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Foreword

The Canadian financial system plays a vital role in the operation of the Canadian
economy as a whole. Its sound and efficient functioning has long been of consider-
able concern to the Economic Council of Canada. The Council previously published
three major reports dealing with particular financial issues. Its 1976 report on
deposit institutions, Efficiency and Regulation, was released prior to the decennial
review of the Bank Act. This was followed in 1979 by One in Three, an examination
of questions surrounding the operation of the Canadian pension system. In 1982, the
Council published Intervention and Efficiency, a study of government credit and
credit guarantees available to the private sector. The Council has also looked at
financial matters in the context of other reports, the most recent examples being its
21st Annual Review (1984), which included an analysis of government finances, and
the 22nd Review (1985), which examined the conduct of Canadian monetary policy
in the context of the growing internationalization of financial markets.

In March 1985, the Council was prompted by a number of factors to launch a
sweeping study of all of the main facets of the Canadian financial system. Foremost
among them was the fact that far-reaching changes were occurring in the operations
and scope of activities of financial institutions. While many of these changes were
welcome because they contributed to greater competition, improved efficiency, and
the provision of new services designed to meet new consumer requirements, they also
inciuded developments that were cause for growing concern on several counts. Many
of the changes were such that financial institutions were able simply to escape
federal and/or provincial regulatory controls; others significantly reduced the
effectiveness of the existing regulatory mechanisms. Also, a succession of failures in
the financial industry inevitably raised pressing questions about the continuing
soundness of the financial system as a whole. We concluded that an in-depth
examination should be undertaken in order to arrive at proposals aimed at improving
the effectiveness of regulatory control over the financial system and at strengthening
public confidence in its stability. The proposals should also aim at providing ample
scope over the years to come for continuing improvement in the efficiency of the
system and its ability to adapt to the changing needs of the Canadian people and to
the rapid evolution of financial markets at home and abroad.

In undertaking this comprehensive review of the operations of the financial system
today and the current state of federal-provincial regulation, we have benefited
substantially not only from the information and analysis that flowed from our own
previous examination of the subject, but also from the many studies of various
aspects of the system by federal and provincial sources that have been made public
over the past 18 months. (A comparison of the objectives and conclusions of these
bodies with those of the Council’s own previous studies of financial issues appears in
the Appendix to this report.) In a number of respects, we have come to quite
different conclusions than those contained in these various reports. In some cases,
this may reflect a difference in judgment on our part, resulting from new lessons
learned with the passage of time or from the broader perspective that we have
adopted. Indeed, it is those very factors that have led us to modify somewhat the
conclusions that we reached in our 1976 report on deposit institutions.




This report contains a synthesis of the extensive factual study and analysis
undertaken to provide a basis for the 31 proposals for strengthening the Canadian
financial system that have been formulated by the Council. The detailed research
findings that provide the foundation for these conclusions will be published shortly in
a companion volume, entitled 4 Framework for Financial Regulation. The measures
we are advocating would, if implemented, affect the operations of every sector of the
financial industry, as well as the responsibilities of the federal and provincial
agencies that regulate them. To a considerable extent, our recommendations are
formulated so as to take careful account of the close interrelationship of the financial
system as a whole. They are aimed at providing a rational and coherent framework
for the regulation of the different sectors of the system — a framework that would, at
the same time, treat each of them in an even-handed way. They are also intended to
provide a substantial element of flexibility so as to enable the regulatory system to
accommodate the competitive changes that will undoubtedly continue to occur in
financial markets for many years to come.

The recommendations we are putting forward are necessarily of a general nature
and make no attempt to encompass all the legal, legislative, and administrative
provisions that would have to accompany their implementation. We recognize that
these matters must be worked out through detailed discussions between governments
and the various groups of financial institutions. We are confident, however, that the
adoption of the broad thrust of our proposals would contribute significantly both to
the strengthening of public confidence in the soundness of Canadian financial
institutions and to the development of a system that is world-class in terms of
competitiveness and effectiveness.

On behalfl of the Council, I would like to thank the Advisory Committee,
composed of four Council members and five outside experts. (Together, they
represented the major financial institutions and consumer interests.) The Committee
acted as a valuable sounding board, providing guidance to the research team and
refining the recommendations in this statement. In particular, 1 want to thank Peter
Podovinikoff, Chief Executive Officer, Delta Credit Union, who participated in the
work of the Advisory Committee until his term as a Council member expired in
September. His energy and leadership were key factors in building consensus around
the Council table.

Judith Maxwell
Chairman

(Note: A glossary of the major technical expressions found in the text appears at the
end of this report.)
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Evolution of the Financial System

The Early Postwar Period

Once upon a time — and not so many years ago, at
that — the Canadian financial system was relatively
simple and uncomplicated. It was built on four main
“pillars” — the chartered banks, the trust companies,
the insurance companies, and the securities industry -
all of which were closely regulated by separate federal
or provincial agencies or departments. The activities
undertaken by each of these pillars were comparatively
straightforward, and there was little or no overlapping
of their respective functions (see the Glossary for the
definition of functions).

Somewhat ironically, in fight of present-day circum-
stances, the creation of a financial system built upon
those four separate pillars evolved largely because of
concerns about the soundness of the then-existing
system and the protection it afforded lenders, investors,
and borrowers. These concerns had grown out of such
developments as the failure of the Home Bank in 1923
and the serious pressures to which the system had been
subjected during the Great Depression.

Under the pillar system, the chartered banks, which
were regulated federally, were mainly confined to a
narrow concept of banking — primarily the collection of
short-term funds in the form of demand deposits and
the provision of loans to business for the financing of
inventories and accounts receivable. The main activity
of trust companies was the management of estate and
trust funds, including pension funds, although they also
accepted term deposits and provided some mortgage
financing. The insurance companies engaged in the
business of selling insurance (life, property, casualty,
and so on). Investment dealers undertook commis-

sioned buying and selling of stocks and bonds, as well
as the underwriting of new security issues. Trust and
insurance companies could be incorporated and
regulated at either the federal or provincial level, while
the securities industry came under provincial jurisdic-
tion only. Financial cooperatives — the caisses popu-
laires and credit unions — catered to the basic needs of
local communities and were subject to provincial
control.

This separation of the functions authorized for each
pillar was designed to restore confidence in the sound-
ness of the financial system, badly shaken by events in
the 1920s and 1930s. In addition, the division between
commercial lending and trust activities and between
banking and dealing in securities was intended to
minimize the potential for the development of conflicts
of interest. As a means of ensuring the solvency of
financial institutions and thus enhancing public trust in
their soundness, regulations not only limited the
activities in which particular sectors of the system
could engage, but they also prescribed the extent to
which the institutions could assume certain liabilities.
As a further means of protecting the interests of
consumers, which was the ultimate concern, the laws
and regulations imposed ceilings on certain interest
rates and provided a further, more general measure of
protection through provisions intended to prohibit
usury.

Regulation is twofold in its nature: it involves both
the establishment of certain rules and the creation of
an administrative mechanism to ensure compliance
with those rules. Regulation in Canada has tradition-
ally been a blend of direct government regulation,
corporate governance by individual firms, and self-
regulation by a particular industry. The historical

Approaches to Regulation

Ministry of Financial Institutions are examples.

examples.

There are three basic approaches to the regulation of financial institutions:

Direct government regulation, in which the rules and regulations governing the behaviour of financial institutions are
set down in law by government and government officials ensure compliance with these rules. The Bank Act, the operation
of the Office of the Inspector General of Banks and of the Ontario Trust and Loans Companies Act, and the Ontario

Corporate governance, in which the management and directorate of a financial institution are structured, and its own
rules and regulations are formulated, so as to achieve the desired corporate behaviour. An example is the institution of,
and powers given to, committees of the boards of directors to supervise various aspects of the business of the financial
institutions. Audit committees and committees to oversee non-arm’s-length transactions are cases in point.

Self-regulation, in which an association of financial institutions sets out rules and regulations by common agreement
and assumes the enforcement power. The rules and regulations applying to members of the various stock exchanges are
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cooperation between senior management and the
external auditors of chartered banks, the Canadian
Bankers Association, and the federal Office of the
Inspector General of Banks is a case in point.

The Acceleration of Change

Beginning in the 1960s, a gathering consensus
emerged in support of establishing a further primary
objective for the financial system, in addition to those
of solvency and consumer protection — namely, that of
ensuring competition among financial institutions. This
was one of the dominant considerations behind the far-

reaching changes that were made in the Bank Act in
1967. Two of the revisions were particularly signifi-
cant. One was the abolition of interest rate ceilings,
which enabled the chartered banks to move strongly
into the field of consumer loans. The other was an
amendment allowing the banks to engage in the field
of conventional mortgage loans, which led to a sub-
stantial increase in competition in that market. Addi-
tional regulatory changes were aimed at expanding the
information available to the consumer.

These and other legislative changes have paved the
way for a weakening of the often rigid division of

The Financial Institutions of the 1980s

they are not as active on the retail side of banking.

extent) business loans.

The chartered banks operating under Schedule A of the Bank Act are the better known of today’s financial institutions
as they play a key role in the retail side of financial services. Besides offering various kinds of deposits redeemable at
face value and/or transferable by cheque, banks provide many other services such as safekeeping, the issuance of letters
of credit, and the purchase of securities and registered retirement savings plans. The funds raised through deposits are
mainly channeled into non-marketable instruments such as business, consumer, and mortgage loans. Banks participate
in the underwriting of government securities, and they are involved in the supply of information in various forms - from
advice to individuals on the availability and characteristics of savings instruments to assistance provided to businesses,
particularly small businesses, in managing their financial affairs. Canadian banks are very active abroad, where they accept
deposits and extend loans and where they also participate in the underwriting of corporate securities and in syndicated
loans. The subsidiaries of foreign banks that operate under Schedule B of the Bank Act provide similar services, although

Trust companies have gained in relative importance as their deposit-taking activities have grown over a number of years.
Most of the funds raised are invested in mortgages, but some find their way into corporate bonds and shares, government
bonds, and business loans. The administration of estates is also an important activity. In addition, trust companies manage
mutual funds, registered retirement saving plans (RRSPs), pension funds, and personal and corporate trusts.

Life insurance companies are involved in retail operations through the sale of life insurance policies (including annuity
contracts), the proceeds of which are channeled into mortgages, government and corporate bonds, and (to some extent)
corporate shares. They are also involved in the management of pension funds and mutual funds, particularly those used
as vehicles for RRSPs. Property and casualty insurers invest funds raised through the selling of fire, theft, and accident
policies in government bonds and in corporate bonds and shares.

Investment brokers and dealers act as intermediaries between the buyers and sellers of securities and maintain a market
for bonds and stocks. They also hold portfolios of securities and transact on financial markets in their own behalf. As
underwriters, they assist in the raising of funds by governments and corporations. They also provide a wide variety of
information on the economy as a whole, on specific sectors of activity, and on the financial situation of many companies.

Cuaisses populaires and credit unions, sometimes considered the fifth pillar of the Canadian financial system, offer many
of the same services as chartered banks, collecting deposits and investing in mortgages, consumer loans, and (to a lesser

But the Canadian financial system does not limit itself to the four or five pillars. Other institutions are active in many
different markets. Mortgage loan companies, mainly associated with Schedule A banks, invest funds raised through term
deposits in mortgages and especially residential mortgages. Mutual funds and closed-end funds offer investors the possi-
bility of investing their savings in a diversified portfolio of corporate and government securities and mortgages. They
also free individuals from the need to closely manage their securities portfolios. Financial corporations provide credit
to individuals, retailers, and wholesalers, and they also provide industrial loans and financing for inventories and capital
expenditures. Venture capital firms and merchant bankers provide more-risky capital, often in the form of equity. Pension
funds receive contributions from individuals and their employers, and invest them in a broad range of assets. /nvestment
counsellors assist financial institutions in the management of funds. Financial planners help individuals in organizing their
own finances and in setting up portfolios of securities that best correspond to their needs.




functions separating the pillars of the financial system.
Today, it is possible to buy stocks from a bank, estab-
lish a demand deposit account (a classic function of
banking) with an investment dealer, and acquire short-
term deferred annuities (also remarkably similar to
traditional banking instruments) from life insurance
companies. By the same token, it is also possible to
acquire mutual funds from a bank, a credit union, a
life insurance company, a trust company, an invest-
ment dealer, and a financial planner.

The erosion of the demarcation lines between the
financial pillars has been accompanied and stimulated
by a number of mergers that have taken place between
financial institutions and by the emergence of con-
glomerates as an important force in financial markets.
Also of importance is the growth of holding groups,
which have come to play a major role on the financial
stage by bringing together under a single corporate
umbrella one or more trust companies, life insurance
firms, mutual funds, investment counsellors, general
insurance companies, and even investment dealers and
banks. In addition to controlling financial institutions,
many of these holding groups are also associated with
major non-financial corporations. Other developments

A Framework for Financial Regulation 3

have further contributed to the growing complexity of
the financial system. These include networking
arrangements, under which one institution provides
facilities to sell the product of another institution;
cross-referrals, whereby one institution refers potential
customers to another with respect to the availability of
particular services; and the creation of what have come
to be known as “financial supermarkets.”

All of these developments have been accompanied by
the creation of a bewildering array of new financial
instruments. They include such devices as daily-
interest savings and chequing accounts, cash-manage-
ment accounts, and T-Bill passbook savings accounts,
to name but a few deposit instruments. On the mort-
gage side, there are instruments that provide for
weekly, bi-weekly or bi-monthly payments; multiple-
term mortgages; gradual-payment mortgages; variable-
rate mortgages; and indexed mortgages. The securities
business has witnessed the emergence of such instru-
ments as floating-rate preferred shares; income
debentures; stripped bonds; so-called “‘junk bonds,”
involving a high yield and high risk; and financial
futures. In the insurance field, universal life policies
have been introduced in order to separate the insurance

€ estimate.
not applicable.

business is not included.
The assets of the trusteed pension plans have been excluded.

[P93N )

subsidiary of Power Financial Corporation, acquired Crédit Foncier.
The asscts are presented on a consolidated basis.

ourceé  Chapter 3 of A Framework for Financial Regulation.

The Growing Importance of Financial Holding Groups in Canada, 1979-85

Value in 1985

($ millions)
Desjardins Group 26,368
Trilon Financial Corporation 20,830
Power Financial Corporation 15,948
Crown Financial Group 6,103
Laurentian Group® 5,167
Traders Group 4,460
Eaton Financial Services® 1,061
E.L. Financial Corporation’® 1,118
Groupe Prét et Revenu® 503
Total 81,558

The assets of the financial holding companies are presented on a non-consolidated basis, unless otherwise stated; the estate, trust, and agency

In 1985, the Laurentian Group also owned 29.5 per cent of the shares of the Montreal City and District Savings Bank and its wholly owned
subsidiary, Crédit Foncier. As of 31 October, the consolidated assets of the bank amounted to $6.2 billion. In 1986, Montreal Trustco, which is a
Eaton Financial Services was acquired by the Laurentian Group Corporation in 1986.

4
5
6 The assets are presented on a consolidated basis in 1985 and on a non-consolidated basis in 1979,
S

Total assets’

Proportion of total
for all financial
institutions’

1979 1985
(Per cent)

2.94¢ 3.33

2.63
1.65 2.01
0.50 0.77
0.37 0.65
0.76° 0.56
0.15 0.13
0.12 0.14
0.04 0.06
6.54¢ 10.29
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component from the savings component of the policy,
the objective being to enable insurance companies to
compete more effectively against other institutions for
the funds of the Canadian public. Banking is also
moving a step closer to the securities business, with the
beginning of “securitization” — a process by which, in
Canada, mortgages are bundled together in security
pools for the purpose of creating units for sale to
private or corporate investors, thus significantly
increasing the liquidity of these kinds of assets.

The Impact of International Developments

The development during the postwar period of a
highly competitive global financial market had major
implications for the Canadian financial system. In
part, the system grew by leaps and bounds in response
to the commensurate increase in the volume of world
trade in goods and services. But it also grew in size and
complexity in response to the international demand for
long-term capital and to take advantage of new
facilities that developed around the world for the
profitable investment of short-term funds. A number of
interrelated factors were behind these developments,
including the massive increase in global liquidity that
resulted from the accumulation of vast amounts of so-
called petro-dollars and from far-reaching advances in
technology.

International and domestic financial markets have
undergone major changes in accommodating a series of
upheavals. The latter include the sharp upsurge of
inflation of the 1970s and early 1980s, the substantial
increase in global liquidity and the subsequent heavy
loans to many less-developed countries, the adverse
impact of severe recession, the tumbling of world oil
prices, disinflation, the consequent development of an
international debt crisis — and all of the changes in
investor behaviour that these events have engendered.

Canadian financial institutions have long been
highly exposed to international developments. In
comparison with many other countries, our financial
markets have always been very open. A number of our
financial institutions have, for years, looked beyond
our borders for opportunities to expand their opera-
tions. Today, life insurance companies and the char-
tered banks, in particular, operate in many countries
around the globe, and foreign assets constitute a large
proportion of the total assets of many Canadian banks.

As international financial markets have expanded in
breadth and scope, they have become increasingly
sophisticated — a process that has been made possible
by new technological developments involving comput-
ers and communications. Opportunities for hedging so
as to safeguard funds invested abroad in foreign
currencies against adverse exchange-rate movements

and for taking advantage of price differentials in
different markets through arbitrage have grown
substantially. The operations of international clearing
houses have also expanded rapidly. All of these
developments have led many companies to engage in
round-the-world cash-management currency swaps and
other complex options as part of their regular financial
strategy.

Many large Canadian companies and investors have
come to the conclusion that financial institutions based
in such centres as New York, London, or Tokyo are in
a better position to meet their financial needs -
institutions that are, of course, beyond the purview of
Canadian regulatory authorities. Because of the
substantial number of problem loans on their books,
the credit ratings of many international banks have
dropped below those of some of the large, non-financial
multinational corporations. Because of the difficulty
they face in competing to provide loans themselves
under these circumstances, many of these banks have
undertaken the role of a market intermediary by
bringing together a potential borrower and a potential
lender. In this, the role of the banks is similar to that
of securities firms. Through subsidiaries based abroad,
several Canadian banks are also engaged in merchant
banking — an activity they are precluded from under-
taking at home.

Emerging Problems

Partly because of the growing internationalization of
financial transactions and other developments, a
number of factors have contributed to the increasing
problems facing the regulating agencies in recent
years. Prior to 1967, trust companies and financial
cooperatives were increasing their deposit-taking
activities and, in this sense, challenging the traditional
role of the chartered banks. The 1967 amendments to
the Bank Act, which spurred additional competition in
the system, further contributed to the blurring of the
traditional division of functions that had for some
years existed between each of the pillars. The success-
ful entry of the chartered banks into fields previously
served by others marked the beginning of a growing
competition among all of the institutions to at least
maintain — and, if possible, to increase — their share of
the total financial market. Until the early 1980s, the
revisions to the Bank Act of 1967 and 1980 repre-
sented the only major changes made in the regulatory
provisions governing the financial system as a whole, at
both the federal and provincial levels. More recently,
the province of Quebec introduced legislation govern-
ing insurance, while Ontario is considering legislation
governing trust and loan, and securities activities. The
demarcation lines between the pillars continued to be




progressively eroded, however, as institutions vigor-
ously expanded their operations into areas that were
once considered the exclusive preserves of others.

This weakening of the regulatory system was caused
by several major factors. The first had to do with the
creation of new instruments that could not be readily
categorized in terms of the financial function that each
pillar was authorized to undertake. The problem was
further compounded by the growing complexity of the
marketplace and the increasingly important role
played by conglomerates and holding groups that bring
together both financial and non-financial interests
under a single corporate roof. No less important was a
third factor: the adoption by the authorities of an
approach that might be designated as “regulation by
looking the other way.” Rather than actively applying
the law as it existed, regulators increasingly gave tacit
consent to the undertaking of new activities by various
institutions — activities that in many cases were
intended to circumvent the law in an effort to meet
emerging new market demands or simply to preserve or
expand their competitive position.

An additional factor that has served to undermine
the effectiveness of the system for governing financial
markets has been the division of jurisdiction between
federal and provincial governments, and the lack of
harmonization  between  provincial  authorities.
Although trust and insurance companies come under
either provincial or federal jurisdiction, there is no
uniformity in the standards applied by the various
regulatory authorities. Only in Quebec, Ontario,
Alberta, and British Columbia have reasonably
comprehensive regulations been adopted. In some
cases, the capacity of provinces to regulate is limited
by their inability to control the movement of funds
outside their borders. The very fact that jurisdiction is
divided among various governments has likely con-
tributed also to the inertia of the respective authorities
in overhauling the existing regulatory system. There is
also inconsistency in the application of regulations
between the provinces.

Failures of Financial Institutions

The clearest and most compelling symptoms of the
underlying problems that have developed in the
Canadian financial system are the initiatives taken by
financial institutions to bypass existing regulations.
But equally dramatic in the public eye have been the
growing number of failures that occurred in the late
1970s and the early 1980s, and the way the failures
were handled. Between 1980 and 1985 alone, 22
financial institutions failed in this country. The year
1985 was particularly difficult, for it marked the
collapse of two chartered banks — the Canadian
Commercial Bank and the Northland Bank, both

A Framework for Financial Regulation 5

based in Alberta — the first such failures since that of
the Home Bank in 1923. In the same year, five trust
and loan companies and two general insurance compa-
nies also failed. As a result of these developments,
some of the other smaller Schedule A chartered banks
also came under pressure because of the heavy with-
drawal of deposits. It was in such a context that the
Mercantile Bank of Canada merged with the National
Bank in 1986, that the Morguard Bank was taken over
by the Security Pacific Bank, and that the Continental
Bank initiated a merger with the Canadian subsidiary
of Lloyds Bank of London. Although no failures have
occurred in the securities industry, about 20 mergers
and acquisitions between 1981 and 1985 were
prompted by the actual or prospective problems
confronting at least one of the firms involved in each
case.

Occasional failures of financial institutions need not,
in themselves, be a matter for concern. Indeed, they
may be inevitable in a dynamic, competitive, and
effective financial system. The large number of failures
in recent years, however, points to the existence of
serious underlying problems in the system as it now
exists. These failures inevitably invite re-examination
of the role of the Canada Deposit Insurance Corpora-
tion in cushioning the adverse impact of losses. As the
experience of the 1920s and 1930s demonstrated for
those who had forgotten the lesson, public trust and
confidence in the soundness and stability of the
financial system are crucial to its successful operation.
The public must also be confident that, given the
opportunities that exist in the industry for self-dealing
or for other abuses at the expense of depositors or
shareholders, their interest is being protected.

