function, nor has any other federal legislation. Section 157(2) of the Act,
which is directly relevant, reflects some past uneasiness concerning possible conflicts
of interest, and constrains the use of the name of the bank in promoting the sale of
securities, a prohibition that now applies only to corporate securities.

Over the years, as the capital market and the supporting securities industry and
stock exchanges developed, the provincial governments have expanded and strength-
ened the regulation of the securities market. The question of whether and to what
extent there should be federal regulation of this national market has been under
study for some time.

While investment dealers and brokers are clearly the most prominent bodies involved
in underwriting, distributing and trading in securities, the banks have traditionally
participated in the distribution of securities of the federal government, and in the
underwriting and distribution of securities of provinces and municipalities. With a
few exceptions, the banks have not been part of the underwriting groups for corpo-
rate issues and have distributed such securities only passively, acting as agent and
taking orders.

Their role as underwriter and distributor of securities of Canadian governments and
their agencies has been recognized as entirely appropriate and the Bank Act permits
the use of the name of a bank in advertisements of securities issued by these govern-
ments. Because of the possibility of a conflict of interest between the role of a bank
as a lender to a corporation and its role as a promoter of the sale of that corpora-
tion's securities, the use of the name of the bank in connection with underwritings -
and distributions of corporate securities is denied under present legislation.

The securities industry, by underwriting new issues and by maintaining secondary
markets and consequently liquidity for outstanding securities, plays a significant role
in our capital markets. It is important that it should continue to be a strong segment
of these markets and that the corporate sector should continue to have a choice of
sources for funds, that is, the banking sector or the public through the underwriting
facilities of an independent dealer. To help ensure this choice, and taking into
account conflict of interest concerns and possible undue concentration of power, it

is proposed to define more precisely the role of banks in the sale of corporate securi-
ties.

e




Canadians will be required to find large amounts of capital to finance industrial
growth and major resource-oriented projects. To ensure that the broadest possible

-Canadian market for securities can be tapped, it will be useful to have available the

potential distributing power of the chartered banks through their comprehensive
branch systems. While for reasons expressed above, it would not be appropriate for
banks to promote the sale of corporate securities, it should be possible to make

.these securities available through a bank or banks and so inform the public. It would
-also seem desirable in the interest of full, true and plain disclosure that where a bank

has a role, its name should appear in a prospectus or advertisement of a security
being offered to the public. It is, therefore, proposed that the Bank Act be changed
from providing a general power to deal in securities to specifying areas where the
banks will be permitted and excluded.

For example, in the underwriting field the banks will continue to be able to distri-
bute federal securities, and underwrite and distribute securities of federal govern-
ment agencies, securities of provincial and municipal governments and their agencies,
as well as securities of international agencies of which Canada is a member. The
power of banks to underwrite corporate securities or to act as agent in the private
placement of corporate securities will be withdrawn. A bank will be authorized as at
present to underwrite and make private placements in respect of its own securities
and those of authorized financial affiliates of the bank.

Banks will, however, be permitted to distribute corporate securities as members of a
selling group.. If banks were not permitted a role in the distribution of new issues of
securities as members of the selling group, Canadians purchasing such securities
through banks would always have to pay a commission in addition. to the issue price.
This additional cost would fall particularly on securities purchasers outside the
major urban centres who may not have ready access to investment dealers and
brokers.

The name of a bank will be allowed to appear in a prospectus or advertisement
listing the selling group of a corporate security. Banks will also be permitted to
advertise that they deal in securities but not to advertise or otherwise solicit the sale
of any particular corporate security except-as described above.

As a result of these proposals, investment dealers as underwriters will receive protec-
tion from bank competition in their most important underwriting field — that of
corporate securities. At the same time they, the corporate issuers and the purchasers
of securities across Canada, will have somewhat expanded access to the banks as
distributors of corporate securities.