In our judgment, public confidence in the system as
a whole remains strong. The recent rash of failures,
however, cannot be ignored. Admittedly, the adverse
economic developments of the late 1970s and early
1980s created serious difficulties for most elements of
the Canadian economy, but our analysis indicates that
most of the failures of financial institutions were
primarily the result of errors of judgment on the part
of management (see Chapter 4 of A Framework for
Financial Regulation, the forthcoming companion
Research Report by the Economic Council of Canada).
This included the taking of excessive credit and
funding risks, and the mismatching of assets and
liabilities. In certain cases, the risk of insolvency was
aggravated by the failure to take account of an erosion
of the capital base in relation to total liabilities, which
may result from loan losses or from the failure to take
account of contingent liabilities.

Regulatory Problems

While the various bodies charged with the responsi-
bility of supervising financial institutions are armed
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Factors That Contributed to the Failure of Various Financial Institutions, Canada, 1980-85
Internal factors
Management errors
Year Inadequate Inadequate Mismatching Erosion External factors:
of management management of Insufficient  of assets and of the Questionable economic
failure  of assets liabilities diversification liabilities capital base practices environment
Chartered banks
Canadian Commercial Bank 1985 X X X X X
Morthland Bank 1985 X X £ X X
Federally chartered trust and
loan companies
Astra Trust Co. 1980 &3 X X
Dial Mortgage Loan Co. 1981 X
Fidelity Trust 0. 1983 X X X X
AMIC Mortgage Investment
Corp. 1983 X b3 b3 X X
Greymac Mortgage Corp. 1983 X X X X
Seaway Mortgage Corp. 1983 X X X 3
Northguard Morigage Corp. 1985 X X X X
Pioneer Trust Co. 1985 X X X X X
Western Capital Trust Co. 1985 ® b3 X X
Continental Trust Co. 1985 X X X
Provincially chartered trust and
loan companies
Greymac Trust Co. 1983 X X X X
Seaway Trust Co. 1983 X X X X
Crown Trust Co. 1983 X X X X
London Loan Co. 1985 X X
General insurance companies
Pitts General Insurance Co. 1981 X X X
Strathcona General
Insurance Co. 1981 3 X
Cardinal Insurance Co. 1982 X X X
Ideal Mutual Insurance Co. 1985 X
torthumberiand General
Insurance Co. 1985 X X
Other institutions
Argosy Financial Group of
Canada 1980 X X

with substantial powers, these powers — most of which
were designed for the financial system of the early
postwar years — appeared, in many cases, to be inade-
quate to deal with the recent onslaught of financial
difficulties. Moreover, the capacity of the regulators to
spot impending financial crises and to take prompt
action to forestall insolvency situations has come into
question in recent years, with the difficulties mainly
originating with enforcement procedures. Furthermore,
according to the Office of the Inspector General of
Banks in its submission to the Estey Commission, there
was a problem of insufficient staff, particularly after
the large increase in the number of chartered banks
following the 1980 revisions to the Bank Act.

The turbulence of the past several years raises a
number of other serious questions. Is it prudent to
combine banking and insurance, or commercial lending

and securities underwriting? Equally pressing is the
question whether it is wise to permit financial and non-
financial activities to be combined under one corporate
roof — an issue forcefully highlighted during the debate
concerning the takeover of Canada Trust by Imasco
from Genstar. A related question involves the
increased concentration of ownership that results from
the takeover of previously independent financial
institutions by conglomerates and holding groups. Yet
another concern that arises in respect to such develop-
ments is the very real potential for abuses. This
problem was sharply underscored in the early 1980s by
the Crown/Greymac/Seaway Trusts affair, involving
the “flipping” of more than 10,000 Metropolitan
Toronto apartment units and the use of associated
trust companies to finance the purchase, which
resulted in a massive increase in their value for mort-
gage purposes.




Competition and Concentration

Despite legitimate concerns about the impact that
financial holding groups may have on concentration in
the future, the fact is that, to date, they have not yet
had any significant effect on individual markets. On
balance, competition in the financial industry has
increased, and it is expected to continue to do so in the
years ahead, although the level of concentration in
some individual financial markets remains above
average. In other words, a few firms dominate a
relatively large share of the market.

Notwithstanding the trend noted above, the spread
of competition in financial markets continues to be
impeded by both legal and non-legal (mainly eco-
nomic) barriers to the entry and exit of institutions. In
some cases, the need for a branch system to serve the
public at large imposes very heavy start-up costs.
There are also various incorporation and licensing
requirements at both the federal and provincial levels,
capitalization requirements, and prohibitions imposed
on institutions against operating in particular markets.
A further impediment is the requirement that regula-
tory approval be obtained in some cases before winding
down operations and surrendering a charter. The lack
of harmonization of requirements between federal and
provincial agencies has also served to impede the
spread of competition in the marketplace.

Access

As for accessibility, a wide variety of financial
services are available to most Canadians — an impor-
tant criterion in judging the effectiveness of a financial
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system. Larger customers, of course, have available to
them a greater range of financial instruments, enabling
them to make use of more-diversified services. But it
has long been recognized that many smaller businesses
are confronted by financing problems because of the
difficulty they experience in raising equity capital.
Despite the general availability of financial services to
most Canadians, the fact remains that, excluding
insurance, more than 1,700 localities are served by
only one pillar of the system (see Chapter 6 of A4
Framework for Financial Regulation). In many of
these cases, a bank branch or a local financial coopera-
tive is the only available point of sale. While the public
in such communities can gain access to other institu-
tions by telephone or letter, this is often an unsatisfac-
tory substitute.

Our research suggests that efforts to improve the
provision of relevant information to middle-income
individuals and smaller firms, probably on a user-pay
basis, would help them to manage their financial
affairs better. Although problems may arise because of
the growing diversification of services offered by
financial institutions, it is also necessary to bear in
mind that the restriction of such developments could
reduce the availability of financial services in certain
parts of the country.

The Uneven Financial Playing Field

Yet another problem that has emerged as a result of
the breakdown of the division that once existed
between the pillars of the financial system is the
uneven application of regulations to the various
players. Rather than striving to provide a “level

Industry Concentration in Selected Financial Markets in Canada, 1967, 1979, and 1984

Life insurance
(direct insurance Securities
in force in Canada) (common stock issues,

not available.

companies.

into consideration.

All Personal and excluding private
mortgages commercial loans  Deposits  Ordinary Group placements)

Share of the four largest 1967 28.3 ac "

companies in total 1979 28.7 72.2 57.5 . . .
activities (per cent) 1984 29.1 65.4 51.2 28.4 39.6 63.2
Number of companies needed 1967 26 -

to account for 80 per cent of 1979 26 9 .. - .
the market' 1984 24 12 30 20 8

1 In a study by the Department of Consumer and Corporate Affairs, the degree of concentration is determined by the number of companies that
account for 80 per cent of the output or employment of an industry. The degree of concentration is very high when that number is 4 or fewer;
high, with 5 to 8 companies; relatively high, with 9 to 20 companies; relatively low, with 21 (0 50 companies; and low, with more than 50

Source Chapter 3 of A Framework for Financial Regulation. Different measures of concentration were developed in that chapter, depending on the
kind of ownership links between institutions and the kind of activities (domestic; worldwide; or estate, trust, and, agency business) taken
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Major Regulatory Differences Affecting Different Categories of Financial Institutions in Canada

Banks
Deposits Allowed
Statutory
reserves
Primary 10 per cent
(non-interest- on demand
bearing) deposits
2 per cent
on notice
deposits up to
$500 million
3 per cent
on notice
deposits over
$500 million
3 per cent
on foreign-
currency
deposits of
Canadian
residents
Secondary Required, as
set by Bank of
Canada
Deposit CDIC
insurance coverage
Mortgage Allowed
lending
Commercial Allowed
lending
Personal Allowed
lending

Credit unions
and caisses
populaires

Allowed

Not required

Not required

Covered by
RADQ in
Quebec;
OsSDIC

in Ontario;
protected by
stabilization
funds in other
provinces

Allowed

Allowed

Allowed

Trust
companies

Allowed

Not required

Not required

CDIC cover-
age, except
RADQ for
provincial
companies in
Quebec; some
companies not
covered

Allowed

Restricted to
inclusion in
basket (varies,
depending on
incorporation)

Restricted to
inclusion in
basket (varies,
depending on
incorporation)

Loan
companies

Allowed

Not required

Not required

CDIC cover-
age, except
RADQ for
provincial
companies in

Quebec; some
companies not

covered

Allowed

Restricted to
inclusion in

basket (varies,
depending on
incorporation}

Restricted to  Can only offer

inclusion in

basket (varies,
depending on
incorporation)

Life insurance
companies

Can provide
only deposit-
like short-term
deferred
annuities

Not required

Not required

None

Allowed

Not allowed

policy loans

General
insurance
companies

Not allowed

Not applicable

Not applicable

Not applicable

Allowed

Not allowed

Not allowed

Securities
dealers

Deposit
accepted in
form of cash-
management
accounts

Not required

Not required

Industry
contingency
fund

Allowed

Not allowed

Can extend
credit on
margin
accounts




Credit unions

and caisses Trust

Banks populaires companies
Corporate Not allowed Not allowed Not allowed
securities
underwriting
Securities Allowed, but  Allowed Allowed
distribution cannot adver-

tise outside

branch or

solicit business
Investment Not allowed Not allowed Allowed
counselling
Portfolio Restricted to  Not allowed Allowed
management  non-discre-

tionary funds
Trustee Mot allowed Not allowed Allowed
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services

General

Loan Life insurance  insurance Securities
companies companies companies dealers
Not allowed Not allowed Not allowed Allowed
Not allowed Not allowed Not allowed Allowed
Not allowed Allowed Allowed Allowed
Restricted to  Allowed Allowed Allowed
acting as
agency
Mot allowed Mot allowed, Not allowed, Not allowed

except for except for

provincial provincial

incorporated incorporated

companies in companies in

Quebec Quebec

playing field,” the regulatory system imposes different
costs and restraints on any one of a number of particu-
lar activities, the difference depending on the type of
institution involved. A level playing field would require
that all the institutions engaged in similar activities be
subject to the same rules. For example, all institutions
involved in the acceptance of deposits would be
required to meet the same requirements with respect to
the holding of reserves. Today, institutions in a number
of different pillars accept deposits (however described),
but only the chartered banks are required by statute to
hold non-interest-bearing reserves against those
deposits. On the other hand, while trust companies are
not obliged to hold such reserves, they face limits on
the amount of personal and commercial lending that
they can undertake; and unless they qualify as a direct
clearer with the Canadian Payments Association, they
cannot turn to the Bank of Canada as a lender of last
resort to help surmount short-term liquidity problems.
Quite apart from its lack of fairness, the absence of a
level playing field tends to reduce the competitiveness
and effectiveness of the financial system.

Divided Jurisdiction

As we pointed out earlier, jurisdiction over financial
institutions has always been divided between the
federal and provincial governments. It has become an

increasingly serious problem, as the financial system
has become more complex and the lines between the
different financial sectors have blurred considerably.

Depending on the institution involved, identical or
very similar functions may be regulated at either the
federal or provincial level — and by more than one
agency at each level (see Chapter 2 of A4 Framework
for Financial Regulation). For example, deposit-
taking, which is a central element of the financial
system, is subject to regulation by the federal Inspector
General of Banks, the federal Department of Insur-
ance, the Canada Deposit Insurance Corporation,
various provincial regulatory agencies, and, where
applicable, by the Régie d’assurance-dépots du Qué-
bec. The share of banking activity that is regulated
under the Bank Act has declined significantly. Between
1967 and 1985, for example, the share of total deposits
held in chartered banks — as opposed to other financial
institutions — declined from 75 to 64 per cent. There
has also been an increase in the extent to which
financial activities generally are regulated by provin-
cial rather than federal authorities.

The problems growing out of this division of jurisdic-
tion and the growing complexity of the system have
been compounded by the lack of harmonization of
provincial policies and practices. Indeed, there have
been instances when they have appeared to pursue




10 Competition and Solvency

quite different approaches. Within recent times,
Quebec moved to open up its approach to insurance by
allowing institutions to engage in almost any activity.
In revising trust company legislation, however, Ontario
decided to permit only a modest extension of previously
existing powers. Furthermore, there was a period in the
mid-1970s when the two provinces were engaged in
direct competition involving the location of securities
transactions, as a result of directives issued by their
respective securities commissions.

What Kind of Regulatory System?

A Key Issue

From our examination of all of the developments of
the past two decades or more, a key issue that emerges
for consideration, in our judgment, is whether the basic
objectives for regulating the financial system are being
adequately met in the very different circumstances that
prevail today, both at home and abroad. Given a
system in which the functions performed by the pillars
were quite separate and distinct, “‘regulation by
institution” made good sense. As we have seen, how-
ever, the distinction between the pillars has become
increasingly blurred, in no small measure because of
the concerted efforts of many institutions to infiltrate
another pillar in an attempt to preserve or expand the
size of their operations.

The problem caused by maintaining the demarcation
lines between the various pillars has been compounded
by the development of a vast array of new financial
instruments that do not fit easily into traditional
categories, which in turn adds to the difficulty of
distinguishing between institutions according to the
composition of their liabilities. What, for example, is
the difference between short-term deferred annuities
offered by life insurance companies and the term
deposits offered by banks and trust companies? What
i1s the difference between the cash-management
account offered by an investment dealer, on which
cheques may be drawn, and a bank deposit?

One alternative to regulation by institution is
“regulation by function.” Under this approach, each
different type of financial function, be it banking or
insurance, would be subjected to regulation. This
approach would have the advantage of making it
possible to establish a level playing field for all of the
participants. It would also make possible an increase in
the diversity of services available from competing
institutions, which is something to be welcomed from
the consumer’s point of view. By itself, however, this
approach poses a potentially serious problem because it
makes it difficult to regulate and monitor for solvency,
since solvency relates to an institution as a whole

rather than its separate activities. From that perspec-
tive, regulation by institution continues to have an
advantage.

While there are undoubtedly differences of opinion
about the form that regulation of financial institutions
should take, on one fundamental point there is a very
broad and strong consensus: the current regulatory
system, at both the federal and provincial levels, is
urgently in need of fundamental reform. That this is
the case is clearly evident from the conclusions of
several federal and provincial studies of recent years
(see below).

In considering alternative means of reforming the
present system, it is important to bear in mind certain
basic objectives. In our view, it is essential to seek a
balance that will reconcile inherent conflicts that may
arise in seeking to achieve such objectives as competi-
tion, institutional solvency, the availability of financial
services and information to the consumer, and con-
sumer protection. At the same time, it is also essential
to take account of other important factors that must be
weighed in the balance. These include technology,
current institutional practices, the nature of existing
financial instruments, consumer sophistication, the
mobility of capital, and the domestic and international
economic environment.

Other Current Studies of
the Financial System

As pointed out in the Foreword, our research for this
report led us to examine a number of studies of various
aspects of the financial system that have been pub-
lished over the past 18 months. All of these reports
have made an important contribution to the under-
standing of many of the issues at hand. Quite natu-
rally, they tended to focus on issues that were promi-
nent when they were written or that were directly
related to their more specific area of concern. As a
result, many of these studies understandably did not
pay equal attention to such broad objectives as improv-
ing competition, improving solvency, and expanding
consumer access and protection. Consequently,
depending on the report and on the issues, a different
vision emerges as to how the financial system should be
regulated in the coming decades (see Appendix).

In the spring of 1985, a Green Paper was released by
the federal government. This document proposed for
consideration a number of changes in the system, in
response to the apparent inability of current regula-
tions to deal with the increasing importance of holding
groups, the increased competitive pressure among the
various pillars to diversify their operations, and the
accompanying developments involving abuses of
conflict-of-interest situations and self-dealing.




The Green Paper was followed by a federal task
force study, known as the Wyman Report, which was
undertaken in response to the rising deficit of the
Canada Deposit Insurance Corporation that resulted
from the failures of a number of trust companies. The
task force had been charged with the responsibility of
recommending possible reforms to, and methods of
funding for, deposit insurance.

An examination of these two reports was subse-
quently undertaken by the House of Commons Stand-
ing Committee on Finance, Trade and Economic
Affairs. The committee’s conclusions were published in
November 1985 and have come to be referred to as the
Blenkarn Report. As this report came in the wake of
the failures of the Canadian Commercial Bank and the
Northland Bank, it focused mainly on issues of sol-
vency and consumer protection. The first of two
reports by the Senate Committee on Banking, Trade
and Commerce, released in December 1985, was a
response to the Wyman Report. The second report,
which was in response to the Green Paper, was pub-
lished in May 1986.

In February 1985, the Ontario Securities Commis-
sion published a report in response to recent develop-
ments in the securities markets. In December of that
year, the Ontario Government released the final report
of its Task Force on Financial Institutions, commonly
known as the Dupré Report. It was prompted in part
by the 1983 failures of three Ontario trust companies,
which dramatically brought home the need to review
legislation governing financial institutions.

At the time of writing, still to come is the report of
the Commission of Enquiry on Certain Banking
Operations, presided over by the Honourable Mr. Jus-
tice Estey. The commission’s report deals with the
circumstances surrounding the failure of the Canadian
Commercial Bank and the Northland Bank.

Alternative Models for Financial Regulation

At one time or another, various comprehensive
models for regulating a financial system have been put
in place or have been proposed. These models can be
differentiated by four characteristics: the type of
regulation (regulation by function vs. regulation by
institution, or separate regulatory authorities covering
each type of institution vs. a super-regulatory struc-
ture); the approach to ownership of financial institu-
tions (separate ownership vs. cross-ownership); the
extent of involvement of institutions in different
functions; and the relationship between the capital
base that an institution is required to maintain and the
function it is authorized to perform.

The original pillar system was based on separate
regulation and separate ownership of broad categories
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of financial institutions. It was basically a regulation-
by-institution approach. Because the activities of most
institutions in the early 1950s were restricted to a
primary function, regulation by institution also
amounted de facto to regulation by function. That this
outcome was more by accident than by design was
evident from the subsequent extension of powers
granted to various categories of institutions, which
often allowed them to engage in activities outside their
original function. For instance, the move of trust
companies into the short-term deposit market in the
late 1960s enabled them to become more involved in
banking.

An often-proposed alternative is to provide a limited
extension of powers for various groups of institutions,
with or without maintaining a separate regulatory
structure. Ontario’s Dupré Report, for example,
favoured enhancement of the investment powers of
various groups of institutions but suggested that cross-
pillar diversification be realized only through a finan-
cial holding group. The Blenkarn Report and the
Senate Committee Report recommended an expansion
of investment powers of financial institutions by any
means — in-house, or through subsidiaries or upstream
and downstream holding companies. The House
Committee would also change the regulatory structure,
however, while the Senate Committee would maintain
the existing regulatory framework of a single regulator
governing each type of institution. The framework
recommended by the Senate Committee Report
remains, in its concept, close to the current pillar
system, providing as it does for a separate regulatory
authority for each broad category of institution, and
also for separate ownership. Some cross-ownership
would be allowed, however, either through subsidiaries
or through holding companies.

One problem with the extension-of-powers approach
is that it only takes into consideration the current
needs and wishes of financial institutions. For instance,
extending commercial lending powers to a maximum
of 20 per cent of assets for trust and life insurance
companies, as suggested in the Senate Committee
Report, may be quite satisfactory today but quite
constraining a few years from now. Nor does such a
model address the issue of the jurisdictional overlap or
inconsistencies, or the lack of harmonization between
the various regulatory authorities. In fact, the enlarge-
ment of institutional powers and of the range of
permissible activities is likely to proceed at a different
pace under different jurisdictions. Moreover, different
regulators may have different views of what is prudent
for an institution to do, which could result in increased
differences between institutions. In these circum-
stances, it might become more difficult to achieve a
level playing field, and the regulatory balkanization of
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Models of Organization of the Financial System in Canada

Approach to
regulation

Ownership
structure

Institutional
involvement
in different
functions

Capital base

Models

Original pillar
system

Current pillar
system

Limited
extension of
powers with
or without
subsidiaries

One regulator
for each
category of
institution:
regulation by
institution

Distinct, by
institution

Restricted to
main function

One capital
base for each
institution; one
base support-
ing one main
function

Canada in the
1950s and
1960s

One regulator
for each
category of
institution:
regulation by
institution

Distinct, by
institution

Generally
limited to
original main
function

One capital
base for each
institution;
same base pos-
sibly support-
ing several
functions;
possibility of
pyramiding

Status quo

One regulator
for each
category of
institution:
regulation by
institution

Distinct, by
institution;
some Cross-
ownership
through sub-
sidiaries or
holding
company

Cross-function
inroads, as
allowed by law

One capital
base for each
institution;
same base pos-
sibly support-
ing several
functions;
pyramiding
controlled

Senate Report

Consolidation
of regulatory
structure

One super-
regulatory
body: regula-
tion by
institution

Distinct, by
institution;
some Cross-
ownership
through sub-
sidiaries or
holding
company

Generally
limited to
original main
function

One capital
base for each
institution;
same base pos-
sibly support-
ing several
functions;
pyramiding
controlled

To different
degrees: Green
Paper and
Blenkarn
Report

Universal
powers

One regulator
for each
category of
institution:
regulation by
institution

One ownership
for all
functions

Unlimited

One capital
base

West German
and French
models

Multifunction
institutions
Separate regu-
lator for each
main function:
regulation by
function

One ownership
for all
functions

Unlimited

Separate capi-
tal base for
each function
through
bookkeeping
exercise

ECC 1976
Report

One function -
one
institution

Separate regulator
for each main
function: regula-
tion by function

Cross-ownership
through holding
company

Restricted to one
function

One capital base
for each institu-
tion; no pyramid-
ing

ECC 1986 Report

the financial system could increase. The scope for
diversification would appear to be limited, and the
standards established to ensure solvency and the
absence of various abuses would vary, as they do today,
between different jurisdictions. Furthermore, regula-
tors might lack the expertise required to supervise
activities that fall outside the function for which they
were originally responsible. In this context, the Senate
Committee Report notes that the trust company
regulators should have little difficulty supervising
commercial lending or deposit-taking activities, in
which such institutions have been involved for many
years. But it stresses that the Inspector General of
Banks has no experience in supervising trust activities,
which should militate against giving banks trustee
powers. Allowing groups of institutions to diversify
according to the perceived expertise of their regulator
would take the system further away from a level

playing field. Finally, there is the further problem that
the same capital base would be supporting different
activities and different functions.