Trust and Quasi—Trust Activities
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The management of other persons’ assets placed "'in trust” is the principal responsi-
bility of trust companies in Canada. This power has never been given to the banks.
The performance of the trustee function, while at the same time serving as a major
business lender, raises potential conflicts of interest. The banks have recognized the
undesirability of such conflicts, as have the trust companies. In their briefs, both
groups have recommended against giving the banks trustee powers.
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While the granting of trust powers is neither proposed here, nor sought by the banks,

since 1967 the banks have become involved in activities which are to some degree

related to trustee business. It is desirable to cIarlfy the powers of the banks in these
“quasi-trust’ areas.

Mutual Funds

For the same reasons that it is desnrable for the banks to continue to distribute secu-
rities, it is also desirable for them to distribute the shares of mutual funds. It is
therefore proposed that the banks be permitted to act as selling agents for mutual
funds provided that the moneys are put in the hands of the fund for management.

Because of the potential conflicts between the bank as commercial lender and fund
manager, it is recommended that the banks be prohibited from the management of

- mutual funds. The management.of existing mutual funds will have to be transferred

or the funds liquidated over time. This proposal avoids the risk of such conflicts as
the trading in and voting of securities of a business client to the detriment of the
fund shareholders, the access by fund management to inside information of business
clients and the selectlon of brokerage firms on the basis of their commercial banking
relationships. :

Registered Retirement Savings Plans and Registered Home Ownership Savings Plans

These are tax-deferral or incentive arrangements designed to promote saving for
retirement and home ownership. Income tax legislation requires the funds to be
placed in a ““trust”’. These programs have been made readily available to as many
individuals as possible by virtue of the partncnpatlon of various institutions including
the chartered banks and the near-banks.

Two problems arise from the legislation. First, the requirement that the funds be
placed in trust necessitates the involvement of a trust company. As a result, a
situation has developed in which banks carry out the selling and administration,

but a trust company receives the actual application and delegates most of its func-
tions to the bank concerned. Second, the legislation permits the funds to be invested
in bonds, equities and mutual funds and the banks have set up mutual funds for this
purpose. There are possibilities of conflict of interest in any mutual fund and, in the
case of banks which are engaged in business lending, the risks are particularly great.

To resolve these problems without preventing the banks from making available to
their clients the same opportunities to participate in those programs as are offered

by other deposit-accepting institutions, it is proposed that the banks be restricted to
offering registered retirement savings plans (RRSPs) and registered home ownership
savings plans (RHOSPs) in the form of deposit plans only and that they be prohibited
from accepting new clients under their existing equity.and bond plans; and that the
Income Tax Act be amended to recognize such deposit plans in the bank so as to
eliminate the trust requirement.

Banks will not be prevented from offefing for sale bond and equity RRSPs and
RHOSPs where the proceeds are handed over for management to a fund operating at
arm’s length.




Real Estate Investment Trusts and Mortgage Investment Companies

Real estate investment trusts (REITs) and mortgage investment companies {MICs)
are like mortgage-based mutual funds. In both cases income is not taxed in the hands
of the REIT or MIC if it is passed through to the shareholder. It is, of course, subject
to tax in the shareholder’s hands. Three banks have established REITs. Organiza-
tionally, participation in a REIT involves the bank through individual bank officers
acting as trustees and the bank acting as fund adviser. In this latter capacity the bank
not only recommends investment decisions relating to the fund’s management but is
placed in a conflict situation as the bank is simultaneously making similar invest-
ments for its own account. This kind of conflict occurs for trust companies as well.

Because of the importance of the flow of funds into residential mortgages and the
role of the banks in this process, and because the conflicts here are not of the same

" nature and concern as those involving corporate securities, it is proposed that the

banks be permitted to continue to act as advisers for REITs and MICs on the condi-
tion that the REITs and MICs have a board of trustees or directors, the majority of
whom are independent of the bank.

Portfolio Management, Investment Counselling and Securities Advising:

For reasons discussed above, there would appear to be little benefit in permitting the:
banks to engage in portfolio management and investment counselling except in the
case of REITs and MICs. Once again, conflicts arise for the banks. The market would
seem to be adequately served by trust companies, investment dealers and indepen-
dent investment counsellors.

However, in the course of their normal banking activities, banks are often called
upon to give advice on particular securities, usually by small clients or infrequent
investors who have no other contacts in the financial community. A prohibition
against this form of securities advising would be undesirable and is not proposed.

In the same way, the banks have been providing certain administrative services for
clients’ portfolios such as custody, collection of interest and dividends, and pre-
paration of periodic reports on the portfolio. These services do not raise conflict
questions and will not be prohibited.

Bank Investments in Canadian Corporations
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The traditional approach to the development of banking in Canada has been that the
business of a bank should be provided directly through its branch network. The only
wholly-owned domestic subsidiaries permitted have been bank service corporations
designed as vehicles to carry bank premises. To avoid concentration of power and to
prevent the banks from engaging indirectly in trade or business, the Bank Act revi-
sion in 1967 placed limitations for the first time on the power of the banks to hold
voting shares of other Canadian corporations. The Act prohibits a bank from holding
more than 10 per cent of the voting shares of a corporation except where the bank’s
investment is $5 million or less. In the latter case, the bank can hold up to 50 per
cent of the voting shares.
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The banks now have invested about $120 million in over 50 corporations under the 50
per cent provision. Business lending, leasing and mortgage corporations account for

16 of these companies and three-quarters of the capital invested.

The 50 per cent votmg ||m|tat|on has not prevented a bank from dominating or
effectlvely controlhng a corporation. Domination _may occur, for example when the
bank holds 50 per cent of voting shares with a minimum dollar investment and puts
up the bulk of the capital in preferred shares; when the bank holds 50 per cent of

_the shares while an affiliate of the bank owns all or a part of the remaining shares; or

when the development of business for the corporation is dependent upon promotion
by bank branches.

In order to clarify and regulate the nature and extent of banks’ interests in Canadian
corporatlons it is proposed to apply the followmg principles, with the exceptions
indicated, in respect of banking operations, that is, those activities in which the
banks are specifically authorized to engage, in respect of other financial activities,
and in respect of non-financial business.

Banking Operations

Banks' operations should be confined Wlthln the|r own corporate structure and
subject to all aspects of banking legislation and regulation. Accordingly, banks
should not, except as authorized by the Bank Act, carry on activities in Canada or

~ provide services to the public in Canada through wholly-owned subsidiaries or

through partlally owned affiliates.
Proposed Exceptions:

Mortgage Loan Corporations: Banks will be entitled to sole ownership of corpora-
tions engaged primarily in the business of residential mortgage lending, subject to
regulations established by Governor in Council. The liabilities of such corporations
will be consolidated with the liabilities of the bank for cash reserve purposes.

Banks which own in excess of 10 per cent of the voting stock of a mortgage loan
corporation may-acquire sole ownership of the corporation, subject to the above
conditions. Alternatively, they may continue to own the same proportion of the

voting shares of such a corporation provided that the cost of the shares is $5 million
or less.

REIT Service Corporations: A separate corporation to serve as a borrowing vehicle
and fund adviser is necessary for the operation of REITs and has been found useful
for MICs. Banks will be entitled to sole ownership of REIT and MIC service corpora-
tions or to invest in such corporations in partnership with other financial institutions

including one other chartered bank, subject to regulations established by Governor
in Council.

The regulations will provide for a board of trustees which will manage the REIT and
will place limits on interlocking directorships between the board of trustees and the
REIT service corporation or bank.
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The proposals with respect to mortgage loan corporations, and REIT and MIC ser-
vice corporations are in line with the government’s general objective of maximizing
the availability of funds for housing financing.