In contrast to such an approach, the achievement of
diversification through the establishment of subsidiar-
ies, each being involved in separate functions — another
alternative put forward by the Senate Committee and
Blenkarn Reports — would help to maintain a separate
capital base and a separate regulatory authority. It
would not, however, insulate the parent company from
the financial difficulties experienced by its subsidiaries,
thus creating problems in ensuring confidence in the
continuing soundness of financial institutions. Diver-
sification through a holding group — an alternative
considered in most reports — would provide better
insulatior.. The complete ban on all non-arm’s-length
transactions that would be imposed by the Green




Paper would, however, negate most of the benefits to
be gained from diversification.

To deal with the current harmonization problems
within a regulation-by-institution approach, consolida-
tion of various regulatory authorities has been pro-
posed. The Green Paper would combine various federal
regulatory authorities and would bring some financial
holding companies under federal jurisdiction. The
Blenkarn Report recommended the establishment of a
super-regulatory agency that would bring together
federal and provincial authorities, as well as industry
representatives. The super-regulatory agency would
also assume the management of deposit insurance and
of other compensation funds. While the harmonization
problem would be addressed, the scope for diversifica-
tion and for a level playing field would appear likely to
remain uneven in view of the fact that regulation by
institution would give different powers to, and confer
different obligations on, different groups of financial
institutions.

A second alternative would be to provide for full
diversification, which would result in the creation of
financial institutions with universal powers; this is in
line with the so-called West German or French models.
This approach could lead, in the longer run, to
increased concentration and reduced competition and
accessibility, as institutions would compete for the
total business of an individual rather than for some
specific portion of it. (In West Germany, for example,
banks with “universal powers” have been a factor in
the slower development of equity markets.) Further-
more, the regulator responsible for an institution would
have to regulate all of its activities. As a result, there
would likely be uneven regulation of the same function
among different kinds of institutions falling under
different legislations, particularly since different
regulators would have their own views as to how
regulation should be applied. Some functions could be
badly supervised in some institutions because of a lack
of expertise on the part of the regulators. Abuses of
conflict-of-interest situations would be more difficult
to control, as they could be more easily hidden within
the larger institutions. Nor would this approach
provide adequate scope for a level playing field or for
ensuring solvency.

Henry Kaufman, a noted Wall Street analyst,
recognized these difficulties in a 1985 article in The
New York Times:

At the extreme, there will be institutions that would be
lenders, equity investors and underwriters. It is very
difficult to manage successfully the simultaneous
performance of these functions. There are bound to be
compromises within an institution that will deal
inequitably with the creditor or equity position. ... The
financial system would look more like a zoo with the
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bars let down, with all of the attendant adverse conse-
quences. In financial life, as in personal life, each of us
cannot perform all roles best. The responsibility of each
is different, and so it is with the trust and responsibilities
embodied in a credit relationship.

Another difficulty is that the same capital base would
be supporting different functions, thus increasing the
risk of insolvency of the institution.

A third, broad alternative is the implementation of
regulation by function in the context of a well-diversi-
fied institution performing different functions - the
multifunction institution. This model is, to some
extent, similar to what the Council recommended in its
1976 report on deposit-taking institutions. As each
function would be regulated by its own expert author-
ity, such a model would contribute to a level playing
field. Although a separate capital base could be
established by a bookkeeping exercise, however, we
have come to the conclusion that this approach would
not be fully satisfactory from the point of view of
solvency and consumer confidence. If one function of a
conglomerate faced financial problems, customers
might have a legal recourse against the rest of the
conglomerate. And even in the event of only limited
recourse, there might remain a problem with confi-
dence if one operating division were in difficulty. It
would also be more difficult for the regulators to
monitor bookkeeping entries within a large conglomer-
ate, particularly as far as internal movements of funds
are concerned. Furthermore, the supervision of the
diversified institution would become a true nightmare,
with continuous requests from different authorities, a
great deal of overlapping, and no one having ultimate
responsibility for the solvency of the institution.

Quebec’s Bill C-75, which opened up various
financial activities to the insurance industry, recog-
nized the difficulties involved in regulating different
functions within a single institutional framework. In
his appearance as a witness at the hearings of the
House of Commons Standing Committee on Finance,
Trade and Economic Affairs, Jacques Parizeau, a
former Quebec Finance Minister and author of the
Bill, testified that “there is a provision in Bill C-75
that has not been noticed all that much (Section 33.3).
It implies that as an insurance company diversifies its
operations the Minister can require that whenever
operations other than insurance represent more than
2 per cent of total revenue of that insurance company a
subsidiary must be set up. In other words, the main
thrust here is that for purposes of inspection we should
not allow operations to diversify without subsidiaries
being set up.” Another difficulty that was brought up
at the committee hearings — and the reason for keeping
major functions separate in distinct institutions — is the
different accounting practices that make it almost
impossible to provide consolidated statements.
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In short, while the “extension of powers, with or
without a consolidation of regulatory structure,” the
“Institutions with universal powers,” and the “mul-
tifunction institutions” models for the organization of
the financial system would increase, to different
degrees, the scope for a level playing field, for confi-
dence, and for access, they would also have shortcom-
ings — some of them more serious than others.

After due consideration of the alternatives, we have
opted for a major overhaul of the regulatory system,
but within a different organizational structure than
any of those outlined above. We are convinced that the
weaknesses of the present regulatory system are so
severe that fundamental reform has become impera-
tive.

A New Framework for the 1990s:
One Function — One Institution

In order to maintain world-class financial institu-
tions in Canada and to serve all Canadians well — be
they individuals or businesses, be they of considerable
worth or of more limited means, and independently of
their location — there is a need to strike the best
balance, through regulatory reform, between enhanced
competitive  flexibility, strengthened institutional
solvency and public confidence, and adequate con-
sumer protection and accessibility. In doing so, the cost
of regulation should be minimized - that is, its cost in
terms of administration and also in terms of disruption
of, and interference with, the normal course of business
of financial institutions. Furthermore, there is a need
to be forward-looking and to encourage flexibility, so
that the fast pace of change will not render the revised
regulatory framework antiquated in a few years’ time.
Historically, the managers and directors of financial
institutions and government regulators have shared the
responsibility for supervising the conduct of financial
business. We believe that the new framework should
continue to be based on a system of checks and bal-
ances between the managers of financial institutions
and the regulators. This will call for improvement both
in direct government regulation and corporate gover-
nance.

In line with these principles and given the impor-
tance of guaranteeing a level playing field, we first
reaffirm the position taken 10 years ago in our report
on deposit-taking institutions:

1  We recommend that governments adopt a regulation-
by-function approach to the reform of the Canadian
financial system.

But we also opt for a specific form of regulation by
function (a departure from our 1976 report) that
would go a long way towards achieving a balance

between regulating for competition and regulating for

solvency:

2 We recommend that each financial institution be
limited to the performance of a single major function,
falling under a single regulatory authority, such as
banking, securities underwriting and trading, life
insurance, and property and casualty insurance.

Under this “one-function/one-institution” approach,
each institution performing a single major function
would fall under its own separate regulatory authority.
That authority would regulate the various aspects of
the function and would at the same time regulate for
the solvency of the institution. A function is in large
part defined in terms of the liabilities of the financial
institution. (A more precise definition can be found in
the glossary.) The functions would be specified in
various governing legislations. The operations of an
institution would be limited to activities associated
with a single function — a rule that would oblige a few
institutions to spin off some activities to related
institutions. Diversification across functions would be
allowed through cross-ownership, as indicated in
Recommendation 5 below. Although the recent
internationalization of financial markets and the
development of technology have facilitated the prudent
mixing of various assets and liabilities, the perform-
ance of major functions still calls for different tech-
niques and involves separate markets. For instance, the
insurance industry deals, on its liability side, with
different risks and uses different techniques than other
financial sectors. A distinction could even be made
between life and casualty insurance, as they each deal
with different categories of risks. The securities-
underwriting-and-trading  function uses  specific
techniques and involves distinct markets, as do deposit
taking and the maintenance of a payments system.
Banking, securities underwriting and trading, and
casualty and life insurance are undoubtedly major
functions that warrant a separate regulatory authority.
We recognize that estate, trust, and agency (ETA)
business could be viewed as an “activity,” falling under
Recommendation 4 below, or as a function. If viewed
as the former, the regulator would have to determine if
this activity could be “prudently” mixed with banking,
securities dealing, or any other function. Because of
the potentially serious situations of conflict of interest
that could arise in such mixing, ETA business would
most likely end up on its own, as a separate function.
Of course, the above-mentioned list is not meant to be
exhaustive, and other candidates for “functions™ may
be considered. ‘

A one-function/one-institution approach requires
that the major functions be well defined. This is
already the case for life and casualty insurance, and
for securities underwriting and trading, which cur-




rently operate under distinct regulatory authorities.
But one of the enduring shortcomings of the Canadian
regulatory framework has been its inability to provide
a definition of a bank and of banking business.

3  We recommend that any institution involved in the
provision of a means of payment be considered a bank
and be considered as operating under the Bank Act,
with the understanding that the Act will be amended
to recognize the special characteristics of the credit
unions and caisses populaires.

This is a forward-looking definition of banking,
flexible enough to remain relevant for years to come.
Indeed, it is based on the broad concept of “means of
payment” — that is, any instrument widely accepted in
payments for goods and services and for discharge of
debt. Any institution that accepts deposits — the main
means of payment today — would be considered a bank.
In the future, should the securitization process con-
tinue and should units in securities pools become a
means of payment, institutions that provide such units
would then fall under the Bank Act. The provision of a
means of payment has to be distinguished from the
extension of credit to facilitate the purchase of goods
and services. Credit cards fall in the latter category.
Point-of-sale terminals are a means of transferring
deposits, and the rules governing such transfers should
be established by the banking system. This is the
position of the Canadian Payments Association, as
spelled out in a recent statement..

This recommendation would cause all deposit-taking
institutions, such as credit unions and loan and trust
companies, to be subjected, in one form or another, to
the Bank Act. Investment dealers would have to
reconsider the nature of cash-management accounts,
and life insurance companies might have to review the
structure of their short-term deferred annuities. This is
different from the approach adopted in the Green
Paper and in the House and Senate Committee
Reports, which would allow for the banking function to
be performed by non-bank institutions. That institu-
tions not currently operating under the Bank Act have
been able to participate in the provision of the means
of payment has been the result of historical develop-
ments, at both the federal and provincial levels, and
has constituted a departure from the original constitu-
tional agreement. Several Supreme Court decisions
have confirmed, over the years, that banking falls
under federal jurisdiction, and they have interpreted
banking as providing the means of payment. As
discussed in greater detail later on, this approach does
not necessarily lead to greater centralization of the
regulatory apparatus.

Special consideration would have to be given to
financial cooperatives — the caisses populaires and
credit unions. One possible approach would be to
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create, under the Bank Act, a specific category called
“cooperative banks.” Such a category already exists in
some countries (West Germany, for example).
Arrangements could be such that the centrals would
fall under the banking regulatory authority, while the
locals would retain their autonomy. Reserves would be
managed, and leverage monitored, at the provincial
level through the central organizations, although
reserves would be calculated on the basis of deposits in
all locals. Already, membership of financial coopera-
tives in the Canadian Payments Association is mainly
realized through the centrals.

The next step is to define the activities that are
permissible for each major function.

4 We recommend that the range of permissible activi-
ties and investment powers of financial institutions be
determined by what is considered prudent for each
function.

This is a question of matching assets and liabilities,
and techniques of operation, with specific functions.
For instance, commercial lending may not be an
appropriate activity for securities firms, given the
different techniques involved and the potential for
conflict of interest. With the development of tech-
nology and with financial innovation, the concept of
what constitute prudent activities for one function may
well change over time. The responsibility of determin-
ing what is or is not prudent for a one-function institu-
tion should be shared between management and the
regulator responsible for the function performed by the
institution. In participating in this decision-making
process, the regulator should remain on top of a
continuously changing financial world and should show
appropriate flexibility in adapting to new situations.
Furthermore, a clear distinction should be maintained
between the concept of “activity” and the concept of
“function.” In particular, the determining of what
constitutes a “‘prudent activity” should not be the
occasion to mix different functions within one institu-
tion.

In a one-function/one-institution environment, cross-
function diversification could be effected through
cross-ownership of financial institutions.

5 We recommend that diversification into any function
be allowed only through a financial holding group that
would bring together distinct corporate entities
performing different major functions. Institutions
that are members of a holding group should be
allowed, within limits set by the relevant regulator, to
sell assets and to lend funds to one another without
any prior regulatory approval, except when one
member has been identified as facing financial
difficulty. Institutions with activities that remain
within a major function should not be required to join
financial holding groups.
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Full diversification would be permitted, as any
institution would be able to belong to a holding group.
The movement of funds between the members of a
holding group would be crucial in that it would be a
key to the process of diversification and would enable
institutions to take advantage of profit opportunities in
different areas that such a process would entail. On the
other hand, the one-function/one-institution framework
would be aimed at keeping a clear separation between
major functions so as to simplify the supervisory
process and to minimize potential abuses. Such a
separation would make it easier for the regulator to
identify and follow transfers of funds. But to
strengthen control over possible abuses, a limit should
be placed upon such movements. While the easiest
route would be to impose a limit of, say, 10 per cent of
outstanding equity on the total amount of funds
outstanding that an institution can have invested in, or
loaned to, other members of the holding group, it
should be recognized that different ways of moving
funds have different impacts. For instance, the sale of
assets between two member institutions of a holding
group should be distinguished from a loan. The latter
would involve the creation of a cross-liability within
the group, whose true market value might be more
difficult to assess than that of an external asset.
Different limits could thus be imposed, depending on
the avenue used to reallocate funds within a holding
group. In any event, guarantees given by one institu-
tion to another member of a holding group should be
prohibited. These are off-balance-sheet items, whose
monitoring by the supervisory authority often turns out
to be problematic. Furthermore, the value of the
contingent liability involved in such guarantees is
difficult to assess.

Member institutions of a holding group should not
be allowed to invest in the equity of other members.
Equity injections would only come from the holding
company itself (the major shareholder in the institu-
tion) or from minority shareholders. This would
strengthen the one-function/one-institution framework
and help to prevent the pyramiding of the capital base.

Funds could thus be reallocated within a holding
group through some limited cross-lending and cross-
selling of assets and through the movements of divi-
dends and equity investments between the holding
company and its subsidiaries. While one of the
strengths of a holding group is its ability to come to the
aid of a member in financial difficulty, one has to
ensure that such action does not endanger the safety of
other members or that funds are not unduly moved out
of the troubled institution. Prior approval to move
funds within a holding group would automatically be
needed when the relevant regulator has established, on
the basis of objective solvency tests, that a member

institution is facing serious financial difficulty and has
placed it on a special “watch list” and informed other
regulators. This assumes, of course, that monitoring
for solvency has been strengthened and that an effec-
tive early-warning system has been put in place. It also
assumes that the regulatory authority would become
aware of the existence of serious financial difficulties
that could endanger the continued solvency of the firm
at an early stage and that the regulator’s decision on
the request to transfer funds would be given promptly.
We appreciate that this would require a large degree of
collaboration between regulators, auditors, and man-
agement. Furthermore, because such an approach
might appear to increase the regulatory burden on the
institutions involved, an alternative to securing prior
approval would be a full disclosure of non-arm’s-length
transactions. In particular, the need to secure prior
approval could be seen as involvement of the regula-
tory authority in management decisions. A problem
with disclosure, however, is that in order for it to be
effective, regulators should be given the power to
reverse the transactions that they deem to be harmful.
But even if regulators had the power to make and
enforce such requests, this type of action could be quite
disruptive to the institution involved. Thus disclosure
may not be an appropriate alternative to prior approval
for all types of institutions. The holding company
should preferably be inactive, and the holding group
would not require any special form of regulation. The
holding group should, however, be monitored for its
overall solvency.

6 We recommend that regulatory authorities take
special measures to monitor the financial health of
financial holding groups.

To this effect, the holding company would be
required to supply, on behalf of the group, global
financial statements to the regulator of each member
of the group. Quarterly audited statements, although
preferable, might be quite costly. Financial holding
groups would, under this approach, provide quarterly
financial statements, but only the annual ones would
be audited. We also recognize that accounting methods
differ between different categories of institutions, thus
making it impossible in certain cases to provide true
consolidated statements. Until harmonization in
accounting practices is achieved, holding groups should
submit statements that reflect, as closely as possible,
the global position of the group.

While a one-function/one-institution structure would
be maintained at the “production” level of financial
services, retail outlets or points of sale must be able to
offer a variety of financial services originating from
different institutions. This would ensure access to a
variety of financial services in many areas of the
country that are served by only one or a few financial
institutions. Consequently,




7  We recommend that all forms of networking, cross-
selling, and cross-referral within the financial system
be allowed. Tied-selling should, however, be prohib-
ited.

The Benefits of the Proposed Changes

The implementation of the above seven recommen-
dations would undoubtedly necessitate important
changes in the organization of the Canadian financial
system at both the production and the delivery level. A
one-function/one-institution environment would be
quite different from the existing pillar system, because
a specific function would become the primary target of
regulation. It would keep a separate regulatory author-
ity for separate categories of institutions — a feature of
the existing pillar system. But it would depart from the
current separate-ownership approach, as cross-owner-
ship would be allowed through the establishment of
holding groups — a route necessitated by the need to
maintain a separate regulatory structure for each
category of institution, (It is important to note that the
one-function/one-institution approach would deal with
the production level of financial services; any retail
outlet would be able to distribute any product offered
by any category of institution.)

The primary advantage of this new configuration of
the financial system is its simplicity. Regulators would
only have to worry about one function. As they would
only monitor activities in which they have expertise,
they would be in a position to do a better job. In
addition, there would be only one regulator per func-
tion. This would be an advantage over the extension-of-
powers and super-regulatory approaches. Agents
performing the same function would fall under the
same regulation and would benefit from a level playing
field; a separate capital base would support each major
function — again, an improvement over the extension-
of-powers and the institutions-with-universal-powers
approaches. Furthermore, by prohibiting the pyramid-
ing of capital and lateral interdirectorships, whereby
the same directors are on the boards of two or more
members of a holding group, the separation between
major functions would be strengthened. (The prohibi-
tion of such interdirectorships would open the door for
outside directors — individuals not associated as officers
or directors, nor affiliated with major shareholders of
the family of companies — who would be able to sit on
special committees of the board as required by Recom-
mendations 14 and 15 below. But this would not
preclude the holding company from having representa-
tives on the board of its subsidiaries.) In the
one-function/one-institution model, the concerns with
the promotion of competition and the maintenance of
solvency and confidence would thus be simultaneously
addressed. Accessibility would be enhanced by allow-
ing retail outlets to distribute any financial product.
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Second, this new configuration would offer
individual financial institutions great flexibility in
meeting the various financial requirements of their
clients. Diversification into any area would be open to
any institution through the holding-company route.
Banks would be allowed to participate in such organi-
zations, as would credit unions, life and general
insurance companies, and investment dealers. This
holding-company approach is, to some extent, similar
to the framework that emerges from the Green Paper
and the Dupré Report. Diversification loses its attrac-
tiveness, however, if funds cannot be reallocated within
an organization in order to benefit from the best
opportunities. In contrast with the position taken in the
Green Paper, our framework would provide for flexi-
bility in moving funds, within certain limits, between
members of a financial holding group, except when an
affiliate is facing financial difficulty, at which time
approval by the regulatory authority must be sought.
That certain transactions should be prevented from
occurring in the presence of financial difficulties does
not justify stifling the operations of a healthy holding
group by imposing a complete ban on non-arm’s-length
transactions. Other measures discussed later on are
aimed at preventing the abuses of conflicts of interest
and self-deals that may arise in the context of move-
ments of funds between the affiliates of a holding
group.

Furthermore, our approach provides for a great deal
of flexibility in the way that a holding company
operates. Diversification might only take place at the
production level, with various products distributed by
distinct sales networks; for instance, life insurance
salesmen might only sell life insurance policies, while
mutual funds might be distributed by financial plan-
ners. On the other hand, distribution might take the
form of a financial supermarket or a one-stop financial
centre.

One-stop shopping would not necessarily be tied to a
holding-group structure, as any institution would be
able to enter networking agreements. Firms that
wanted to remain specialized could do so, as the
requirement to operate under a financial-holding
umbrella would only apply to an institution that wished
to perform more than one of the defined major func-
tions.

This approach also recognizes the special character-
istics of certain groups of institutions and provides for
their integration into the global framework, while
preserving their respective identities. Particularly, the
framework recognizes the important role played by
financial cooperatives in providing access to financial
services from coast to coast.

The framework is also forward-looking in the sense
that it does not cast in stone the existing organization
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of the financial system. The definition of major
functions could be changed over time, if warranted.
We have also pointed out that the notion of “prudent
activity” is in constant evolution — a fact that should be
recognized by the regulatory authority. Our proposed
definition of banking has to do with the nature of the
means of payment and not with deposit-taking activi-
ties per se or the conjunction of deposit-taking activi-
ties and lending activities.

These are benefits that we believe to be substantial.
They outweigh the costs of changing the existing
regulatory framework and the organization and
practices of institutions.

Costs

The implementation of the proposed package would
require some changes in the current regulatory struc-
ture, particularly with respect to the sharing of respon-
sibilities between the federal and provincial govern-
ments. Historically, the involvement of both levels of
government has provided a system of checks and
balances between matters of national interest and
concerns of a regional nature. The problems with the
existing regulatory framework do not rest on the fact
that both levels of government have jurisdiction over
financial activities but, rather, on a lack of clarity in
the sharing of responsibilities and a lack of harmoniza-
tion between various authorities. We firmly believe
that the maintenance of a payments system and the
safety of deposits are matters of national interest and
that the regulation of the deposit-taking function
should fall under federal jurisdiction. This would apply
to the deposit-taking activities of trust companies,
credit unions, and mortgage-loan companies.

It is less clear at what level other possible functions,
such as life and general insurance or securities trading
and dealing, to name but a few, should be regulated.
The fact that financial markets are national (or even
international) in scope does not necessarily require that
they be centrally supervised at the federal level. It calls
for intergovernmental cooperation and for some degree
of uniformity among provinces. Furthermore, in
bringing under federal supervision the provision of the
means of payment, the special interest of provinces in
specific areas should be recognized. In particular,
provincial governments have historically been involved
in the regulation of financial cooperatives. A happy
medium should be found between the need to regulate
the deposit-taking function at the national level, as a
means of enforcing strict and uniform standards, and
the more local nature of financial cooperatives. Our
framework recognizes the special nature of financial
cooperatives within the Bank Act and submits to this
Act only the central organizations.