Bank Service Corporations: Banks will be authorized to have sole ownership of ser-
vice corporations, in respect of realty for use of the bank as now provided and of
corporations which provide services only to the bank which are incidental or ancil-
lary to the business of the bank. Provision will also be made for corporations owned
by a group of banks to provide special export financing facilities and other special-
ized services such as credit card facilities.

Other Financial Activities

Except as authorized by the Bank Act, banks will not be permitted to acquire more
than 10 per cent of the voting shares of Canadian corporations engaged primarily in
financial activities.

However, in order to provide for innovations and for joint ventures, banks will be
permitted to exceed temporarily the 10 per cent limit in new investments in corpo-
rations for which there are no specific exceptions. The excess must be disposed of
within two years from the date the limit is exceeded, subject to further extension
with the approval of the Minister.

Proposed Exceptions:

Where a bank owns more than 10 per cent of the voting stock of a Canadian finan-
cial corporation, it may, subject to terms and conditions approved by Governor in
Council, continue to own the same proportion of the voting stock of the corpora-
tion provided the cost of its shares is $5 million or less. Terms and conditions will be
designed to prevent a bank from dominating the corporation.

Banks will be authorized to own corporations engaged in venture capital invest-
ments, subject to regulations established by Governor in Council. The regulations
will define venture capital investments, limit the extent of investments by a bank in
venture capital corporations, and provide for the disposal of mature investments by
such venture capital corporations. '

Non-financial Business

Banks will not acquire more than 10 per cent of the voting shares of any non-
financial Canadian corporation, except as authorized by the Bank Act.

To provide for temporary joint venture investments, banks will be permitted to
exceed the 10 per cent limit to a maximum of 50 per cent, provided the excess over
10 per cent is disposed of within two years from the date the limit is exceeded,
subject to further extension with the approval of the Minister.

Where a bank owns more than 10 per cent of the voting stock of a Canadian non-
financial corporation, it may, subject to terms and conditions approved by the
Minister, continue to hold those shares provided the excess is disposed of within two
years from that date, subject to further extension with the approval of the Minister.




Extenswn of Credit Agamst Secunty

Several enabllng sections of the Bank Act grant the banks powers to lend against and
realize on security similar to those exercised by other institutional lenders. Also, in

- order to assure a source of financing for small primary production and processing

industries, certain sections, notably Section 88, .include special lending and security
provisions and establish the facility for registration of the security. This form of
inventory financing is designed to assist agriculture, mdustry and commerce in pro-
ducing and manufacturing-the various products of the country. The present special
provisions in the Bank Act will be retained and modified as necessary to meet devel-
oping or changing needs.

Proposed changes in these provisions mclude facmtles for owners of mineral reserves
to give security and to borrow, similar to those currently available to owners of

" hydrdcarbon reserves; facilities for farmers to give security and borrow on feed (in

addition to current facilities relating to borrowing against security in livestock);
facilities for farmers to borrow for the purpose of overhaul of agricultural equip-
ment (in addltlon to current provisions whereby farmers may borrow for the pur-

. pose of repair of agricultural equipment); @n increase in the present $7,500 priority
" of claims of growers of perishable products and producers of dairy products in the

event of the bankruptcy of a debtor who has provided Section 88 security.

Non-banking Activities of Specnal Social
or Economlc Benefit
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The banks are frequently requested by governmental authorities and by charitable
and other organizations to provide services in the interest of special social or eco-
nomic objectives. Other financial institutions are relatively free to react to such
requests. Legally, the banks may carry on activities related to the business of
banking but must be authorized under the Bank Act to engage in other activities.
Requests to the banks to provide distribution services have included the sale of
tickets, including lottery tickets, in connection with special celebrations of muni-
cipal, provincial or national interest; the distribution of tickets or other forms of
services for charitable or social organizations; and, on a permanent basis, the sale of
government lottery tickets and urban transit tickets.