The maintenance of a payments system as a matter
of national interest has been recognized by both the
federal and provincial governments. The establishment
in 1980 of the Canadian Payments Association under
federal direction is an implicit recognition of federal
jurisdiction in this matter. The CPA includes not only
banks but also trust companies and financial coopera-
tives, many of which are provincially regulated.

While there are legal grounds for federal supervision
of all banking activities, we recognize that the prob-
lems involved are more of a political nature. If it is to
come about, the proposed realignment of regulatory
responsibilities between the federal and provincial
governments will need to be achieved through consul-
tation and agreement. It must be the outcome of
negotiations from which all parties involved would
hope to benefit. Our approach does, therefore, require
greater cooperation. In contrast with the proposals for
federal supervision of holding companies or for the
establishment of a super-regulatory agency, our
recommendations do not involve greater centralization
of the regulatory apparatus to any significant degree.
For instance, local credit unions and caisses populaires
would remain under provincial jurisdiction (some
cooperative centrals already abide by many federal
rules), and federally regulated trust companies already
account for about two-thirds of all trust companies’
assets in Canada.

The federal government might choose to delegate to
a provincial government responsibility for the supervi-
sion of the banking institutions that operate only
within the confines of that province. For instance,
under such an arrangement, the government of Alberta
could have responsibility over the Alberta Treasury
Branches. This course of action — delegating federal
regulatory powers to a province, for application and
enforcement within that province — is akin to similar
arrangements already adopted in other fields, such as
transportation.

The reorganization needed within the institutions
themselves appears much less formidable. For all
practical purposes, major functions are already per-
formed by distinct corporate entities. Some activities
or services offered, such as brokers’ cash-management
accounts and life insurers’ short-term deferred annui-
ties, might have to be modified. The loss of such
activities would be compensated by the diversification
into banking activities that these companies could
achieve by associating themselves with a bank through
a holding company.

In their criticism of the Green Paper, the Blenkarn
Report and the Senate Committee Reports note that
there are costs involved in setting up holding compa-
nies. But these costs have not prevented the mushroom-
ing of financial holding companies over the last few




years. The costs in the Green Paper proposals are to be
found, instead, in the ban on any internal movement of
funds.

Financial cooperatives and trust companies would be
affected the most by the proposed changes. The
obligation to hold non-interest-bearing reserves against
deposits would impose some costs on these institutions.
On the basis of 1984 figures and given the kind of
deposits held by trust companies and local credit
unions, it has been estimated that the net loss on the
extra reserves required would be approximately $15
million for the trust companies and $14 million for the
local credit unions, or about 5 per cent of their after-
tax income. These figures take into account the fact
that those institutions, particularly the caisses popu-
laires and credit unions, already hold reserves, some of
which are in the form of non-interest-bearing cash.
Trust companies and credit unions could ease the cost
of holding reserves by encouraging their depositors to
shift funds from demand to notice accounts, thus
lowering their reserve requirements. It should be noted
that the imposition of reserve requirements would
provide for a more level playing field for all deposit-
taking institutions. And, as banks, these institutions
would also gain access to the Bank of Canada as a
lender of last resort. Furthermore, the cost of holding
reserves could be significantly lessened if the Bank of
Canada were to pay interest on them, as recommended
in the Senate Committee Report. While this proposal
may have merit, the Council has not investigated all
aspects of this issue — including the impact on mone-
tary policy —~ and therefore takes no position on this
matter at this time.

In contrast, bringing the banking activities of
financial cooperatives and trust companies under the
Bank Act would not increase their tax burden. Cur-
rently, there are no significant differences in the
taxation of trust companies and banks. Credit unions,
which would come under the special cooperative-bank
category, would be able to retain their current taxation
status as long as locals remained small.

Finally, we have considered the cost of breaking up
each existing trust company into two separate corpo-
rate entities, should the ETA business be deemed a
separate function. It does not appear high, particularly
since the breaking-up would only be required at the
production level but not at the distribution level.
Indeed, trust companies could continue to deliver,
through their branch system, both banking and trust
services. Most of their capital base would be assigned
to the banking entity, as very little capital is needed to
manage funds. The spawning of subsidiaries is nothing
new in the financial industry. Because mortgage-loan
companies are not subjected to reserve requirements,
mortgage business has been shifted, particularly in
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recent years, from the banks to their mortgage subsidi-
aries. This transfer has taken place without pain and
has not presented any significant problem at the
delivery level. Mortgages are still handled by banks at
the branch level, but they are registered in the books of
the mortgage-loan subsidiary. The banks and their
mortgage-loan subsidiaries conduct their business as
separate corporate entities and fall under different
regulatory authorities. While the establishment of
subsidiaries is a common occurrence, the reorganiza-
tion process should be such as not to affect unduly the
value of the outstanding shares of a company. This
should be a particular concern in the restructuring of
existing trust companies.

Implementation

Because of the magnitude of the changes involved,
institutions and regulators should be given time to
adapt.

8 We recommend that the process of reorganizing the
financial system allow sufficient time for institutions
and regulators to adapt and that a set of target dates
be established.

For example, institutions should be given enough
time to modify some of their practices, to change their
bookkeeping, to find partners when the need arises,
and so on. Also, individual institutions should be given
the opportunity to spread the cost of reorganization
over several years. This should be the case particularly
when institutions have to set aside non-interest-bearing
funds to meet the newly imposed reserve requirements
or if they have to separate some of their activities, as
could be the case with existing trust companies. Time
should also be provided for institutions to acquire the
expertise needed to enter new areas. A free-for-all
stampede into new activities should be avoided; indeed,
it could result in a number of failures if institutions
were to enter new areas unprepared. Finally, there
should also be concern over the need to protect, at least
during an interim period, the smaller institutions.
There is the possibility that the larger institutions
might be able to dominate new areas of activity and, in
the process, hinder the development of the already-
established smaller firms. This appears to be a major
concern in Great Britain, where the securities industry
is being deregulated. There are predictions that the
majority of securities firms will disappear in the
process and that a significant proportion of the busi-
ness will go to non-British firms. In Canada, while
opening up the Ontario securities industry to non-
industry members, the government of Ontario has been
careful to ensure that the process would be gradual, so
as to protect from larger non-industry institutions
those investment houses which might be an easy prey
because of a generally weak capital base.
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Furthermore, a large number of Acts would have to
be amended to allow for the implementation of the new
framework: these include the federal Bank Act, the
Canadian and British [nsurance Companies Act, the
Foreign Insurance Companies Act, the Trust Compa-
nies Act, and the Loan Companies Act, as well as
provincial legislation covering life insurance compa-
nies, trust companies, and credit unions, and provincial
securities regulations, to name but a few. Time will be
needed to proceed with such a busy legislative agenda.
But there is urgency in getting the process of regula-
tory reform under way. Consequently,

9 We recommend that the federal and provincial
governments amend all legislation of financial
institutions as expeditiously as possible, with a view
to implementing the one-function/one-institution
approach,

Strengthening Regulatory Capacity

In the negotiations that would be undertaken
between the federal and provincial governments to
reorganize and streamline the regulatory process and
to adapt it to the comprehensive organizational
structure proposed in this report, the current division
of power, with respect to the supervision of non-
deposit-taking activities, would serve as a basis for the
talks.

When all the dust has settled, an institution whose
function falls under provincial responsibility might still
have to deal with 10 different provincial authorities. In
such an environment, cooperation and coordination
among provinces, and significant consultation with the
federal government, would be paramount. Provincial
governments should formally cooperate in setting
similar regulatory requirements for similar functions
falling under their jurisdictional responsibility.

Harmonization does not mean that governments
would lose their individuality or their capacity to
innovate. But rather than introduce new legislation
that would only take effect within a specific jurisdic-
tion, changes would be proposed in an open forum, to
be discussed and assessed by all governments.

10 We recommend that provincial governments put in
place mechanisms to ensure interprovincial uniform-
ity in the regulation of financial institutions and
activities under provincial jurisdiction.

In our view, the approach recommended here would
offer greater flexibility than some of the other pro-
posals made recently, such as those favouring the
federal supervision of holding groups or the creation of
a super-regulatory agency. Indeed, there is no over-
whelming reason for financial holding groups to be
regulated — there is even less reason to do so at the

federal level — and a super-regulatory agency could
become unwieldy and too bureaucratic. The framework
proposed here would keep separate regulators for
separate major functions, each one supervising homo-
geneous institutions for which it would have developed
the needed expertise. Harmonization would require
greater cooperation between authorities. But there is
much to be gained. The costs of supervision and
inspection could be lowered for governments and for
institutions through improved coordination.

Beyond the lack of well-defined jurisdictional
responsibility and the lack of harmonization, dealt with
in previous recommendations, another important
shortcoming of the existing regulatory system has been
the inadequacy of the powers held by regulators.

11 We recommend that the regulators of each type of
financial institution be granted increased powers of
surveillance and enforcement. We further recommend
that any regulatory authority uncovering problems
with a member company of a holding group alert the
regulators of the other members of the group.

The Blenkarn, Dupré, and Senate Committee
Reports have discussed at length the increased powers
to be granted regulators. A summary of their recom-
mendations — which we support — can be found in the
Appendix. In this context, we wish to stress the need
for increased powers to conduct detailed on-site
inspections and for an authority to issue cease-and-
desist orders.

Adequate regulation for solvency is of paramount
importance. Many of the financial difficulties
experienced by financial institutions in the 1980s have
not been dealt with satisfactorily because of a break-
down in the regulatory process. The adequacy of a
monitoring system to ensure solvency is crucial in our
proposal for regulatory reform. In particular, regula-
tory authorities should be able to identify, at an early
stage, institutions that are facing financial difficulties,
particularly when they are members of a holding
group. (In this sense, Recommendation 11 reinforces
Recommendation 5.) Thus it is important that the
federal and provincial governments take appropriate
measures to put into place an adequate regulatory
system for the solvency of financial institutions. Such a
system should go beyond the simple analysis of finan-
cial statements. It should consider the composition of
portfolios, the structure of liabilities, the risks
assumed, and so on. More generally, it should be able
to monitor institutions to ensure prudent behaviour. In
particular,

12 We recommend that the development of an early-
warning system with respect to the solvency of all
financial institutions be encouraged so that preven-
tive measures can be taken at an early stage.
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Prudent Behaviour

Prudent behaviour entails:

the management of credit risk, including asset quality and asset diversification across industries and regions of the
country, as well as limits on the size of loans to any one customer;

the management of funding risk - i.e., the maintenance of sufficiently stable sources of funds, such as retail deposits,
for deposit-taking institutions and limited reliance on wholesale deposits;

the matching of the term structure and liquidity of assets and liabilities;
the maintenance of profitability;

the maintenance of liquidity - i.e., the holding of sufficient liquid assets, so that any unanticipated cash requirements,
such as withdrawal of deposits, can be met;

capital adequacy - i.e., the maintenance of a capital base in relation to total assets that is large enough to cover any
losses that might reasonably be expected to occur (the greater the riskiness of the asset portfolio, the greater the capital
base should be);

the management, or avoidance, of conflicts of interest;

- the avoidance of self-deals; and

- the avoidance of fraud.

This has been advocated by the Wyman, Senate
Committee, and Dupré Reports. Such a system is
currently in operation at the Office of the Inspector
General of Banks and for some provincially regulated
institutions. Such systems should be in place for all
groups of institutions.

The supervisory authorities have the responsibility to
keep abreast of developments in financial markets, so
as to ensure that they do not threaten competition and
solvency. When difficulties are looming on the horizon,
authorities have a responsibility to intervene. Together,
the streamlining of jurisdictional responsibility,
particularly under the one-function/one-institution
approach — which would enable the regulatory author-
ity to devote its full expert attention to the supervision
of one function — the defining of “prudent activities”
attached to specific functions, and greater harmoniza-
tion and cooperation between authorities, along with
their enlarged powers, would enable regulators to be
much more effective in maintaining a competitive and
solvent financial system in Canada. [t goes without
saying that regulators should be given the appropriate
mcans, in terms of staff and budget, to achieve this
objective.

The supervisory authority should only have the
responsibility of enforcing the law, however, and it
should not implicitly modify it by “looking the other

way.” Changing rules and regulations is a prerogative
of the Parliament of Canada and of provincial legisla-
tures.

13 We recommend that all Acts and legislation govern-

ing financial institutions have sunset clauses and be
subject to review at the same time.

This would, indeed, reduce the need for regulators to
substitute themselves for the legislators. Furthermore,
changes in an Act dealing with one group of institu-
tions always have an impact on other groups. A
simultaneous review of all Acts would make less likely
a repetition of occurrences such as the one where
revisions to the Bank Act granted banks the power to
enter into the traditional areas of other institutions
without considering amendments to the Acts governing
those institutions (e.g., the entry of banks into the
mortgage area). As the reforms proposed in this report
involve the modification of all existing Acts, this could
be the starting point for an orderly ongoing review
process.

Prevention of Abuses; Ownership; and
Consumer Protection

Conflicts of Interest and Self-Dealing

The cross-ownership structure implied by our
proposed model could contribute to a larger number of
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conflict-of-interest situations and could lead to more
abuses. We have found that diversification can, indeed,
lead to potential conflicts of interest and to self-deals.
For example, within the trust business, conflicts of
interest can arise when trustees are in a position to
take advantage of the trust placed in them. Managers
who have discretionary control over funds may leave
large amounts in low-interest deposit accounts with
their own firm (as Pittsburgh’s Mellon Bank is alleged
to have done with the uninvested cash balances of the
State Public School Building Authority between 1966
and 1974). Or trustees may use trust funds to dispose
of unwanted securities or to support their own lending
activities. (Of the 50 larger companies in which
Continental Illinois National Bank’s trust department
holds large equity investments, 75 per cent are com-
mercial borrowers from the bank; there is, however, no
indication that this potential conflict was abused in any
way.) As trust companies increasingly enter the
commercial-lending field, these types of conflict of
interest take on increasing importance.

Conflict-of-interest situations can also arise when
banking and securities dealing are combined within the
same institution. A conflict could exist between the
institution’s deposit business and its stock-exchange
transactions or between its stock-exchange transactions
and its lending business. For example, it might be more
advantageous for the institution to lend to a firm
rather than assist it in the acquisition of new equity by
underwriting an issue.

Abuses of conflict of interest, self-dealing, and fraud
are a source of concern in all the other reports that we
have surveyed. The Green Paper would prohibit all
non-arm’s-length transactions so as to minimize the
risk of abuses. It also recommends the establishment of
“Chinese Walls” and the creation of a Financial
Conflict of Interest Office. The Blenkarn Report would
provide the freedom to engage in non-arm’s-length
transactions, except those likely to have a significant
impact on the institution’s solvency. The Dupré Task
Force would generally prohibit non-arm’s-length
transactions, with the exception of those whose true
market value can be objectively ascertained by
independent means. The Senate Committee Report
recommends the implementation of a three-pronged
procedure to control and review non-arm’s-length
transactions.

Earlier, we urged (Recommendation 5) that when
one member of a holding group is identified by the
regulator as experiencing financial difficulty, prior
regulatory approval be necessary for moving funds
between members of the group. But apart from this
special case, we recognize that other constraints on the
reallocation of funds within a conglomerate or holding
group, intended to reduce abuses, would jeopardize the

very benefits of diversification and conglomeration. At
issue here is the difficult question of what is a transac-
tion that enhances the efficiency of the production and
delivery system of financial services and what is a
harmful transaction. A distinction has to be made, as
we have done throughout this document, between non-
arm’s-length transactions and self-deals. The former
are transactions between two related parties, while the
latter are harmful non-arm’s-length transactions for
the sole benefit of one of the parties involved. We do
not endorse the Green Paper’s complete ban on non-
arm’s-length transactions; however, some selective ban,
as suggested in one form or another in the Senate,
Dupré, and Blenkarn Reports, appears warranted. In
particular,

14 We recommend that no financing be made available
by any financial institution to any director or
manager of the company. When the institution is
closely held, no financing should be made available to
any shareholder that owns more than 10 per cent of
outstanding voting shares. We further recommend
that any financing made available to any company
with which directors, shareholders, or managers are
associated be reviewed by a special committee of the
board of directors.

Some legislation already contains provisions of this
sort. The Bank Act generally prohibits loans to
employees and directors unless they are secured by a
mortgage or, if unsecured, have a term of less than a
year or are below a specified amount. The federal
Trust and Loan Companies Acts, the Canadian and
British Insurance Companies Act, and the Investment
Companies Act contain an outright ban. The Foreign
Insurance Companies Act contains no prohibition. As
for the caisses populaires legislation in Quebec, loans
to officers and employees must not be made at prefer-
ential rates. In the credit unions legislation of Ontario,
Saskatchewan, Alberta, and British Columbia, special
approval from the institution’s board of directors is
usually required. Under the Ontario Trust and Loan
Act revisions, loans to officers and directors are
permitted, provided that they receive prior approval
from the board of directors and that they are a normal
part of business. Our recommendation would provide
for uniformity across institutions. Institutions should
ensure that the special committees of the board
referred to in our recommendation are effective. More
generally, their examination should extend to signifi-
cant non-arm’s-length transactions.

15 We recommend that each financial institution be
required to establish a committee of the board of
directors to examine non-arm’s-length transactions.

The committee, composed of members, a majority of
which, if not all, would be outsiders to the firm or the
holding group — even when the institution or group is




closely held - should have the authority to prohibit a
transaction, or to reverse one already made, if it
deemed it not to be in the interests of minority share-
holders, depositors, or other customers.

A control on certain transactions is not the only
form of protection against abuses. The availability and
dissemination of information is another form of
protection.

16 We recommend that financial institutions disclose to
their customers the major conflict-of-interest
situations in which they find themselves and that the
relevant supervisory authorities monitor such
disclosure.

Any institution should be required to disclose its
ownership links with other financial institutions. When
an institution is associated with a securities dealer, it
should be required to release the names of companies
for which that dealer acts as an underwriter. [t should
also be required to release the names of mutual funds
originating with associated companies. Ultimately,
determination of the matters to be disclosed would rest
with the relevant regulatory authority.

The Mixing of Financial and
Non-Financial Activities

Financial and non-financial activities have been
historically kept separate by regulation in order to
avoid abuses with regard to conflict of interest and
self-dealing. The mixing of financial and non-financial
activities can lead to abuses and financial difficulties,
particularly in the context of the existence of minority
shareholders. Such a mixing can strain the liquidity
back-up provided by financial institutions when an
associated non-financial corporation faces difficulty.
Furthermore, the mixing of financial and non-financial
activities can lead to the misallocation of resources as a
result of the favourable treatment afforded the non-
financial companies. Consequently,

17 We recommend that a financial holding group not
include a non-financial corporation among its sub-
sidiaries, except for ancillary-support companies.

The rationale in the current legislation for permit-
ting financial institutions to own some non-financial
subsidiaries is that the latter either provide services to
the institutions themselves (e.g., computer services) or
are closely related to the activities of the financial
institutions (e.g., real estate brokerage). Some defini-
tion of ancillary services is provided in the federal
Trust Companies Act (section 68.2) and Loan Compa-
nies Act (section 60.2), and in the Canadian and
British Insurance Companies Act (section 65.1). It
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should be ultimately left to the regulator to decide
which ancillary activity is appropriate and which is
not.

Recommendations 14 to 17 would reduce instances
of conflict-of-interest abuses and self-dealing without
restricting in any way the flow of information between
various financial institutions and without placing
undue constraint on the allocation of financial
resources among affiliated companies. In particular,
the one-institution/one-function  structure  would
substitute for “Chinese Walls” in the separation of
functions between which conflicts of interest might
arise. Of course, neither would preclude the flow of
information at the executive level. Trustees would have
to disclose to their clients any ownership links with
other institutions that could place them in a situation
of conflict of interest. Furthermore, the duties of a
trustee, as defined in trustee legislation, provide
guidelines to resolve many conflicts.

Abuses of conflict-of-interest situations, self-deals,
and fraud may affect minority shareholders, deposi-
tors, and other customers of financial institutions.
Borrowers are affected when the management of an
institution does not sufficiently uphold their interest.
Recommendations 16 and 17 should deal with such
instances. With respect to minority shareholders and to
depositors, it is the former that bear the initial impact
of a self-deal, through lower profitability and a decline
in the value of the shares of the firm. Depositors
basically remain unaffected until the firm fails.
Recommendations 14, 15, 17, and 19 are aimed at
protecting the minority shareholders; Recommenda-
tions 5, 14, 15, and 17 are directed also at the protec-
tion of depositors.

Ownership restrictions limiting the stake of individu-
als and companies in a financial institution are often
viewed as a further, and sometimes better, safeguard
against abuses, particularly when depositors are
involved.

Domestic Ownership

But our analysis has shown that concentration of
ownership has increased as a result of the growth of
holding groups and a number of mergers and acquisi-
tions. In fact, today there are three different models of
ownership. Schedule A chartered banks are widely
held, with no individual shareholder owning more than
10 per cent of outstanding shares. Credit unions and
mutual insurance companies are also widely held
institutions. On the other hand, several trust and loan
companies are closely held by individuals or firms.
Finally, several trust companies and insurance compa-
nies have majority shareholders, with large portions of
their shares held by the public at large.
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As discussed in the Blenkarn Report, closely held
ownership improves the performance of financial
institutions, particularly smaller ones, through a
hands-on management approach; but it also facilitates
self-dealing. In our research we have found, however,
that the incentive to self-deal in a closely held institu-
tion depends on whether the owner is an individual or a
firm and on the level of control over the institution. An
individual owner may find it easier to abuse the trust
of depositors if he does not share ownership with
minority shareholders. On the other hand, incentives to
abuse conflict-of-interest situations and to self-deal are
somewhat less when one company owns 100 per cent of
another. In this case, the benefit to the parent company
from self-dealing with its subsidiary may be erased by
the resulting decline in the profitability of that subsidi-
ary. In the presence of minority shareholders in the
subsidiary, the parent will reap the benefits of the
transaction, whereas the decline in the subsidiary’s
profitability is shared by all shareholders — hence the
need for the latter to control a sufficiently large
proportion of shares to protect their interests.