The branch system of the chartered banks provides an attractive distribution outlet
for such services. If the banks were to meet all requests, the service standards of
branches in respect of banking customers could be adversely affected. On the other
hand, the distribution by banks of some of these services can make a-useful contri-
bution. It is proposed to authorize banks to participate in the following activities:

the sale of tickets (including lottery tickets) in connection with special, tempo-
rary and infrequent, non-commercial celebrations or projects of local, muni-
cipal, provincial or national interest, as a public service;

the sale of urban transit tickets; and




the sale of lottery tickets which are sponsored by federal, provincial or muni-
cipal governments.

Bank-Corporate Powers and Regulations

Background

The body of federal law which directs and regulates the affairs of most corparations
has recently undergone significant revisions and this activity is continuing. There has
already been enacted, or exposed for public review and comment, revised and im-
proved legislation dealing with corporations, competition and bankruptcy. Further
legislation in the field of competition is imminent and a bill concerning borrowers,
lenders and depositors is to be introduced.

Because of the special regulated status of the chartered banks, they have in the past
generally been exempt from the provisions of corporate legislation. The provisions
of the Bank Act and the close supervision to which the banks are subject have served
as a successful alternative to the application of general legislation to this group of
financial institutions.

However, in light of these new and comprehensive federal laws, it is desirable to
ensure that banking legislation is consistent with them, either by having such legisla-
tion apply generally to banking corporations or by revisions in the Bank Act to
apply to banks all the features of such general acts that are appropriate to banking
institutions. Proposals to this end are summarized below.

Canada Business Corporations'Act
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The recently enacted Canada Business Corporations Act does not apply to federally
regulated financial institutions. In some respects, such as those dealing with incorpo-
ration, capacity and powers, financial disclosure, financing of the enterprise, and
limitations on share ownership, the provisions of the Bank Act must be more com-
prehensive and restrictive than the Canada Business Corporations Act. In other areas,
where special aspects are not involved, the provisions of the Bank Act should, where
appropriate, be consistent with the principles and provisions of the Canada Business
Corporations Act. This will include sections dealing with the duties, powers, respon-
sibilities and liabilities of directors, and precautions against "‘insider trading”. Other
more specialized areas will be revised along the lines outlined below.

Methods of Financing.

There has been little change over the years in the forms in which banks are enabled
to raise capital. Only one class of stock, with a par value, and with pre-emptive rights
to existing shareholders following the original distribution, is permitted. Holders of
these shares must be given pre-emptive rights to subscribe for any additional share
offering. Authority to issue subordinated debentures, payable in Canadian dollars
and limited to 50 per cent of paid-up capital stock and Rest Account, was intro-
duced at the last decennial revision. The limitation to these two methods is restric-
tive compared to most other financial institutions and corporations under the
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Canada Business Corporations Act. It will be necessary for the banks to keep the
growth of their capital base more in line with the growth of their assets and liabili-
ties. While it can be expected that a high proportion of bank profits will continue to
be retained in the form of reserves, there may be a growing need to tap the capital
markets. In order to facilitate this, additional flexibility in form and methods of
raising capital is desirable.

Additional flexibility will be provided in the following ways:

The authorization of no-par value shares, a requirement for corporations under
‘the Canada Business Corporations Act, will provide established banks with
some flexibility by eliminating the present constraint on the sub-division of
shares. Par value stock will continue to be a requirement for a new bank for a
minimum of five years or until retained earnings and appropriated reserves have
reached 25 per cent of total capital and contributed surplus.

The present requirement that bank capital stock, following the original distri-
bution, must be issued with pre-emptive rights to existing shareholders has
meant that banks, unlike other industries, may not issue convertible securities
or offer stock options for other specific purposes. It is accordingly proposed to
authorize the issue of bank shares without the application of pre-emptive rights
in connection with the conversion of convertible securities and to permit stock
dividends. In the interests of encouraging the establishment of new banks,
authority will also be provided to permit, within defined limits, the issue of
stocks under stock option plans to bank promoters and bank staff in respect of
new banks. While retaining the general provision for pre-emptive rights, share-
holders will be empowered to enact by-laws to waive such rights, leaving a bank
free to issue stock with or without them. The terms and conditions of private
placements will be subject to the approval of the Inspector General of Banks.