Closely held ownership by a large company facili-
tates the raising of funds, particularly new equity.
Closely held ownership by an individual may limit the
financial resources available for growth. Some argue
that a system with a majority shareholder and a large
float of shares in the hands of the public would provide
for closer involvement of the owners in the manage-
ment of the firm but would also provide access to a
larger pool of financial resources.

The various reports have taken different positions on
the ownership issue. The Green Paper would allow
institutions, independently of their size, to be closely
held — with the exception of Schedule A banks. While
favouring widespread ownership, the Blenkarn Report
opts for a sliding scale based on asset size, in recogni-
tion of the benefits of a major shareholder for smaller
institutions. Furthermore, non-financial institutions
would be prohibited from owning more than 30 per
cent of the voting stock of a financial company. The
Dupré Task Force supports widespread ownership; and
the Senate Committee, while not imposing direct
domestic-ownership restrictions, recommends that
where a financial institution has a controlling interest
in another firm operating in a different pillar, either
the parent company or its affiliate must have 35 per
cent of their shares traded publicly.

While widespread ownership is the best insurance
against abuses, the reorganization of the financial
system implied by our previous recommendations
would result in a number of institutions being closely
held within a holding group. The next two recommen-
dations are aimed at reconciling the concept of wide-
spread ownership with the holding-group structure.

18 We recommend that no single individual or company,
whether Canadian or foreign, own more than 10 per
cent of the capital of an independent financial
institution or holding group with over $10 billion in
domestic assets. Closely held institutions or holding
groups with over $10 billion in domestic assets as of
1 January 1987 would not have to undergo any
change in ownership, but any subsequent increase in
equity should be widely distributed, and the financing
of future growth in assets should be subject to
specific guidelines as to the mix between debt and
equity.

The criterion that no shareholder should have an
interest greater than 10 per cent is a well-accepted
measure of widespread ownership and the one retained
in the Bank Act. The proposal of a sliding scale
relating the ownership structure to the size of the
institution implies that abuses are related to size; they
are not, in fact, although their impact might be.

The ownership test should be applied at the highest
level. Banks, investment dealers, insurance and trust
companies, and others could be closely held by a
holding company, as long as the holding company
meets the ownership criteria. The test should also
apply to domestic assets only, provided that labilities
booked in Canada are not used to support foreign
assets and that foreign operations do not endanger the
solvency of the institution.

The $10-billion cutoff for closely held ownership of
holding groups and independent financial institutions is
aimed at recognizing that many firms are currently
closely held and that there are advantages in such an
ownership structure for smaller institutions, particu-
larly those in their early stage of growth and develop-
ment. Other institutions have a major shareholder, and
some consider it a worthwhile model of ownership
structure. Because closely held institutions with assets
of more than $10 billion as of 1 January 1987 would
have their ownership structure grandfathered, they
would not be required to engage in a divestiture
process that could be complicated and disruptive to
financial markets, at least in the short run. Constraints
on the funding of the expansion of the capital base
have been imposed on grandfathered institutions so
that future growth will be accompanied by a dispersion
of ownership. (Leverage would be controlled by the
relevant regulatory authorities.)

On the basis of 1985 data, the grandfather clause
would apply to the following companies: in the trust
industry, Canada Trust (Royal Trust is already a
member of a holding group); among holding groups:
Trilon, and possibly Power Financial. The other
institutions with assets of more than $10 billion are
already widely held. This is true of all chartered banks
and of the Desjardins Group. Lowering the cutoff




point to $5 billion would have required a much higher
number of exceptions.

On the other hand, several institutions that currently
fall under a widespread-ownership rule have assets
below the $10-billion mark. These are the Bank of
Alberta, the Western and Pacific Bank, the Bank of
British Columbia. These banks would not have to meet
the 10 per cent rule under our proposal; nor would
banks that are members of a holding group. The
ownership requirements of the Bank Act should be
amended accordingly. (The Continental Bank is in
the process of merging with a Schedule B bank
and thus would no longer need to meet ownership
requirements.)

What should be done when a holding group or an
independent institution reaches the $10-billion limit?
One approach would require that any further expan-
sion in capital be effected through widely distributed
new equity issues; another would be to oblige the
institution to become widely held. This could be done
gradually, so that widespread ownership would be
achieved by the time the assets reached a specified
level — say, the $15- or $20-billion mark. The latter
solution appears to be preferable if the objective of a
widespread-ownership structure for the Canadian
financial system is to be achieved.

19 We recommend that financial institutions linked
together within a holding group be wholly owned by
the holding company, unless at least 35 per cent of
their voting shares are widely held by other investors.

As we have shown, 100 per cent ownership of one
firm by another reduces the benefits of various abuses
and of self-dealing for the parent company. On the
other hand, a sufficiently large number of shares in the
hands of minority shareholders might provide a useful
set of checks on the majority shareholder, particularly
when mismanagement or abuses of various sorts could
affect depositors who have entrusted their money to
the financial institution. The 35 per cent figure in
Recommendation 19 provides a protection for minority
shareholders, similar to that offered by the Canadian
Business Companies Act through the “special resolu-
tion” clause requiring a majority of not less than two-
thirds of shareholders to implement certain modifica-
tions to the corporation’s operations. It might also be
advisable to guarantee to minority shareholders a
representation on the board of directors. The alterna-
tive, in the absence of a publicly held float of 35 per
cent of the voting shares, is for the institution to be
wholly owned by the holding company.

This recommendation will require some changes in
the internal organization of existing holding groups.
For instance, Crown Financial Group owns 92 per cent
of Crown Life and 75 per cent of Coronet Trust; Power
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Financial owns 98 per cent of the Investors Group and
85 per cent of Great West Life Corporation. Two
avenues are open for members of a financial holding
group that would not meet the criteria outlined in
Recommendation 19. Additional issues of shares could
bring the level of minority participation to 35 per cent,
or an exchange of shares of the holding company for
shares of the member in question could bring to
100 per cent the stake of the holding company. Swaps
of shares do take place on the Canadian financial
market, the latest involving Great West Life and Great
Westco.

The possibility of bypassing the ownership restric-
tions would still remain. Therefore,

20 We recommend that when an individual or a non-
financial corporation has interests in more than one
financial institution or financial holding group
operating in Canada, with combined unconsolidated
domestic assets of more than $10 billion, such
interests in each shall not exceed 10 per cent.

This would prevent an excessive concentration of
power in the financial sector. Particularly, an
individual or company could not wholly own a number
of institutions whose assets were less than $10 billion
individually but well beyond that figure when com-
bined. Furthermore,

21 We recommend that any purchase of more than
10 per cent of the capital stock of a financial institu-
tion be subject to prior approval from the relevant
regulatory authority.

This recommendation reinforces the ownership
restrictions and is aimed at preventing purchases or
takeovers that would have an adverse effect on compe-
tition in the financial industry. Bill C-103, recently
introduced in the wake of the takeover of Canada
Trust by Genstar and of Genstar by Imasco, already
contains such a clause. Our recommendation would
extend the requirement of prior approval to all catego-
ries of institutions. An alternative would be the full
disclosure of the names of all purchasers, with the
relevant regulators being granted the power to reverse
such transactions.

Foreign Ownership

The ownership rules recommended above should
apply to both Canadian and foreign institutions. Given
the openness of the Canadian economy and the grow-
ing internationalization of financial markets, we have
to give further consideration to the role to be played by
foreign institutions within our proposed new configura-
tion.

The other reports have diverging views on the
treatment of foreign institutions. The Green Paper
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would maintain the existing limits on foreign owner-
ship. Currently, few constraints exist in the life insur-
ance industry; foreign banks have to establish subsidi-
aries to be registered under Schedule B of the Bank
Act, and limits on the growth of the assets of these
subsidiaries are imposed; foreigners are restricted in
their ownership of registered securities firms in
Ontario, although they can operate freely in the so-
called “exempt market”; few restrictions exist for
securities firms operating in Quebec. The Blenkarn
Committee recommended that foreign interests be
treated in the same fashion as Canadian firms. The
Senate Committee Report, while allowing free entry by
foreigners, would establish control over the transfer of
ownership to foreign interests,

For our part, we believe that competition on domes-
tic markets is enhanced by the entry of foreign finan-
cial institutions. Allowing foreign institutions to be
active in Canadian financial markets also furthers the
cause of our own institutions in countries that require
reciprocity.

22 We recommend that foreign institutions be allowed to
enter gradually all financial areas and that such entry
be based on reciprocity by the country of origin.

This would enhance competition on domestic
financial markets and the deployment of Canadian
financial institutions around the world. Free entry — an
important contributor to increased competition and
accessibility of financial products — should, however,
be associated with reciprocity conditions that allow for
the development of Canadian institutions abroad. We
recognize that this could involve a lengthy negotiation
process, but the basis for reciprocity has to be well
defined. For instance, because of different jurisdic-
tional structures between Canada and the United
States, U.S. banks, by incorporating a subsidiary under
the Bank Act, would gain access to Canada from coast
to coast, while Canadian banks wishing to operate
south of the border would have to abide by regulations
that limit interstate branching and operations. For
Canada, being restricted to New York State would
indeed be a limited interpretation of reciprocity.

Institutional Practices and Management

Beyond the issues of ownership and abuses, our
investigation has pointed to the existence of other areas
of concern. For instance, auditors are a key group of
officials who have drawn criticism from some reports
because of the ambiguity of their accountability and of
a perception that they have failed to react adequately
to situations of abuse or financial difficulty. We agree
with many of the measures proposed in the reports of
the Senate Committee, the Dupré Task Force, and the
Blenkarn Committee. Without dwelling on details,

23 We recommend that the reporting accountability of
the auditors — and actuaries, where applicable — of
financial institutions be clarified so that they will be
required to report to the relevant supervisory
authorities any material wrongdoing they have
uncovered or serious concerns they may have about
the financial health of the institutions.

Auditors are required to report situations that would
make a material difference to financial statements, as
prepared and presented by management to sharehold-
ers. While it is an accounting concept, “materiality” is
not well defined. Generally, the auditors’ report
indicates whether the institution’s financial statement
presents fairly its financial position and the results of
its operations for the year, in accordance with pre-
scribed accounting principles. According to the
Canadian Institute of Chartered Accountants (CICA)
Handbook, shareholders can sue the auditors if, in
their opinion, the latter have failed to report any fraud
or error they have found in their own investigation, or
if they do not indicate the nature of the problems they
have detected during their audit when management
has refused to change financial statements. But facts of
importance go beyond financial statements and clear
instances of fraud. They may involve conflict-of-
interest abuses, inappropriate transactions, or transac-
tions that could endanger the future solvency of the
institution. While some of these reporting requirements
are set out, to varying degrees, in several Acts, the
auditors’ obligations remain vague and incomplete (see
Chapter 4 of A Framework for Financial Regulation).

The Senate Committee Report recommends that the
audit committee of the institution establish guidelines
for the auditors, subject to regulatory approval, as to
what is or is not “material.” Given that conditions on
financial markets are in a constant state of flux and
given the usually rapid development of new instru-
ments and practices, it should be the regulator’s
responsibility to review, on a continuing basis, what is
to be considered material. [t remains the auditor’s
responsibility, as the first person in the field, to make
his own judgment as to the materiality of the informa-
tion — a judgment for which he will be accountable to
the relevant regulator. In particular, auditors should
look into the risks undertaken by the audited institu-
tion, as these may endanger its future financial health.
They should also look at the level of provisions for
losses. Our recommendation calls for a clarification of
the auditors’ reporting responsibilities. In a report on
the operations of the Office of the Inspector General of
Banks, submitted in April 1986 to the Minister of
State for Finance, the consulting firm, Coopers and
Lybrand, calls for an extension of reporting to include
the management of risks by banks.

In certain groups of institutions, especially life
insurance and property and casualty insurance compa-

e



nies, the actuary plays an important role in establish-
ing the ability of a company to meet its future commit-
ments. Thus their inclusion in our recommendation
aimed at strengthening the reporting accountability of
professionals involved in the assessment of the sound-
ness of financial institutions.

Auditors should be supported by a strengthened
internal audit committee. Such committees do cur-
rently exist in many institutions but with rather limited
powers. While the establishment of an audit committee
of the board is mandatory under the Bank Act, the role
and procedures of such committees vary between
banks. In general, their role is to ensure the production
of accurate and reliable data. In many cases, audit
committees do not review provisions for losses,
although in some banks they may play a wider role in
assessing outstanding credit. It is important that such
committees take a more active role in assessing credit
risks and provisions for losses.

It should, however, be noted that external auditors
and the internal audit committee cannot perform their
tasks without the full cooperation of the institution’s
management. Indeed, the monitoring of the perform-
ance of a financial institution depends on information
flowing through a number of individuals whose close-
ness to the firm’s management increases as one moves
along the chain of responsibility. For example, the
Inspector General of Banks depends on the external
auditors, who depend on the banks’ internal auditors,
who in turn depend on management. Thus,

24 We recommend that the management of financial

institutions be liable for the quality of the informa-
tion provided auditors.

While management is already liable for keeping
proper records and providing information to the
auditors, our recommendation would go further,
imposing a liability on management with respect to the
quality and completeness of the information provided.

Two additional issues with respect to internal
practices must retain our attention — namely, invest-
ment strategies and leverage.

Investment strategies for many groups of institu-
tions, particularly trust and life insurance companies,
and for pension funds have been governed to date by
qualitative rules. These were aimed at increasing
solvency. But they restrict the investment choices of
institutions, and they reduce competition and the
availability of financial products to all Canadians.
Most of the other reports have recommended their
replacement by quantitative rules. On the other hand,
while quantitative rules force portfolio diversification,
they do not guarantee the soundness of individual
investments. Prudent investment may call for some
blend of the two approaches. Investment rules should
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be the outcome of a process of consultation and
cooperation between the relevant regulatory authorities
and the management of institutions.

Concern with solvency and confidence calls for an
adequate capital base. It would, however, be inappro-
priate to go beyond such a statement, as the minimum
capital base needed to operate a financial institution
safely varies among lines of business and over time,
particularly as a result of financial innovation. The
pyramiding of capital among institutions, however,
should definitely be prevented.

25 We recommend that when more than 10 per cent of
the common stock or subordinated debt eligible to be
counted as part of the capital base of a financial
institution is owned by another financial institution,
that portion of the capital be deducted from the
capital base of the owning institution.

Double-counting of capital would be prohibited
under the strategy presented by most, if not all, other
reports. The pyramiding of capital cannot take place
within a holding group, as our proposed framework
would prevent subsidiaries of a holding company from
investing in the equity of associated institutions. With
respect to other institutions, care should be taken to
ensure that measures designed to prevent pyramiding
of the capital base do not, at the same time, prevent
the normal investment of funds in good-quality equity
capital — hence the 10 per cent cutoff point.

The Canada Deposit Insurance Corporation

The reform of deposit insurance is also a much-
needed part of modernizing the existing regulatory
structure. The one-function/one-institution approach,
accompanied by more-efficient supervision, enhances
the solvency of the financial system. Nevertheless,
deposit insurance and compensation funds continue to
play an important role in enhancing confidence and
access. But care should be taken to ensure that they do
not reduce competition and market discipline. In fact,
many issues that have been the subject of much debate
in relation to deposit insurance — such as the amount to
be covered by insurance or the introduction of risk-
related premiums and of co-insurance - take on a
different significance, depending on whether they are
looked at from a market-discipline, a confidence, or a
consumer-protection point of view.

From the point of view of competition and market
discipline, risk-related premiums are calied for to
reduce the negative impact of deposit insurance on
excessive risk-taking. From a confidence point of view,
risk-related premiums should be rejected, as they may
negatively influence public confidence when they single
out higher-risk institutions. Furthermore, in order to
increase the stability of deposits, there should be no
limit on deposit insurance coverage. From a consumer-
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protection point of view, co-insurance from the first
dollar, when it becomes effective in achieving market
discipline, negates the very raison d'étre of deposit
insurance. Indeed, with co-insurance, the consumer
who erred in leaving funds on deposit with a higher-
risk institution may have to face some capital loss in
case of failure. The original objective of deposit
insurance — the protection of less-sophisticated deposi-
tors — is being lost. A system of co-insurance starting
beyond a minimum level of deposit (say, $20,000)
would afford some protection to the consumer. Fur-
thermore, co-insurance by itself cannot increase
market discipline unless it is accompanied by informa-
tion that would enable a depositor to assess accurately
the financial health of the deposit-taking institution.
On the other hand, some limits on the dollar amount of
deposits covered by insurance might be imposed, since
the objective is to protect only the unsophisticated
depositor and thereby provide access for all Canadians
to the services offered by deposit-taking institutions,
regardless of their income or degree of sophistication.

There is disagreement between the various reports
on the level and form of deposit insurance — disagree-
ment originating with the specific focus of each report,
ranging from the importance of imposing market
discipline to the importance of protecting the con-
sumer. The Wyman Report came out in favour of co-
insurance from the first dollar; the Dupré Report opted
for a sliding scale of coverage, with deposits under
$20,000 being fully insured and those over $80,000
having no coverage. The Blenkarn Committee recom-
mended that the present coverage be retained, while
the Senate Committee Report favoured a system close
to that put forward in the Dupré Report, except that
the actual numbers were somewhat different.

In the context of a fast-changing financial world, the
maintenance of confidence and of consumer protection
is of paramount importance. Consumer protection
takes on special importance in a framework where the
restrictions on the distribution of financial services are
removed. In such an environment, deposit insurance
should not be weakened. Consequently,

26 We recommend that all deposits, up to a maximum of
$60,000, be fully insured by the Canada Deposit
Insurance Corporation. We further recommend that a

more generous limit be applied to deposits that form
part of an RRSP.

Because they would operate under the Bank Act,
deposit-taking institutions would qualify for CDIC
insurance. The present arrangements with the Régie
d’assurance-dépots du Québec (RADQ - the provincial
deposit-insurance board) could be continued as part of
a delegation of powers. Currently all deposits in the
Quebec branches of provincially incorporated financial
institutions are covered by the RADQ, while deposits
in the out-of-province branches of Quebec-incorpo-

rated institutions are covered by the CDIC. Mech-
anisms are in place to avoid an overlap in the supervi-
sion of institutions covered by the CDIC and the
RADQ. Finally, the RADQ has a liquidity back-up
agreement with the CDIC. Furthermore, should the
means of payment become an instrument other than
deposits, it should be protected by a form of insurance
that would be developed at the appropriate time.

To avoid any unnecessary disruption to the existing
financial environment, we have opted for the current
$60,000 limit on coverage. Lowering that limit could
reduce confidence in the financial system, and there is
no compelling reason to raise it. Those reports which
proposed that the maximum be raised to $100,000 did
so in the context of the introduction of co-insurance. A
more generous limit should apply to deposits that form
part of an RRSP in order to protect the retirement
income of older Canadians, particularly since it is
likely to be the financially less-sophisticated individu-
als that would keep their funds in deposits, as distinct
from a more diversified portfolio. Other measures,
particularly closer supervision, would deal — albeit in
imperfect fashion — with the excessive risk-taking
induced by the existence of deposit insurance.

As a general rule, government should not provide a
guarantee to uninsured depositors. When a major
disaster looms on the horizon, however, government
might consider taking over financial institutions that
face serious difficulties or facilitating mergers with
financially viable institutions. In such cases, measures
should be considered to ensure that the shareholders
bear at least some of the costs of the mismanagement
of the institution.

27 We recommend that the Canada Deposit Insurance
Corporation be granted the power to set premium
rates.

The premium rates should be set by the CDIC’s
board of directors, which should include industry
representatives. Because of the many technical prob-
lems with their implementation — referred to in Chap-
ter 4 of A Framework for Financial Regulation — risk-
related premiums cannot be introduced in the near
future, aithough they are undoubtedly the best way to
enhance market discipline in the context of the exist-
ence of deposit insurance. Furthermore, in envisaging
the introduction of risk-related premiums, their
possible negative impact on confidence should be fully
considered.

28 We recommend that the Canada Deposit Insurance
Corporation share supervisory powers with the federal
regulator of banks.

The CDIC should be involved in the supervision of
banks, on the premise that he who ultimately pays the
bill must be satisfied with the performance of those
who may cause him to engage in expenditures. The




object of this recommendation is to provide the insurer
with the ability to require changes in institutional
behaviour in order to protect its contingent liability.
We recognize that CDIC participation in the supervi-
sion of banks would require cooperation with the other
relevant regulatory authorities.

Consumer Protection

Consumer protection should not be limited to
deposits in financial institutions but should also extend
to other financial transactions.

29 We recommend that life and general insurance
companies, and investment dealers, be required to
develop their own customer protection plans.

Such plans, some of which are already in place or in
the development stage, should be strengthened and
well publicized to enhance consumer confidence.

The opening of retail outlets for the delivery of a
large number of services produced by distinct financial
institutions raises important issues with respect to
consumer protection. Although tied-selling would be
prohibited (see Recommendation 7), there is a need to
reinforce consumers’ awareness of their sovereignty in
the choice of the originator of the financial products
they purchase.

30 We recommend that any institution delivering, in a
single transaction, two products originating in
separate institutions be obliged to inform customers
of their option to buy the second product from other
distributors.

The responsibility is placed on the delivering institu-
tion to inform the customer in the manner deemed
most appropriate.

There is also a need to protect consumers with
respect to the quality of the advice they receive.
Currently, lawyers, financial planners, and investment
counsellors have escaped regulation in some of their
activities.

31 We recommend that financial planners and invest-
ment counsellors, together with lawyers managing
estate and trust accounts on behalf of customers,
meet minimum standards of behaviour, to be recog-
nized through a special licence.

Financial planners have already been the object of
attention by regulators. Securities commissions in
Quebec, Ontario, and Alberta called upon the
Canadian Association of Financial Planners to propose
a plan for self-regulation by 15 August 1986. The
Province of Quebec is particularly concerned with the
qualification of planners who provide advice. It would
like financial planners to show that they have received
relevant training. The Commission des valeurs mobi-
lieres du Québec has put forth some concrete proposals
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to that effect. While self-regulation is appropriate in
many cases, the protection of the consumer, which is at
stake here, calls for more. Particularly, the licensing of
financial planners would oblige them to establish
separate trust accounts on behalf of the clients and
force them to be covered by liability insurance. This
would afford greater protection to the users of the
services of financial planners. For planners, as well as
investment counsellors and lawyers, licensing should
also relate to advice and management activities. In the
longer run, financial planners, investment counsellors,
and lawyers should be required to adopt a “prudent-
man rule” type of management for the funds that have
been entrusted to them.