The banks will be authorized to issue convertible debentures denominated in
Canadian dollars and non-convertible debentures denominated in foreign cur-
rencies, subject to the present limitations on the issue of debentures. Conver-
sion rights to acquire voting shares will be subject in all circumstances to the
normal limitations on shareholdings in a bank.

The banks will be authorized to issue preferred shares which could include a
conversion provision. Where preferred shares are issued on a redeemable basis,
the exercise of the redemption feature by the bank will be subject to the
approval of the Inspector General of Banks.

A matter related to the forms of capital is the nature and extent of disclosure of
information to the public at the time of the distribution of an issue. The Canada
Business Corporations Act requires only that federal authorities be provided with a
copy of any prospectus or similar form of offering circular distributed by the corpo-
ration. It is proposed to require banks to make public disclosure in respect of new
issues of equity or debt securities in accordance with regulations issued under the
Bank Act.
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Financial Disclosures

Two types of disclosure should be distinguished. One is disclosure concerning the
financial position of the banks for the information of the shareholders, depositors,
financial analysts and the public generally. The other is information required by
regulatory authorities to monitor the operations of the bank, to implement regula-
tions, to publish regularly information in respect of the banking industry, and to
meet other information requirements of Statistics Canada. The objectives of the
latter category can be met under the present legislative provisions, which provide for
modifications and additions to information and reporting as may be required.

The present provisions concerning the financial position of the banks will, however,
be strengthened and updated in order to assure proper disclosure of significant
changes in the structures and activities of the banks, of changes in accounting
practices and to reflect changes in other legislation dealing with financial disclosure.

To ensure a high degree of standardization and comparability of information re-
ported by the banks, the basic report formats will continue to be incorporated in the
Act. The basic annual and quarterly financial statements of each bank will be re-
quired to be published as well as distributed to shareholders. Additional statements
or modifications will be made on the initiative of or with the approval of the
Minister of Finance. The form, content and presentation of the statements will be
updated and expanded to reflect and disclose significant changes in the structure or
financial position of that bank.

In conformity with general accounting and disclosure principles, bank statements
will be in consolidated form to reflect any activities carried on through controlled
corporations, with the statements of each such subsidiary to be available to the
public. The "equity method of accounting’’ will be applied to the banks’ invest-
ments in affiliates where the bank holds 20 per cent or more of the voting stock or
has effective control of the affiliate. Banks will also be required to provide financial
statements with general explanatory footnotes disclosing the accounting principles
applied by the bank in any special circumstances, in accordance with regulations
prescribed by the Minister of Finance. :

Loans to Directors

The present legislation requires that loans, exceeding an amount related to a bank's
paid-up capital, to a bank director or to a firm of which a bank director or the bank
general manager is a member or shareholder, must be approved by two-thirds of the
Board of Directors. This will be modified to apply to loans to a bank director, and
to firms of which a director or any officer of the bank is a member or director. A
principle of the Canada Business Corporations Act will be applied to the effect that
such loans shall not be more favourable to the borrower than to. comparable bor-
rowers of similar creditworthiness in the normal course of business. It will also be
stipulated that loans shall not be made to directors during the first two financial
years of a bank.
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Appointment of Bank Auditors

‘In the régulatory approach to Canadian banks, a significant degree of responsibility

and reliance is placed on the external auditors of the banks. The Bank Act has
requwed that individuals be appomted as auditors, a departure from the more com-
mon practice of appointing firms. This has given rise to some difficulties where the
indjvidual auditors have been unavailable when required on short notice in connec-
tion with bank business. It is proposed to meet this problem, while retaining the
spemal attention to the bank audit by individual auditors, by permlttlng banks the
option of appointing either individuals or firms, but requiring in the case of the

“appointment of firms that the bank des:gnate the individual partner it wishes to
direct the audlt work.

Limitations on Holdings of Bank Shares
The basic prin'cip'lé that banks should not be subject to control by any person or
associated group through holdings of voting shares of the bank was incorporated in

the Bank Act at the last decennial revision. Several developments make it desirable
to clarify the application of these provisions.

In applying the present legislation on shareholdings in banks, the association of
corporations is measured on the basis of corporate shares, an approach which
does not apply to the association of co-operative forms of financial institutions.
A special rule will apply to the latter group in light of the principle that banks
should not be controlled by associated interests and in particular that financial
institutions, especially those engaged in the taking of deposits from the public,
should compete at arm’s length. For the purposes of the 10 per cent limit, cen-
trals, federations, or regional unions will be deemed to be associated with their
member credit unions or caisses populalres and their combined holdings of shares
in any bank will be limited to no more than 25 per cent. The extent of inter-
locking directors between these institutions, their affiliates and banks will also
be limited.

Under the present Act trusteed funds are treated as independent, unassociated
shareholders whether or not they are independently managed or controlled.
This unqualified treatment of trusteed funds fails to apply the normal controls
on shareholdings in banks, particularly in respect of government trusteed pen-
sion plans where the trustee of the plan is frequently an employee or agent of
the government, and in circumstances where trusteed pension funds are signifi-
cant investors in the shares of a bank. To strengthen and clarify the control on
shareholdings in banks it is proposed to amend the sections dealing with the
association of shareholders to establish the relationship -between governments,
government agents and pension funds for government employees in a manner
which will adhere to the basic principle.

. To preclude abuse of the provision that a bank shall not deal in its own shares
or those of other banks, the Bank Act prohibits a bank from making contribu-
tions to a pension fund if the fund invests in shares of any bank. This broad



restriction is considered to be an unnecessarily severe constraint on the invest-
ment portfolio of bank pension funds. These funds are subject to the provisions
of the Pension Benefits Standards Act and to the normal limitations in the
Bank Act on ownership of bank shares. It is proposed that the prohibition
continue to apply to shares of the bank itself, that it be made applicable to
shares of any corporate affiliates of the bank, but that a bank’s pension fund
will be permitted to invest in the shares of other banks on a non-voting basis.

Adequacy of Capital and Liquidity

The present Bank Act does not regulate the levels of capital or liquid assets to be
maintained by the chartered banks.

Developments over the years have enabled financial institutions generally to move to
relatively lower levels of both capital and liquidity, a reflection of increasing access
to and reliance on money markets both domestic and international, and of more
flexible financial instruments, institutional structures and management techniques.
Banks in industrialized countries in general have increased their leverage. Banks in
Canada have increased their leverage to what is for them an historically high level,
somewhat higher than the rising level of leverage in other financial institutions.

The desirability of these trends continuing is being questioned in light of banking
developments throughout the world. The relative responsibilities of the institu-
tions, the market and regulatory authorities are being reviewed in many countries.

The assessment of capital or liquidity adequacy is, however, a complex procedure
which, due to the differing nature of the banks’ business and varying intangible and
judgmental factors, cannot be adequately made by the application of formulae
which could be conveniently legislated. It is accordingly proposed that the Bank Act
stipulate that a bank shall maintain adequate capital and liquidity and that the
Minister of Finance may make regulations on these matters. This will provide for the
development of guidelines and, if necessary, the issue of specific directives to indivi-
dual banks.

Borrowers and Depositors Protection

The Department of Consumer and Corporate Affairs, in consultation with others, is
developing legislation in respect of the protection of borrowers and depositors which
will apply to all lending institutions, including the banks. All aspects of protection
for borrowers and depositors which are applicable to banks will be incorporated in
that legislation and its regulations. The present relevant provisions of the Bank Act
will be superseded by this new and broader legislation.