Concluding Remarks

A sound and efficient functioning of the financial
system is of vital importance to the Canadian
economy. Indeed, the financial system is the mech-
anism for making the payments associated with almost
all transactions in the economy. It provides intermedia-
tion so that savings can be transferred to investors. In
this way, risks are pooled and redistributed according
to the preferences of savers and investors. The finan-
cial system also provides for the safekeeping of funds.
By fulfilling these functions, the financial sector
contributes to the accumulation of capital and facili-
tates trade among Canadians, and between Canadians
and the rest of the world. It contributes to saving,
investment, employment, economic growth, and social
progress.

What is clear is that in matters of trade, investment,
lending, and borrowing, decisions are being made on
the basis of worldwide opportunities. Canadian finan-
cial institutions have shown extraordinary adaptability
in fashioning services to meet this global challenge. It
is important that the domestic regulatory structures
governing financial institutions also adjust, at both the
federal and provincial levels.

The Council is convinced that it is essential to foster
competition if financial markets are to perform their
vital role efficiently. We also recognize that financial
markets will continue to face waves of change from
new technologies and from the cycles of expansion and
contraction of international financial flows. The
existing regulatory framework has not been able to
keep pace with changes in the marketplace. We believe
that Canada must therefore adopt a new framework
for financial regulation that will give full play to
competition and at the same time buttress the solvency
of institutions.

The new framework outlined in this statement
imposes change on the institutions themselves, on
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regulators, and on governments. The framework
requires governments and regulators to introduce some
new definitions of the basic functions of financial
institutions. It forces these institutions to create a
separate corporate entity for each function and then
uses the mechanism of cross-ownership to give the
institutions the scope to compete in all service areas.

The framework relies on a combination of ownership
limits, corporate governance, and regulatory inspection
to ensure that cross-ownership does not lead to harmful
transactions that endanger the solvency of institutions
or the fair treatment of consumers. We believe that
managers, directors, auditors, and regulators have a
shared responsibility for the health of the system. But
we recommend strengthening the power of the regula-
tor to act if the others fail to meet their obligations.

The framework also requires federal and provincial
governments to work out ways to harmonize financial
regulation. We do not believe it is necessary to central-
ize all financial regulation, but it is certainly essential
to harmonize the rules of the game. Inconsistencies
among jurisdictions create invitations to bypass the
tightest regulations and thus weaken the whole system.

The changes being proposed require significant
internal adaptation, but they are not radical. They do
not involve changes in the relationship between the
institutions and their customers. We believe the
proposed adjustments are worthwhile when they are
placed in the context of a system that would be better
able to finance Canada’s economic growth, to build
world-class financial institutions that can compete on
international markets, and to safeguard the soundness
and solvency of the institutions upon which Canadians
rely.




Appendix




32 Competition and Solvency

*$S200B pue ‘3dUdpyuod
‘uonadwod ‘Ajpweu

- AJUd101J}3 JO SUONIPUOD
ay1 109j)e A3yl se ‘aundd
-SIp J9)JBW puk ‘AOUA[OS
‘Guieap-j1as ‘1saIdiut

Jo spi1yuod ‘diysiaumo
‘uonerawo[3uod ‘uon
-BOIJISIDAIP dUIWRXS O],

"wRISAS siudwked

B JO ddUBUIIUIBW Y] pue
‘spuny jo Fuidaayajes ayd
‘uonewlojut jo Addns ay1
‘SYSU pue spunj Jo uon
-BIPUWLISIUL Y] 2INSUd O

‘Aeld 1B $2210) Y1 UdMIIQ

2dueleq 1saq ay1 Suipuly
Aq w21sAs [eueUl) a3
Jo Aduaiyya ongnd pue
areaud syl saosdwit o,

11oday epeue)
JO [1DUNO)) diWouody

*SUONNINISUL [BIOUBULY
Jo diyssaumo autjap oL,

*90UBUIA0B
21e10d109 2a0adwit O

‘guI[BapP-§[2S puUB 1S3.191Ui
JO S121[Ju0d [011U0D O,

‘WaIsAS [eroueul)
9yl jO SSaupunos pue
Aiqe1s ay) ulelurew o,

‘(paurjapun) Aduaidiyj3 pue
uonnadwod aaocidwt o

rownsuod ay) 13loid O,

("paress Apoydxa 10N}

‘yoeoidde £101

-g[nga1 e dojaaap 01 pue
‘q10day uewWAA\ 241 pue
‘quawd[ddns [eotuydalr 3yl
‘1aded usaln) ayl Apnis o]

110day uteyuag

‘Buijeap-j|2s pue 1sa1a1ul
JO SIJUOd [011UOD O,

‘SUOTINIISUL [BIDUBUILY
J0 diysiaumo auijap oL

*Adudidiysa
19)JBW ddUBYUS O]

“(pauljapun)

Kouaidryjo Fuiureiutew
pue uoi1d3101d 13wns
-u0d ulInsud JO sueaw

B SB ADUDIA[OS UlRIUIRW O

‘suonnsut

[BIDUBUL) JO ADUDA[OS

ay1 Surstwoidwod noyim
Ajjuamdtjja spuny asoyd
a1ed0([B 01 pue ‘s3uUlABS JO
S13SN O] SIDABS WOIJ Spuny
JO mO[J Yl a1enj1oej O,

“JUdWIUIdA03

wol1j uonudNe ainbai
Aewl W2IsAs [eLoUBULY

3yl uo sainssaid jeym
QUIWIAI3P puUE OURIUQ

ul suonMINSuUl [e1dUBULY
Jjo uonesado pue uon
-eZ1ue310 2Y) dUlWeXs O],

9210,
jsel 21dng ay1 jo uodoy

‘uondalold Ipwnsuod pue
‘autdiosip A101engal ‘101
-23s [eroueul) ay1 ut surdd
-SIp 1ay1ew aaoxdwy 0

"13M01J0Q
01 12pu3] woly Apuatd
-1}Ja spunj Iajsueln o]

‘110doy uewWAAy 9yl pue
1aded usain) ayy Apnis o],

su0day 221MWWOY) 21.UIS

UpaId
JO $321IN0S UIPLOIQ O

*152191Ut JO $121JU0d
pue Juijeap-j|as [011U0D O]

‘ymouasd

SIIOU0d3 21ISIWOP

pue ssauaannaduwod
[euoneuriul aowoid o]

ooe(d 19y

2yl Ul SI2WNSuod 01 3jqe
-[teae suondo pue 2JU3lUA
-uod 3yl IdUBYUI O]

“(pautjopun)
Adu2101JJ2 pue ‘uoneaouul
‘uonnadwod s1owold 0

‘uonodalold
1Pwnsuod aAaoxdwit o

SaNsst pale[al
pue [euonmINSu|

Juawied

jo sueaw spiroid pue
‘spuny jo Fuidaayajes ayl
2INSUd “)IPaLd 1BIO([R O

10103 [eouRuly
01 paugdisse 3[0y

‘suonninsul

rpquaw Jo uoisiazadns

ay1 uo pue uoneiodio)
soueinsu] usoda( epeued
ay1 ‘jo suoneraa syqnd
pue ‘uoneziuesdio ‘Sut
-puny “103(qo ay1 uo pue
‘01 SWIOJal UO suonepusw
-Wwod21 3yeW pue Apnis o]

152121ut ofjqnd ay3 AAIS
19119 01 J3PIO Ul SUOtIN]
-nsut [eroueuly 01 yoeoudde
A101eInga1 e dopaaap o

suodat 3yt jo
saAndafqo parelg

1uoday
uewip pue 1aded usain

wNSAS [epueuly ueipeue) ay) uo syproday




w

| "Ainoyyip [eroueuy
snouas Juidey St L3quIdW
auo uaym 1daoxa ‘s
19s-21d uIyIm ‘I2Yloue dU0
01 Spunj pu2| pue sJasse
[12s ued dnolid JO SIdqUIBN

33

‘dnouig 3uipjoy

[eouruly e y3noay) Kjuo
pamoj[e aq 01 uonounj
Aue OJUl UOHEDIJISIDAI(]

‘awn awes 3yl 1e
PaM3IAL 3q 01 PUE SISNETD
195UNS 2ABY O SUONN]
-nsut {eueuly SuiuidAod
uone[sida) pue sPV [V

A Framework for Financial Regulation

“yIOomMaWRI) MU 3yl 2IBp
-owwodoe 01 3|qissod se
Ajsnonipadxd se uone[sida]
[le puswe 01 ayerdIpun o1
TUWIUIIA0S JO S|aAd] [[V

'paysi|qeIsa aq o1 sarep
198181 yum ‘jenpeis aq o1
uoneziuedioal Jo ssad01g

1Oy yupg 2yl 1dpun 3ul
-je1ado ‘jueq B palapisuod
9q 01 JjudwAed jo sueaw B
Suiptaoid uonnisul Auy

‘Kiuoyine A10)

-e[ndas 2(8uis 1apun Sut[e;
‘uonouny 1ofew 9[3uis e jo
Jdoueuwiioj1ad ayl 01 patiwi|
3q 01 uonmINsul yoeg

‘uonouny Aq uonengdal
1dope 01 JUSWUIIA0D)

patjoads e 01 panuwi) 3q 01
10U SIUSWIISIAUL yONS pue
‘pamole aq 01 10U (Sauie
-1pisqns 21e182 a1 1daox3)
sauelpisqns pue satuedwos
SUIp|OY WedIISUMOPp Ut
[endes jo Bununoo-ajqnoq

‘sauedwiod
Suipjoy jewueuly jo 1adse
A1osindwod ay1 s1alay

‘3uyiomidu -

pue ‘{satuedwod

Fuipjoy weansumop
pue weansdn -
{saueipisqns -

{s1amod jo uots
-uedxa UOIMIISUL-UIYIIM —
:sanuaae [e1oudd
inoj ysnolyl suoneiado
11241 A}ISISAIp O1 pamoj[e
9g 01 suonNINSuUl [BlOUBUL]

‘uonminsur £q uonen3ay

-oeded 119y1 ur satuedwod

JO01S SIA-B-SIA pageiuea
-pesip 2q 10U [[im satued
-Wwod [BNINW eyl aInsud
01 punoj 9q 1SN SUBIN

‘suonnmNsul
[edueuy Jo sadA1 1910

0] Se [[9M SB ‘S)yuBq paumo
A[jeanisawiop 01 J[qejieae
speW 3q 01 IdAJP SIY ],

“201A9p
Auedwod-guip|oy-[erourut)
e y3nouyy Ajuo paniwiad
3q 01 suonnIsuy [erOURUY
u3amiaq syul diysiaumQ

‘uonininsut Aq uonengdoy

uonniIsul [eIdDURUL] B JO
saurelpisqns aq 01 10 Aued
-wod FuIpjoy weasumop
10 weansdn ue jo red
3q 01 9|qe Fuldq JO SuLI
ul ‘uonniusul [eIOUBULY
19410 Aue 2)1] paiean)

9Q 01 SuLIT} SINLINIIG

‘[ended
JO FuUnuUNOd-9[qnop pIoAy

‘paresodiodur A[e1dpay st
yolym JO 2U0 ‘suonninsut
[elouRULy p3rengar 210w
10 0M1 JO Judd 1ad (] ueyl
aiow ploy oym SI01saAuUl
I1e 10) Auedwod Suipjoy

® wJioj 01 juswalinbay

‘pantwsad 3q 03 10U
[endes jo Supunod-a|qnoq

‘suonnIIsSul paYy A[asopd
3Qq pinom A2yl Ing ‘syueq
g 2INpayds pue Yy 3npayos
121N Se sjuswainbal
9AI9$21 dwies Y3y 031 10afqns
2q 01 pue siamod awes
3yl uaAId 2q 031 Sjueq
D 2Inpayss ystqesy
“Bunjiomidu -

pue ‘satuedwoo

FuIpjoy weansumop
pue weansdn -
‘saueIpIsqns —

‘s1amod jo uols
-uedxa uonnINSUL-ULYIIM ~
1SANUIAR [BI2UST
inoj y3nouayy suonesado
11211 AJISIDAIP 01 pamoj[e
2gq 01 suonnjsul [edueUlf

'$21n1UaQap paireuiplogns
Jo ansst ayi ysnouiyl
S9IRI{IJjB WEINISUMOP

Jo uoisuedxs a1 10J
spunj astel 01 panuusad
aq 031 sawedwod [eRINA

Auedwod
Guipjoy e ysnouiyy 2oe(d
9)B1 O1 UOIIBd(JISI3AL(]

‘uonnsul Aq uonginday ‘uonmnsut Aq uonemday

*101098
[edurU 9yl ul durndd
-sIp 19ydew aaoxdwit o

‘satorjod A1ojeindal
jeroutaoad pue [eia3paj Jo
uotjeziuowley aowoid o1

‘waIsAs Ayl Jo Au[iqels ayr
pue suonmnsul [eoueury
JO SS2UPUNOS 2INSUS O]

satuedwod
3uipoy
[etoueut

uoneingai
01 yoroudde
[LAELETSY




34 Competition and Solvency

101NqQuUISIp 1ayroue

woij puodas ayl Anq o1
uondo Jo I2WOISNd asiApe
01 SuUONNINSUI JUIIJJIP
ynm Suneurduo swonpoid
om] Bul[as suonmnsuj

‘panqiyoid
2q 01 Suljas-patL

‘paMOj[je 2q O} [B1IdJa1
-$S01> pue ‘3ui[[as-S$01D
‘guiyiomiau jo sadA (v

‘1amod
JuaUnNSIAUL I3Y10 Aue se
Apuapnid yiim 1jesp aq oL

‘jenden
Jo BuipiwelAd pioay

L SLETNTY

10) sdnoug Suipjoy
1011UOW 01 SIUIWUIIA0T
edulA0Ld pue [e1apaq

CERITNEN
Aleqpioue 10j 1daoxa
‘suotre10diod [edueuly
-uou apnjoul 01 10U
sdnoi3 3uipjoy [ewueul

‘AOUDA[OS 10J Palol
-luowW 3q Ol pue 3joym
e se dnoi3 ay1 10§ siuaw
-21e1s [edURUL A[ddns 01
sdnoig 3uipjoy jeueut]

1oday epeue)
JO [1PUNO) d1wou0dy

BUETTR

2Y1 JO 1UASUOD UM Y]
MoylM uollewIojul ey
-UapIjuOd 21BYS O1 Pamo[[e
2q 01 10U suoHININSU]

“pauqyoad
2q 01 Buyj[as-palL

TUOISIAL 1Oy

yung 0661 241 131je syueq
pue ‘saaneradood ‘satued
-wod ddueInsul ‘satuedwod
ueO| pue 1sni} 10j pal
-nwrad aq 01 FuryiomiaN

'S1955€8

Jo 1120 13d g1 1B paysi|
-qQe1$d 3q 01 SUOIININSUL
[edUBUL jYueq-UOU [[B 10)
SIUWISIAUL ISNEB[D-19)Seq

*SIUUWISIAUL
IsSNE[2-13)5eq Se
P212pisuod 3q 01 1. 1SIXd
syu a1egas33e oy)10ads
Oou YdIym I0J SIUDWISIAU]

*21159p

0S Jenuad [enulaoid ayl
pInoys ‘jueq B ysijqess o}
SODD 21qeud 01 padojasp
9Q ISnW SukdwWw pue SAem

‘suonNINSUl jeIDUBUL) YUuBq
-uou 1oy paredwaiuod
3SOY] SB UONBIIJISIIAID jO
siamod awes ayl uaald oq
01 A121008 11pa1) 2anesado
-0 uelpRUR)) YL
‘uonniisul

waited ayr jo jendes
10 s1asse Jo aderuadiad

uoday useyusig

ERIZSENB AN

10J S30IN0S 2ANBUIIIR

JO Aiiqe[ieae ay) pue
siusuwrefuelie Furyiomiau
JO 20UIISIXD 31 SIdWO)
-Snd 11941 01 3SO[dSIp 01
paainbai aq 01 suouninsuj

‘paizinbai
2q 01 [eaoidde A101
-ejngdal 1nq ‘pamoj[e 3q O

‘uotiw ¢1g
Jo jended wnwiuiw -
pue isiasse
|e101 JO $$3] 10 1UdD
13d ] 01 SUODINSAIT —
suonminsug
usodaQg jo wapual
-utradng ayy jo [eaoidde -
:suonerodios
ueO[ pue 1SN 104

‘SaLIBIPISQNS 1O

satuedwod Juipjoy jo Aem
AQ 12ylaym ‘suonnifisul
13410 Yim etijje o1 Au

90104
yse] 21dng ay) jo woday

‘panquyoid 3uryas
-pan Inq ‘pamo[ie 2q 0L

‘suotun 1pald pue ‘satued

-wod dueInsul ‘satuedwod
1SNUY 10) paysiqeIsa aq

01 §195SB JO 1Udd 13d (7 Jo
WINWIXBUW JAISR[DUI-[|B Uy

‘Auedwod
guipjoy e jo ued aq
pInod s)jueq g 3npayosg

‘satuedwod

Buipjoy weansumop
wil0j 0) pue SauRIPISQNS
alnboe 01 31qe Sutaq

3O suLRl ug ‘suonmusul
|eroueUl} 19410 JO 3s0Y)
01 1efius s1amod uaald
2q 01 swilj SAUNIIG

RUELIFEY
1ayloue 1apun Sunesado

$110day 9911WWIOY) JleUdS

‘sjuswsuelse
Funjiomidu (e ul
3ujas-pan jo uoniquyold

‘SUOTININSUI U2IMIQ
FuiIomiau Huqyut 1eyd
SUOUID1IISAI JO [eAOWIY

jueq 5 9[npayds
paterijje ue ysnoiyl
Juipua| [BIDIWWOD

ut 93efua AJuo ued suon
-NIHSUl [RIDUBUI] YUBQ-UON

‘salelfijje Weans
-UMOp 31B3ID O] pamo[e
3q 01 satuedwod jeminy

SOHA 01 reqwis

sdnoJ3d [eroueuly weans
-UMOP 218310 01 Pamo[[e 3q
Ol DY SUONDIDOSSY 11Pad))
2411042d0-07) [RI13P3}

Jy1 1apun paia1stdal suon
-BIOOSSE 11patd aaneladoo)

uoday
uewAp pue taded uaain

SupjIomIaN

Fuipud|
[e1I3WWo.D)

satuedwod
3uipjoy
[etoueul




35

A Framework for Financial Regulation

*$19W0ISND
01 PaIso[dsip aq 03 1s2191Ul
JO SI21[JUOd JO SuONISOd

‘pIeOQ 2yl JO 3dN(WWOD
[e1oads Aq pamaiaal

3q 01 SI pajerdosse

21e s1oeuRW 10 ‘S1apjoy
-3IBYS ‘SI0ID211p Ydlym
yum Auedwod Aue 01 31qe
-[leae apew Sudueuly AUy

‘saseys 3ulloa Fuipueisino
JO 132 1ad o1 ueyl asow
SUMO 1BY} 12pJOYy2IBYS
Aue 01 s|qejieae apew

3q 01 3udueUly Ou ‘plaYy
A[2S0[0 SU UOIININSUT USYAA

‘198eueW 10
1010911p Aue O} 3[qe[ieAR
apew 2q 01 udURUL ON

‘suonoesuel) Y18usl-s, wae
-uoU JUIWEBX3 O] S1010211p
JO pieoq JO _dNIWWOD

‘uonduny yoea
10J wdpnid paIdpIsuod
SLleym Aq pauluiaiap

2Qq 0] s1amod 1uaUNSIAU]

“uolqiw 1§

uey] 1918213 UOIdBSURL]
A11ed-palejas 10} I101RINGAI
sreudoidde a1 10 YN
01 uoneosyynou-aid Aep-g¢

‘uonmusul
ue ulyim syusuntedsp
UIB1I3D U23M]2Qq UOITBW
-10jUl JO MO[J Y1 1uaAaid

01 . llem 3saulyy,, € jo
JdUBUIIUIBW PUB UONIB3ID)

‘SuUOfIdBSUEI]

{13ua|-s, wie-uou

[le 1011U0W 01 (VV.AN)
Aouady uotenSIUIWPY
[edueRUL] [BUONIBN

*KOUDALOS

s, uonmnsul ay1 uo 1dedut
UedIJ IS B 2ARY 0]

A1 218 1By 950yl 1daoxa
‘suonoesuen I3usl-s, wie
-uou u1 a8edua 01 wWopIAI]

‘suonnInsut (e
-ueuly paos[as 10j pasod
-01d xuw Jasse dij1dadg

*$1010211p Aq uodn

P210A 10 passnostp Suiaq st
‘153131U1 ue sey 1uasaidaul
Aoyl 1eyl Ateipawrtaiul ayl
YoIym Ul Ia11BW AUB UM
1uasqe 3q 01 pasinbais

3q 01 ulIly SAUILINDJAS ©

u1 AIetpaurlalul [BlOUBULY

® JO 15a19)ul diysisaumo
a1 dunuasaidal s1010311Qq

‘uoneduied 1udd

Jad g ueyl s1ow sp[oy
1By} W) SANLINO3S 1Byl O}
paieja1 Auedwod 10 uosiad
B JO 10 101saAul A1snput
-uou B Jo A111ndas Aue 3ul
-jumIpun wolj pagiyosd
3Q p(noys wdty $anINdASs

S1USWIATLIS [RIDURULY
ul pasoldsip 2q 01 suon
-desuelay Ajred parepal [|v
"yora1q 1S3191Ul-JO-1DI[JUOD
Aue 350[0SIp 01 S[BUOIS
-saj0ud 10) uonedqO

‘suonjoesuen palqiyold
3SIMI2Y10 01 [IoUNo)) ut
I0UIIA0D)-TUBUIINDIT Y]
£Q udAI8 3q 01 [eaoiddy

‘(sueaw

juspuadaput Aq paure}
-190S® A[2A1102(Q0 3q ued
anjeA 1axIBW 2NI] SSI[UN)
suondwiaxd pajnwiy o3 133(
-qns ‘panqiyoad aq 01 san
-1ed paleal ynum SaIANDY

‘uo1BI1IUdU0D
anpun ploAe 01 paudisap
saiod 1dope 01 s1010311p
JO pieOQq 3yl JO 9N1UWOD
JUILISIAUL JO UOLIRBAID

‘pJepuels 1USUWISIAUL
-luaprud B Aq pasejdas
3q 01 S3[nt waLN)

‘pasodoud
X{W J19sse o1j10adg

SanIALDR
[eueulj-uou ur Suigesus
woly pauqiyoid aq o1 satu
-edwod Suiproy [etoueuly