Combines Investigation Act
Except for mergers and agreements, all provisions of the Combines Investigation Act

apply to banks. Banks, for example, are subject to that Act with respect to tied
selling, misleading advertising, and price maintenance.

45
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With certain specific exceptions, the Bank Act, as recently amended in connection
with the revision of the Combines Investigation Act, applies the principles of that
Act and prohibits agreements on the rate of interest on deposits and loans, on
charges for services, on the amount or kind of loans or services, and on the person or
class of person to whom a loan or service would or would not be provided.

On mergers, the Bank Act presently permits the sale of the assets of one bank to
another or the amalgamation of two or more banks, subject to the approval of the
Governor in Council. To the extent that provisions in respect of agreements and
mergers are included in the Bank Act, their administration is the responsibility of
the Minister of Finance. In view of the comprehensive revisions of competition legis-
lation and in order to concentrate in a single organization, insofar as possible, re-
sponsibility for the administration and enforcement of combines legislation, it is
proposed that these areas also be made applicable to banks under the Combines
Investigation Act.

In this transfer, the responsibility of the Minister of Finance will be retained in two
important respects. First, the Minister of Finance will continue to have authority to
approve agreements among banks that are desirable for reasons of monetary or
financial policy. Second, it will be a requirement that the Minister of Finance be
consulted in respect of all mergers between banks and that he have the power to
authorize such mergers which, in his view, are in the interests of the stability of the
financial system.
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The proposals in this White Paper are based on the assumption that Canadians want
a banking and financial system which is national in scope, controlled by Canadians
and as competitive as possible.

One main group of proposals is designed to ensure that the national payments
system in Canada will evolve in a manner that is fair to all participating institutions,
that will respond to technological change, and that will give Canadians a highly effi-
cient service. To this end, it is proposed that the federal law recognize the fact that
the so-called near-banks are now intermediaries in the making of payments in
Canada and that the near-banks be embraced within the national payments system
with rights and obligations as participants in that system equivalent to those of the
chartered banks.

A second group of proposals is directed to the conditions of entry of new or existing
Canadian-owned institutions to the banking system. The objective of these proposals
is to increase the number of competitors in the banking system.

A third group of proposals responds in part to the same objective. These proposals
concern the role of subsidiaries of foreign banks in the Canadian banking system.
They provide for recognition of these institutions in federal law and accord them a
role in the system as important competitors while at the same time ensuring that the
Canadian banking system remains predominantly Canadian-owned and managed.

A fourth group of proposals is specifically focused on other aspects of the objective
of promoting competition in financial markets. Some of the proposals in this group
deal with the business powers of banks. In some instances they extend the powers of
banks. Banks are permitted, for example, to engage in financial leasing of equipment
and factoring. In other instances, essentially to avoid conflict of interest situations,
they constrain the banks’ powers. This is the case in such areas as the underwriting
of corporate securities, ownership of financial and other corporate affiliates, and
data processing. Other proposals in this fourth group deal with the corporate powers
of the banks. They are designed to improve statement of those powers in the present
Act and to ensure that the principles and provisions of other federal legislation
which regulate the affairs of corporations will apply as appropriate to banks, either
directly or through comparable provisions in the Bank Act. The other federal legisla-
tion involved is the Canada Business Corporations Act, the Combines Investigation
Act and the prospective legislation in respect of the protection of borrowers and
depositors. This emphasis on competition in banking seeks to ensure that Canadian
consumers and business will enjoy financial services as lenders or borrowers at prices
as favourable as they can be, consistent with the interests of each and the financial
health and stability of the institutions involved and the economy at large.

The government is confident that the evolutionary approach proposed in this paper
will permit the Canadian banking system to continue as a basically Canadian system
and to assume a more national character. The government believes the approach will
strengthen the forces needed to ensure that Canadians are served by an efficient and
innovative banking system.
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