*SUOTIMIISUL [BIDUBULJ UL
sasnqe [011U0d 01 , S[[BM
asaulyD,, Jo Juuoluow
pue 1udWYsqelsa ayl
pue ‘aoueuidA0g ajerod
-10D 9A1123}J2 ‘9INSOISIp
PadUBYUS JO UONEBUIQUIOY)

‘suoloesuelt
18us[-s, Wwie-uou
JO Spuiy uIelad 10j 101
-g[n3a1 Arewud ay1 yim
JoueIRdR-21d :921y] 43N] -
‘suornoesuel)
y13ua|-s, urte-uou
[[e S0UBAPE Ul MIIAII
01 291 TWWOD) MIAY
19Npuoy) ssauisng
B JO UONBALD :0M] 131 -
‘suonoesuell 3uijeap-j[as
U0 UBQ JAIID[3S :dUO I3 -
:suonoesuely
I1FUD[-S, WIB-UOU MIIAJI
01 walsAs e Funetod
-100ul a1npadoid paguoid
-22141 ® Jo uonejuswajdwi

'$1010311p JO
pleoq ayl jo 99aNnuwod
JUdWISIAUL Y1 AQ paIo?
-luoWw 2q O 1UAWISIAUL

o1 yoeoidde otjojiiod

-juapnid 10 saneiuend

‘suonnnsul

[eloueulj 1sutede safewep
10j wWie B ayew 01 ysim
oym S[eNPIAIpUL 1SISSE O]
321y JO 1S3121U]-JO-1DI[JUOD)
[e1dURUL] B JO UONEDID)

-satuedwod pajeljiyje

Sl Jo pue Auedwod

15Nl 2yt jo suoitesado e
-ueuly 13y1o [[e pue Aued
-wod 1SNl B Ulyim suon
-esado Krednpry uaamiaq
«llBA 9saulyn,, € Jo
30UBUIIUIBL PUB LUONIBAID

‘suottoesuel) Y13ud|-s, e
-uou uo ueq 2ldwo)

'$159)
Apenb 1ussaid adejdal
01 S9[n1 danzeIIURN)

duigeap-jas
pue 1s3191ul
Jo wuodD

siamod
JUIUIISIAU]




36 Competition and Solvency

*A11001d1231 JO UOUIPUOD UO

‘Kl[enpeld 191ud 01 pamoj[e
2q 01 suonninsut ugIog

‘leaoidde

1011d 9A13031 01 uonniy
-1ISul [RIDUBUIJ B JO Y2018
renided jo 2o 1ad o ueyl
arow jo aseyaund Auy

‘uonmiusul

[e1dUBUL} U0 UBY] d10W
ur diysiaumo a[qezis uo
pasoduwir aq 01 SUONIDLNSIY

*S101$aAUL

12410 Aq play A[ppim dae
saleys 3ulioa 13yl Jo 1uad
13d gg ssajun Auedwod Ful
-ploy aY1 Aq paumo Ajjoym
2q 01 dnoi3 3uipioy

ul suonnsul [eloURULg

‘peaidsapim 2q 01 A1nba
ut $aseaIdUl INQ ‘paldiyie;

-pueld 3q 01 s1s88 UL
uolIq Q1§ 1340 Ylm san
-1ua pay A[9so1d Sunsixyg

"Uof[[Iq Q1§ 1240

JO S19SSE D1ISaWOP YItm
sdnoid 3uipjoy [eloueuty
10 suonninsui 1uspuadaput
Ile 10} peaidsapim

aq 01 diysioumQ

‘Auedwod

Suipjoy 1o uouninisul jo
3o 12d g1 ueyl atow 3ut
-UMO 2UO OU SE Pauljap 9q
01 diysiaumo peardsapip

‘2]qe1ISap 1SOW
diysioumo peaidsopipy

uoday epeue)
JO [IDUNOD) SIWIOU0dY

sapnu1 diys
-Ioumo udia10j [e1ads oN

‘Ssjuswaiinbaz
9591 199w 03 Sieak aAlg

RECIEINT
[e1DURUL-UOU B S1 2134
21aym [IAJ] 1811) 3yl 1B

paydde aq o1 diysiaumQ

‘elyje

[elDUBLL) B JO TUD

12d g¢ ueyl 10w Furumo
wolj pauqyoid 3q o1
SUONININISUL [BIDUBULJ-UON

*IZIS §josse
-11S2WOP JO SISeq 3yl uo
paysi|qeIsa aq 01 syuwi]

uoday ureyuarg

*$211LIN03s Ful

-1edded 10 siysu 3unoa
ay3 Iyl Jo 1uad Iad (g
uey) 210W SUMO 101S3AUL
Ansnput-uou 2[3uis ou
1eY1 papiaoid oueluQ Ul
P21215t831 Wy $2NLINJIS B
‘30 sanundas gunedidiied
2yl Jo wad 13d gp pue

‘ut s1y3u JurloA jJo 1uId
12d g 01 dn 21e82.138e

3yt ur umo o) pantwiad aq
01 $101S2AUL A11SNPUI-UON

~diysisumo
pea1dsopim JO INOARS U]

‘jo11u0d pue diys
-19umo ut sagueyd Jo pue
SIUBIIUD mau JO [eaotddy

‘syuedionsed
y1ew 1duwaxd
10) sudwalnbal maN

2010
yse] 2idng syl jo nodoy

‘padLIsal

s12ud1a10§ 01 uouny
-1ISUl [BIDUBULJ JO [0JIUOD
10 diysiaumo Jo Jdjsuel]

-aoed
ut ulewal 01 dre syueq
V 2[npayss uo pasodut

suonotsal diysiaumQ

“Apygnd

pape1l Sa1BYS S JO 1UID
1ad ¢¢ aaey 1snw neijje
S11 IO J[asu uounminsut ayl
13y “1udwgas 1ualdjyip e
ut 3unelado uonnminsul [erd
-uBUl I9YIOUB Ul 15211l
Sui[[01u0d © sey uoll
-NINSUl [BIOUBULJ © JI9YAN

s10day 221MWWO)) 31eUIS

*SuonoLIsal diysiaumo
uga10) unsixa s1dadoy

*Suo1191118a1 dIySIaumo OoN

uoday
uewWAp pue 1aded ussin

diysiaumo
ugi0g

diysiaumo
onsawo(

guijeap-jos
pue 1sa1a1ul
Jo wiyjuod




37

A Framework for Financial Regulation

‘pauteias aq 01 ‘stisodap
I[e 01 3uikidde ‘000'09$
o1 dn jo 28B12A0D 1U3S3I]

‘uonoduny Jut

-jueq e Jutwiojiad suon
-nsut [[e 10) awes ayt 2q
01 siuawaIINbat 341353y

‘sio1e[ngar £q
PaUIWLISIIP 2q O1 9FBIAAd]

‘uoruny
10J 1uapnid paIapisuod St
1eym 2q 01 aseq [ende)

40 aanoadsaln susodap
Ite 01 3utkjdde ‘000'09%
01 dn jo 28e13A00 JudsALY

"S9A19S31 YSed
Sulieaq-1s2121ul-uou utel
-urew 03 S)Ueq 10j 1UdUWL

-a11nbaz ays jo uotteulw(g

‘ajeudoadde

pawaap aie suon

-1puod Jaxyiew pue Aduaa
-[0S uaym A[UO pamojje
2q 01 1wl] 3yl aA0qe
93e19A3] B Ylm uonesddp

‘sswn gz pue gl

uasmi1aq 01 pasnpal 3q o1
suonniisus 3uiyeir-isodap
lie 10} 98eI2Ad] 9]qQISSIWI]

*saInu2qep

paleuIpIoOqnsS pue $Y201S
paiiajaid ansst 01 pamojie
2q 01 saiuedwod adue
-Insul [eninW pue 201§

‘sjudwalinbai
uonezijeuded mau yum Aid
-wod 01 pouad uonisuen
182A-2A1) © pamoj[|e agq O1
satuedwod 1SN pue 31

‘uonezijended [enul wnw
-1uIU 3SIA9L PUB M3IAJL O
19m0d A1BUOIIZIISIP dARY

01 2dUBUI4 JO JISIULN

‘paleUIWI 3q O Syukq
g 3[npayds pue v I|n
-Payos u2amI9q UONDUNSIY

‘painsul
A0y :000°0¢$ +2pun

‘suonmnsuj usodag

Jo wopunuuadng ay1 4Aq

uone1odiod ueo] pue 1Sna
yoea 10j saidnjnuw guimol
-10q 241 JO UO152110 3[q
-1ssod pue maradl [enuuy

2onwwod SuIpueIs B Yuim
pausodap aq 031 sojdunw
3u1mo0110q dY? ut saseasdul
01 Sk uouewWwIOju}

‘[eaoadde toud o1

193(gns 9q 01 suontei0diod
UBO[ PUB 1SN 10) SAWN (]
JO $$20%2 u1 sajdnnw
FuImo1I0q Ul S3SeIIOU]

*3UIpuUd| [BI1DIAWWOD
121u2 O} JuEeM JBYl SUONRI
-0d105 1SNl pue UBO| 10}
paunbal aq 01 UoI[IW §[§

Jo rendes wnunuy

yum ‘000'0s$ 1x3u Y1 10§
132 12d 08 pue 0p0‘sz$

1S1t) 3yl 10jJ 0ueInsul Jng

"S9A1D531 $S3OXI yueq
uo pied aq 01 10U 1$211U]

*S9A19S
ySed yueq uo 1saiaul
Aed 01 epeue)) jo jueg

‘suonninsut
Jaqui2w JO sones
a8e1aad] J21jR 01 A110yINe
ayt aaey 01 DIAD

‘pasoduwt
3q 01 sluawalinbal
rendeo [eutur 1oysSiH

‘SiueIIuRD
Mmau jO [0JIH03 ON

susodap jenpiaiput
Jo 1w 12d Q6 FuldA0D
wNSAS JdURINSUI-OD)

-ansst
JO 2lep 112yl wolj 1eak

B 1SB3[ 1B 10J I[qRYSBOUd
10U pue 134 B 1SeI| 1B

JO Alunjew 01 Widl B Yiim
sisodop wial jueq uo
siuawaiinbas jo [eAoway

SJUBUILUIALD A3 ©

Jutaq s1asse Jo a[yyosd ysu
3yl Yim padoaasp aq 01
wsAs Junel a3eIIAI] MIN

‘s[2A9] 21erdoadde
Jle[nNwiioj pinoys
‘1018|n3a1 Y1 ylum uon
-ounfuod ut ‘DD ‘Appued
-1j1iugis pasies ag pinoys
sjuswasnnbas [ended [eniu|

JoueInsul
usodaQ

stuswsannbal
JA13SY

23e12A27]

aseq [ended




38 Competition and Solvency

's1018In8a1
jueq yum siamod
K1osiasadns a1eys o1 DIAD

sue{d uonosajoid
12wnsuod dojaasp 01
paanbaia 2q 01 sansnpul
SO1ILIND2S PUB dDUBINSU]

SdS¥Y
ut s3sodap JO 33eI2A0D
uo MWI] SNOIAUIT 10N

1oday epeue)
JO [1PUnoO)) J1Wouody

(VVAN)

Aouady uonensiuiwpy
|eloueul] [BUOLIBN 3Y) JO
1ed awod2q 01 St DIAD

‘syisodap
paiayol1q lonuow 01 ainp
-2001d do[aAdp 01 VVAN

‘3unuoddns-j[as
2q ot spunyg

‘saiuedwod
oueansut Luadoad
se [[9m se ‘Aiensed
pue 2ji| 10} paieard
2g 01 spunj 231j-xe)l

A101epuBwW eIRd3s OM |

‘wesdoid adueape
-ysed ionsodap-painsurun

ue juawajdwt pue dojaaap

01 A>uade A101e[N3ay

‘s101sodap painsuiun no
[leq O1 10U 1UIWUIIA0D)

‘paute1ds aq
01 ‘Aiintew O1 widl JdYl

110day uleyudg

-1Isul ue 3101531 01 siamod
Jo d8uer B 3ARY O1 DIAD

‘a1enbape 10U are S19q
-waw JO sme[-Aq pue suon
-e[ngas 219ym siuawalinbal

winuwtuiw Ajoads o1
1amod ayy aaey 01 DIAD

‘unowe
utelad B JO $Sa0Xa Ul
Jt pawodar aq 01 sisodap

*SUOLHPUOD 21NSO[ISI Pa19301q JO 1UAIX3 YL

21dD

ay? utofl 01 swodPIMm
pue spunj Aousdunuod
dojaaap o1 pageinodoud
A11snput ddueinsul 31|
pue Ansnput Sanundag

uaWIR

20UBINSUI-0) B Ylm Spunj
uonesuadwod A1snput jo
uoneludwadwi pue 1udW
-do[3A3p Y1 1BIDRDY

‘papnjout
3q 01 sdS¥Y w susodaQq

‘painsul 10U :000‘08% 12A0

‘painsul 1udd
1ad 0 :000°08$ 01 000°09%

‘uonepjut
10j) pamsn(pe siwunowe

‘painsut 1udd
1ad §¢ :000°09$ ©1 000°0TS

32104 s110day 3MWWO)) J1BUdS
yse] 2:dnQg syl jo uoday

‘01O 19j
uo11242SIP JO 191JBW B 2q
01 ddueInSUl jo Sunuein

-doueansut 1oy Adde
01 patinbal 3q 01 suon
-mansut Suryel-usodap (v

a1kl yimoid
[enuue 1sapow e dsoduwit -
pue isusodap
[B101 01 pauayolIq Jo
oner ay1 uo 3uled ind -
‘susodap paiayoiq
uo 2zaalj ssodwi -
101 stamod aaey 01 DIAD

‘dueINsSuUl

nsodsp se ainidnas pue
sajdipund swes uo paseq
3q 01 satuedwod dduRINSUL
10) spunjy uonesuadwo)

a(dwexa 10j ‘Sieak

2211 - pouad djqeuosest
B 1340 ui paseyd aq 01
000°001$ pue (F u2ami1aq

1oday
uewAp pue 1aded usain

o1dad

sysodap
paiayoig

spunj
uonesuadwo))

susodap
painsuiun

JdueINSUl
usoda(




A Framework for Financial Regulation 39

‘s101e(ngdas Arewnd ayy
01 A1royine A1o1en3dal su
21e3dPp 01 DIAD ‘SIWdAD

JO 2s1nod [ewiou ay) uj

‘epeue))

JO jueg ay) Jo Jey) Iajje
pajepow diysuonefas ay
yum ‘adoueUl JO IAISIUIA
ay1 01 wodar 01 DIAD

‘ssote[n3as Atewnd ayy ‘Aq
pasioIaxd pue ‘01 pajedajop
3Qq 01 A2UDAJOS 07 10adsal
YIm IaInsul ue yium
parenosse siamod ay |

‘Splepuels 0}
1v2(qns pue adajiaud & 2q
01 DIAD ut diysiqusy

'S1019211p JO PieOq UMO ST
Yim uontmnisuy aeredas e
Se paInIsuod 3q o1 HIAD

“WISAS

dururem-Aj1es a3y} Jo Swial
ul [2A2] ploysaiyl wnw
-1t 2Wos MOJ2q [|B) 1Byl
suofINIsSul jo uole[ngal
pue uoisiazadns ay1 ul
PaA[OAUL 3WO022q 01 DIAD

-101epINbI|

e Se 10B Jou p[noys

g ‘ssadoid uonepinbiy
ay) 3uI2asiaA0 Alloyine
3yl 01 uotreIudsaidal
10211p 3)eWw 01 snIels [
-ads e pajuesd 2q 01 DIAD

‘31qeiA 125u0]

ou §1 uounjusul ue eyl
Suipoap uodn sanijiqet| sit
1wt 03 saunseaws d1J109ds
ayeuapun 01 DIAD

‘uoISIap

[e1pnl 10 [eLISIUIW

B 3Q 1Snw uonniusut ue
umop 25070 01 1amod ay |,

“yieay
[eIdURUL 01 }OBQ UOHIM

‘suonMINSUL JaquIdtL
Jo ‘suondadsul 1o Aued
01 pue ‘douewioyiad ayl
101uow 01 sfeuoissajoid
udtadwod Ajydy jo 2100
[tews e a3e3ua 01 DIAD

Spaau J1 uonew

-10jut paquosaxd ayl yum
DIAD ystuing 01 pasmbal
SUOTININISUL J2QUIDIN

wR1sAs unei-souewiio)rad
B pue WalsAs Juluiem
-A[4e3 ue Se spiepuels
JUdWAINSe3W-3dueWIOj1ad
dojaasp 01 O1dD

SUONNINSUL PaInNsul uo
uonRWLIOJUI JO jUBQ BIEp
JualInd pue 319[dwod umo
Sit utejutewt pnoys J1ad

‘101g[ndaz

J|qisuodsal ay1 £q

uayel 3u1dq 10U St UOIDE
A18SS303U 1BY1 PauIaduod
$3WO22q 11 Ji UOnde ayel
pue ut da1s 01 Arnuoyine
Ayl aAey 01 DIAD

'a$ned 10 JdueINSUL
s Jaquiaw pajerodioous
A[jetopa) e 21eulwid) 01

1amod 2y aaey 01 DIAD

‘Ajjenuue
JouRINSUL JO S10B1}
-u0d Y1 MIAAL 03 DIAD

ssurnmwaid 12s 01
1amod ayr aaey 01 DIAD

REAA

01 9Inpayds e se Suueadde
JdueINSUL JO 10BIIUOD

ay? puawe pue A1ea 0}
Jomod 3yl aaey 01 DIAD

‘adueINSUl 10) Sple
-pueIs ysiqeisa o1 H1AD

‘121BYD M3U B Sut
-1ueId 10 UONIPUOD B 3q
01 2oueRINSUI 10) [eaciddy




40 Competition and Solvency

‘suonmnsut
lie 10} padojaaap 2q
01 SwalsAs Sutuiem-Ajiey

‘dnoid

JO SIaquidwi I3Y10 JO S10]
-g[nga1 wiojut 01 AYndIjJIp
ut dnoi8 Suipjoy jo
laquiaul B JO siole[ngay

‘s1amod paseasout
aAey 01 s101[n3ay

‘sajes wntwaid 198
01 saanejuasardar K1snput
Yllm S1010211p JO pieog

1oday epeue)
JO [12UNO)) d1WoU0d7

01 110S21 1Sg[ JO Idpud| e
se pue suejd uonesuadwod
Japjoy-Aa1jod adueansul

JO I0lENSIUIWIPE SB ‘ddue
-Insut jisodap jo 1opraoid
10211p B Se 108 01 pue
suejd uonosajoird 01 10adsals
ynm diysisquiaw 10) Suot]
-1puod ysliqelsa 01 VVAN

‘suonnsul pajerodioout
Ajrenulaoad ‘areud

-oidde a1aym pue ‘Aje
-19p3) [{e 10j Aduade A10SiA
-12dns pue A101e[nga: 2y}
se 1oe 01 pue sue[d uo1231
-o1d 12WINSUOD 12ISIUTWPE
01 (VVAN) Aouady
UONEBIISIUIWPY [EIDUBUL{
[BUOIIBN B JO uonBID)

*SIBIA G7 pue (] udaamiaq
ut 1113p Tud1INd 3y 3ut
-11121 281BYdINS B Ipnjout

01 swinmwaid aaning

‘9861 1aquidada JO pu?d
241 [nun susodap painsut
Jo 1o 1ad | jo yroy,

01 1o 13d | JO Yyiog/, Wod)
pasiel 3q 01 swnuwald

1oday useyulg

13A0231 01 wWIstueydaw
e dojaasp 01 [JO SYL

‘suonnInsul

[eouRUY JO UOHDUIP
Adtjod pue ‘uoisiazadns
‘uoneinga1 ay1 01 Juiuie)
-12d sanssi J[e UO aSIApE
pUB M31A3I1 01 D1JJO

MU SIY] UIYIIM 91HWWOod
Ao110d B JO uOlBWIO

SO1Iou0dy

pue Linseal] Jo AnsuiN
3yl jo ([4Q) suonmusuj
[e1dURUI JO 3d1JJO Ue O1
pai1gjsuen) aq 01 (oueuQ)
SUOIININISUL [elOURUIY

O uonodaunp Aotjod pue
‘uoisiasadns ‘uonensay

22104

ysel 21dn@g ay) jo uoday

01 pa1o111sal 2q 01 stamod
K1018[N3a1 Ul Saseardu]

‘s101e[nFa1 Arewnd
Yyl Jo auo AQq paiocjuous
9q 01 sanianoe 1ed-sso1D)

"9oueuIsA08 d1e10d10d —
‘s101pne -

‘s101endas Asewnd -
:01ao -

:syusuodwod £10)

-e[ngas 1noj [|e 01 103dsas
yim aundidsip 1a1eain

‘uonosuny

2102 21 01 Futpiodroe
SuUONININISUL pue S101]
-e[ndal sudie yoiym ‘wal
-SAs 1uasaid ay) sinoaey

*5aNssy

1qop padiuetens 1eo[y

01 pue ‘syudjeainbs [en
-utroud aYy) wolj pue puny
3yl Wwolj Y10q mol10q 0O}
Anqiqe ay2 aaey o1 DIAD

‘susodap paansut ay)

JO 1udd 1ad ¢/°Q JO 1981e)
B yum ‘spunjy paredaidas

10 sjood juspuadaput

JO sa1128 B JO Siseq

ay1 uo arerado 01 HIAD

‘pouad

1834-0] ® 19A0 Sadieysins
JO sauds B AQ paodueuly
2q 01 11d1yap Funsixy

su10day 221twwo)) 2)eUIg

(101eund e jutodde 01 -
‘suoniminsut
pastatadns jo [o1u0d 2yl
ur sefueyd nquyoid 0y -
{s1api1o
1S1SOP-pUB-3SB3D aNSSt 0] -
‘sury
nRquaw pue HHA ue
JO S1UNOXdE pue Spiod3dl
Y1 01 $sa20e ured o1 -
:s1amod Buimol[o) 2Y) aAey
pinom Apoq A10s1a19dns
anbiun pasodoid ay ]

*Apoq Aiosiazadns anbiun e

otut suonouny A1osiazadns
Joueinsu] jo Juswiiedsaqg
SY) pue Syueg jO [eI3udn)
10102dsu] ay1 Jo dYJO
ayl jO uoliepijosuo)

"saleys
padigjaid djer-guneoyy jo
uoliiq 1§ ansst 01 HIAD

‘snsodsp pasnsut jo

W30 Jad ¢/ 18 paxiy aq
01 punj aYr Jo azis 12811
Y1 Y1im sIedh omil 1xau
2yl 190 susodap painsul
Jo oo 1ad 1 jo yioy,
011U 1ad | JO yog/, Wwoiy
pasiel aq 01 swniwalg

“SUONIMIUISUT 19quUIdLU
astatadns o1 Aoeded
arenbape aaey 01 pue
splepueis jeueuty radoid
ureuiewWw pue 13s 01 DIAD

‘sauljoping pue ‘suon
-e[ndar 10y S Yum 0ue
-1jdwod ainsus 01 sanjeuad
wedtjiugis AAa] 01 romod
ay) usA1d aq 01 DIAD

uoday
uewip pue 1aded usain

ssamod
pue aimpnns
Kiosiazadng

3utpuny 1D

o1dd

-




A Framework for Financial Regulation 41

‘o pred A[jedaq s19sse
J0 uoneiolsa aunbai 01
‘418u9]
S,k 1B 9q 01 10U suon
-oBSueIl o1y102ads waap 01
‘sanjea jasse Lj10ads o1 -
{sueo| 10
sjuawisaaul panqryoid
JO 2INJISIAIP 3D10) O —
{s1apjoyaleys
[elIUBISQNS JO $1Sa1a)UL
JO uoneredap alnbar 01 -
‘swiy saquisw pue DH A
ue jo diysisumo ayj uo
UOIBWIOJU! UIRIQO O]
{s19013J0
QANNIAXD pUB $1010311p
aAowal 10 puadsns o1 -
{s19p10
1S1S2pP-pUB-3SBID 2NSSI 01 —
‘pue suon
-nJsul pa[qnoli Jo [01u0d
dleIpawwIr 3.1 0) Spunold
yum ‘xoreind e juiodde 01
13mod 2Y) aARY 01 VV.IN

*1$3191Ul pUEB SUBO[ [BNIdOE
-uou JO junowe pue SUeBO|
painionnsal 01 Juueal
WOdUl 33J 3Y) ISO[ISIP
pue 110das 01 suonnisul
10§ 21npadoi1d A1essadau
ay1 dojaasp 01 VVIN

‘jueq e jo
9NIWWO Npne ayr pue
s101Ipne S1ap|oyaieys ay)
Yim sBurreaw (A1essasau
pawWaap Se u31jo Se 10)
[enuue PNPUOd 01 VYV IN

‘SUOIINIISUL
VVAN Ylim 20ueplodde ul
VVAN 341 ‘01 uiodal pue
‘Aq paiutodde aq 01 jueq
B JO SI101pnE OM] 10 dUQ

‘Syueq pa1alieyd
JO suoudadsur 23S-U0 WIO0j
-1ad 01 Ajiqedes A1essadsu

a1 dojaasp 01 YV AN

‘spuny uonezijiqels
aaneI1adood [ewuiacid

‘Aluoyine £101eIndal juea
-9[01 3Y3 01 BlRp palinbal
Aue Jlusuel] pue 2[qUIasse
01 wayl axnbar 01 ‘suon
-nsul [BOUBUL OURIUQ
Sururaa03 sarMIeIs Y1 ;1
apewW 23q 01 SIUaWPUIWY

‘w21sAS Fururem-A|Ied

ue juawa(dwt pue do[aasp
01 senpuoyine A101e[nsal
JUBAD[SI 10211D 01 OURIUQ
JO 1UBWUISA0D) Y]

-oqnd ay1 Aq

pasies sjure[dwod 1salaiul
-JO-121JU0d d1e811saAUL
01 1amod ay) uaaIg 2q

01 sanuoyIne A101e[n3ay

‘suonninsut
£q pawnsse Fuiaq $)SL

uo uotlewiojut upnput
‘01D 24l Yim pUuB SA[SS
-WAY) UIMIaQq UOLIRULICUI
23ueyOX2 pue asO[ISIp

01 sanuoyne A101engal
[el9pa) pue [BIOUIAOI]

‘suonninsut
Uo S3IAJ[ 10a11p
ygnouayi s150d Kioie[ngal

‘Wd1SAS

Fuiurem-£[1ea ue 10}

3}20[q FuIpIng 3yl Se 9AIdS
01 aseq elep pazuaind
-wod e dofaaap 01 pasnbal
3g 0) sioje(ngal Alewrqd

‘suonnisut
warqold 2103s31 01 10
uonNINSUl UB JO ADUIA[OS
pUE SS2UPUNOS 3yl 1olluow
01 Anpiqe ay) wi| s1mod
unsixa a1aym seale

swy pquiaw pue DHA
ue jo diysiaumo syl

uo UOITBWIOJUL UIRIQO O}
pue {sueoj

U0 UOITRULIOJUI UIRIqO O1
{SuUeO| 10 s1UsW

-1s3AU1 paniquyold jo
24N11S3AIP 3Y1 3210) 01
‘y13ua|

s wie e 2q 01 Jou suon
-desuel) o1§103ds wadp 01
‘suonnInIsul pasiazadns
JO S398sB JO [01IUOD

a%e) 01 stamod paseasout




Competition and Solvency

42

‘suonninsul

JO yieay [erourulj
1NOQE SULAOUOD SNOLIAS
pue utop3uoim jellew
Aue 110dal 01 sioNpny

‘uewsayods se 10 01 pue
uone(ngar Jo Anwiojiun
[eduiAcidiaiut aunsus o1
swistueyddw aded ut ind

01 SIUSWUIIAO0T [BIDUIAOI]

110day epeue))
JO [1DUNOD) d1WoU0dY

pa1nbal 2q pinom Vv AN
Jo uotstazadns ay) 13pun
uoiININSui [eOURUL B

Aq padedua aq 03 sosteidde
pue ‘1olpne ‘A1enldy

SIINIWWOD

pieoq 1y3is1aA0 pazijerdads
JO asn JAISUIIXD oW
Fuipnioul ‘paseardoul 2q 01
uoisialadns Jo spiepuei§

"VVAN Ylim paidisidas
2q 01 S101211P |V

*1012241p 1uapnud e

Jo 1Y) 01 uostad 1uapnuid
B JO 1BY] WOI1J paseardul
2q 01 a1ed jJO piepuel§

‘siSeq [Bluu3ddp B

U0 P3ISIAIL pUB PIMIIAL 3q

o1 uone[sida| [BIIP3J ||V

"VVAN JO Jlomawesj

Y1 UIYNM WIISAS [eIdUBULY
uelpRUB)) JY]) JO 1UdW
-9210jud pue ‘uotsiazadns
‘uotre[ngdaz ‘uone|sido]
9Z1uoulIBY O] SUOISSNISIP
ansind 01 S1UBWIUIIA0T
[eouiaold pue [e1dpa

*2ouad13au ss0ud

30 ased ayl us sanjeuad jeu
-1 asodwit 01 papuswe
2q 01 3po)) [eUlWLLD)

BLERI!

111ew e 3uiyew suols
-1A0ad a1 pue sanjeuad
9yl Jseaidul 01 papuawe
3Q 01 sauIBIpaWI3IUl
leroueul) 3ulteald saNLIS

110day uieyualg

-UI0D 221TWWOD IPNRE ue
30 wasunutodde sy annbai
0] suonnlisul [eUeUL}
oueluQ Futuidaog sain
-181S 3yl 01 SIUSWPpUIW Y

*$101034tp S JO 30U
-odwod pue 1310BIRYD O1
Se §saully 3yl Jo Aiioyine
K1o1engal ayr Ajsues

01 ANpiqisuodsas A101
-niels Fuinunuod B aaey
pinoys uoneiodiod yoeg

“1e1IB19123S 1uduewtod
B AQ pajjers aq 01 [1unod

‘suonninsul
reroueut) 3uluianog
saonoead A1olengdas

pue sawtjod syl 01 ut
-utenad si911eWw U0 |NSuod
pue M31A31 01 ‘suonninsug
[etoueUL] 10J 9]qisuodsay
SIISIUIIA JO {12UNo)

B 4S1{Ge1sa 01 SuOISsnIsip
J)eNIUl PINOYS Sa110111131
ay: pue sdduiaold 2y
‘epeuer) jO SIUIWUIIAON)

0104
jyse] a1dng ay1 jo uoday

-pueIs UdWSSasse pue Sut
-110da1 dojaaap 01 Jay19301
Jj1om 01 VDOID 24l pue
‘saAnreluasaidar Ansnput
‘s101e[nga1 Arewud ‘D1AD

‘Aued B St 9y yoym

O] UOIIdEB JANBIISIUILIPE 10
‘lBUTWILID ‘[1AID B JO 1d3dsau
ug paundul sasuadxa

pue $1s02 1surese 101311p
B 10} suoisiaoid uoued
-1jtuwapul aasuayardwo))

‘aouatiadxa pue a8pajmouy
112Y) jo suosiad wouj
pa1adxa aq Ajqeuoseas
Kew 1BY) IS JO 22139p

B HQIYX3 0] $101%3.11(0

‘uoneziuouwley
Ad1jod Buiaaryoe 10j 31q
-tisuodsal pue suonnmnsu]
|edURLL] 10) 3[qisucdsoy
SIISIUIA JO 29NWWO))
JUdUBWI] B ‘SIUdWUINAO0T
[enuacid yum ‘ysy

-qeISd 01 2AlIBNIUL JY1 aYye)
01 1WawWuIA08 [BI3p3]

s110day 221NWWOD) J1eUIS

‘soininsut [esteadde
‘SIUBIUNODDY palaliey)d
JO a1musu] ueipeue)
3yl yum Jurylom ul 301
Sutpea] e axe1 01 DIAD

oy suon

-040d100) $SUISNG DPOUD))
2yl 1apun pannbal Apual
-1nd ueyl UONUIIE pue
2ouewiojsad jo piepuels
19y31y B 9S1019X3 pInoys
suonmifisul paleljlyje

pue DHA ue Jo s1012211

“SIUSWIUIIAOT puUE ‘S10l
-sodap ‘suonninsut 19quaw
yum 9jos suonejal-stgnd
s1t puedx? 01 DIAD

uoday
uewAp pue 1aded udain

siasterdde
pue ‘sauenioe
‘sionpny

3dURUIIAOT
a1e10dio)

uoneziuouliey
[eulaoad
-le1apag

s1amod
pue 21n1dN1S
Klosiatadng




A Framework for Financial Regulation 43

‘pasuadi] 2q 01 pue
InolABY2q JO Spiepuels
wnWiuiw 192w 03 SI0[[as
-Unod 1UdWISIAUL pue ‘sidu
-ueld {ewueuyy ‘sisnay pue
s21e159 Suideuew S1aAme]

‘sioupne o1 parddns
uoneurojul jo Aljenb 10}
3[qe! 3q 01 Judwaeuey

‘siusunutodde

11941 M31A31 01 Aiuoyine
31 aAey S101e[N3au

pue ‘Suriodai 191 jo
ssauata[dwod pue Adeindoe
3yl I0J 3]qeIuNnoddE 3q

01 S3LiBNIde pue S101pny

11ONpUOd JO IPOD pue Sple

-puBls 21 9A135q0 01 |iej

oym s10SIApe 3soy) 1sutede

paimnsut 3q 01 saun
-seaw Aseunpdiosip 219A3g

‘SpaepuUBIS ADUDA[OS
Jo Adenbape ay) uo 291

SHWLIOD MIIADI B USI[qRISD

01 sdnoui3 [euoissajord
asay1 a1inbal 01 YVAN

‘3unuodar [ewueuy 10j
spiepuels pue saurapmng
dojaaap 01 pagdeinoous
9q 01 epeUER) JO INIISU]
lesteaddy ay1 pue ‘yDID
Yl ‘SauenIdy Jo any
-1ISU] UBlpRUBRD) Yl Ylim
uondunluod ul ‘vy N

‘'VVAN jo
|eaoadde 1oud ureiqo o1

‘U111 193Ys-20ue(eq
-}JO UB 2INISUOD
pinom 1ey) Ainiqer] e 3ut
-A[OAUI SuonIdESURL) (A1
-[1QeIS [RIDUBUILJ UO 103))3
9SIOApR UB 2ABY P[NOD
1B} suoldesuell ‘uonny
-nsut 3yl Jo s1amod ayy
puoAaq suonoesuen (A1
-1e[ngaia [eoURULYY 12Y)O
10 ‘doueseaj[ew ‘pnei)j
watedde ‘3uijeap-j[as
1JO 30uRISUL A12A9 91NW
-wod npne 3yl o1 11oda

01 ‘1enonted ur ‘pue -

12]QeISap pawadp se

‘uonmusut jo A1qes

|eduRUL 3Y) SSISSE

‘sioupne

AQ pa1onpuod yiom

2y} uo syiodas ajyew -~

£29111Ww0d tipne 3yl

10 s3unasw [[e puane

101 uonl

-nsul [BIDURULY B JO SIOY

-1pne 9yl alnba1 01 san

-1B1S 3yl 01 SudWpudwWy

‘SUONBI3QIdP 119y Ul 13pIS
-uod 1snw sioupne eyl
suonengas jew 01 1amod
Y1 uaa1d ag 01 {PUNO) ul
10UIOA0N-TUBUIINIT Y L,

*9nwwod ayl uodn Ainp
[es2uad e asodwy 01 pue
S1012341p 9pISINO jo pasod

101enga1 Arewnd ay

01 Ajsnoaueinuwiis papiaotd
aq 01 pleoq ay3 jJo
931IWWOd JIpne ay) pue
wawadeuew 01 suodai
upne-1sod ay1 jo satdo)d

‘uonninsul
ay1 jo sramod 1udtedde
341 2PISINO SUOIIdBSURI]

pue ‘douesedjew ‘Suijeap

-}12S JO SsaouBISUL [[B 331IW

-wod 1pne ay: o) 1odau

01 paiinbai aq 01 s101pNyY

‘291WLWOD 1IpNEe
ay1 jo sSunlpaw 3yl puane
01 palinbai 2q 01 sioMpny

*1018[N3aI1

Arewad ay1 Aq parutodde
Wyl JO U0 ‘Suiilf

oml £q s1pne [enuue

01 1wgns 01 paiinbai

3q 0} suonNMINSUl [eIOURULY

“ysu 01
ainsodxa 1091j31 A]9101N20R
JIoW [[im 1BYY Spie

‘suotjedijijenb
wnuwiutw pue ‘Aduanbaiy
‘sweidoad 3uipnjout ‘spie
-puelS uUONBUILIRXD WIOJ

-lun JululWwISIdp ut ol
diysiapes| e aaey 01 DIAD

‘spiepuels
uonen[ea pue JunUNOddL

dojaaap o1 sio1e[n3al
pue ‘SUCHNINSUL J3qUUSLU

S10[[oSuUnod
UIWISIAUI pUE
‘s1suueid (e
-ueut) ‘sieAmen]




Glossary

Account receivable. An account opened through the
purchase of goods and services but not yet settled.

Activity. An investment, a service offered, or a transaction
in which a financial institution or intermediary is involved.
Examples are the acceptance of deposits, mortgage or
commercial lending, and investment in bonds or equity.

“Chinese Wall.” A set of rules that prevent information
from flowing between different departments of the same
institution.

Conflict of interest. A situation in which the interest of one
person and the interest of someone else (including a
financial institution) acting on behalf of that person are at
variance. Such a situation can also occur when someone,
acting on behalf of several customers whose interests are at
variance, must choose (or at least has the opportunity to
choose) to serve the interest of one over the interest of the
others.

Co-insurance. A deposit insurance system in which only a
proportion — say, 80 or 90 per cent — of eligible deposits
would be insured, so that the depositor would bear some
risk. Under some proposals, co-insurance would apply only
to deposits above some minimum.

Conglomerate. An organization that offers financial
products unrelated to each other; for example, an institu-
tion that offers brokerage and insurance services, and
accepts deposits, would be a conglomerate. According to
such a definition, Schedule “A” banks, trust companies,
and financial cooperatives are conglomerates.

Cross-lending. Lending by one member of a financial
holding group to another member of the same group.

Cross-referral. The referral of potential customers by one
institution to another, for further servicing of their needs.

Cross-selling. A form of networking, where the agent of
one financial institution sells the products of another
institution.

Distribution level. Level at which a financial product is
sold to the customer. Insurance and mutual fund salesmen,
branches of banks, or trust companies are part of the
distribution level.

Early-warning system. A system involving a set of
monitoring arrangements, normally based on data supplied
by financial institutions and designed to indicate to
regulators at an early stage when solvency problems in an
institution are beginning to develop. The early-warning
system focuses on a number of critical variables, such as
capital adequacy, asset quality, management ability,
earnings, and liquidity.

Exempi-securities market. A market for securities exempt
from regulation by a securities commission; for instance, in

Ontario and most other provinces, a securities firm or any
financial institution that engages in transactions on
government securities or in deals with a value in excess of
$97,000 is not required to operate under registration.

Financial futures. A contract that entitles the holder to
purchase or sell a security for an arranged price, at a
specified time in the future.

Financial holding company. A company whose assets are
composed mainly of shares in other financial institutions.

Financial holding group. A group consisting of a holding
company that has controlling interest in two or more
financial companies operating in different areas of the
financial system - e.g., trust companies, life insurance
companies, mutual funds, investment counsellors, general
insurance companies, and sometimes investment dealers
and banks.

Floating-rate preferred share. A share that is similar to a
preferred share, except that its price fluctuates very little,
since dividends are fixed at about 65 to 75 per cent of the
prime interest rate. Consequently, a floating-rate preferred
share has the appearance of a bond, but from the point of
view of the shareholders, the income generated from such
shares is not declared as interest income (as in the case of
a bond) but rather as a dividend that entitles the holder to
a dividend tax credit.

Function. An activity or group of activities in which a
financial institution or financial intermediary is engaged,
characterized by a set of criteria that distinguishes it from
others. These criteria involve specific management or
accounting techniques, specific markets, and/or specific
risks. Examples of functions are: banking as defined by the
supplying of the means of payment, insurance, and
securities dealing and trading. The first two examples are
functions defined with respect to the special characteristics
of the liabilities of the institutions involved.

Grandfather clause. A clause that exempts an institution
from abiding by newly introduced legislation, on the
grounds that it was legally engaged in the now-prohibited
activity before the law changed.

Interest-rate swaps. A transaction whereby the borrower
trades the terms of his debt obligation with another
borrower (e.g., floating-rate debt for fixed-rate debt); but
the principal of the loan is never exchanged.

Intermediation of funds and risks. The transferring of
funds between two economic units, individuals, firms,
institutions, or governments. When the transfer involves an
intermediary that, in the process, issues a claim on itself, it
is called “financial intermediation.” Banks are involved in
financial intermediation by raising funds through deposits
— a claim on themselves. When it involves an intermediary
whose only role is to bring the two parties together, it is
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called “market intermediation.” Securities brokers are
involved in market intermediation.

Inventories. Goods held by a firm, for sale at a later date.

Junk bonds. High-yielding bonds that are issued by
companies with a low credit rating or by companies
wishing to finance highly leveraged takeovers.

Level playing field. A situation whereby all the institutions
involved in similar activities are subject to the same rules
(e.g., the same reserve requirements apply to all deposit-
taking institutions).

Means of payment. Any instrument widely accepted in
payment for goods and services and for discharge of debt
and other kinds of business obligations [with thanks to
D. H. Robertson, Money]. The means of payment today
include currency and deposits redeemable or transferable
on demand. In future, units in security pools may become a
means of payment.

Networking. An arrangement whereby one institution
provides facilities to sell the products of another institu-
tion. This may be accomplished by the one institution
leasing physical space to the other institution or by cross-
selling.

Non-arm’s-length transaction. A transaction between two
related parties (e.g., a financial transaction between two
institutions associated through ownership links or between
an institution and its owners, directors, or managers).

Non-marketable instruments. Financial instruments for
which there are no secondary markets where they can be
bought or sold after having been issued (current examples:
personal or business loans).

One-stop financial shopping. A system whereby a customer
can handle all of his financial affairs under one roof. A
one-stop financial centre would bring at one location
institutions offering deposits, loans, insurance services,
securities trading, fiduciary services, financial-planning
services, and so on.

Production level. The level within a financial institution at
which a financial instrument is designed, adapted to the
specific needs of customers, and managed.

Pyramiding of capital base. A situation in which the
common stock or subordinated debt eligible to be counted
as part of the capital base of a financial institution is
owned by another financial institution but not deducted
from the capital base of the owning institution.

Reciprocity. In trade negotiations, reciprocity implies an
exchange of concessions to the mutual, equal advantage of
each party. This should be distinguished from national

treatment, where one country’s goods, services, or institu-
tions are treated in another country the same as the latter’s
domestic institutions.

Registered Retirement Savings Plan (RRSP). A savings
vehicle that benefits from special tax treatment. Contribu-
tions to such vehicles — up to a certain amount annually -
are deductible from taxable income, and interest is not
taxable on accrual.

Risk-related premiums. Premiums for deposit insurance
that are set according to the riskiness of the insured
institution; as a result, higher-risk institutions pay higher
premiums.

Securitization. A process whereby car loans, mortgage
loans, or operating loans are bundled together in security
pools, units of which are sold to private or corporate
investors.

Self-dealing. A situation that occurs when a conflict of
interest results in a harmful non-arm’s-length transaction
for the sole advantage of the person or institution making
the decision.

Short-term deferred annuities. Annuity contracts issued by
life insurance companies, in which the annuity payment is
deferred, thereby making the contracts very similar to
term deposits.

Subordinated debt. Debt, usually in the form of bonds or
debentures, that holds an order of priority in the event of a
firm’s failure or in the payment of interest, above share-
holders’ equity but below other debt. In the case of
financial institutions, subordinated debt would take
precedence over deposits, ordinary borrowings, insurance
claims, and so on.

Syndicated loans. Loans that, because of their large size,
have been undertaken by a group of financial institutions
called a syndicate.

Tied-selling. A transaction whereby a customer is required
to purchase a second service as a condition of purchasing
the first.

Underwriting. The process by which securities (bonds or
stocks) or insurance policies are issued.

Universal life policies. Life insurance contracts, with
premiums that may be variable at the discretion of the
insured and that separate the savings component from the
insurance component. In practice, term-life-insurance
premiums for face value less accrued savings, based on the
company’s current rates, are deducted from the premiums
paid, the balance of which is invested in a mutual-fund-like
instrument, on which interest accrues at current rates.
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