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Foreword

The 1980s will be remembered as a decade that brought various parts of the world closer
together through such developments as the trade agreement between Canada and the United
States, the building of the single European market, and the emergence of stronger economic
ties between the countries of the Pacific Rim. Nowhere is the movement towards globaliza-
tion of the world economy more evident than in the financial sector. The integration of
financial markets across the world and the associated financial innovation have brought
fundamental changes in the way financial institutions operate, in the way funds are raised,
and in the kinds of financial instruments used.

The Economic Council has, for many years, taken a strong interest in the operations of the
Canadian financial system. In 1976, we published a major report on the regulation of banks
and other depositinstitutions. This was followed in 1982 by areport on the role of government
in Canadian financial markets.

This is the second Statement on Canada’s financial markets to be released by the Council
within the last two and a half years. In Competition and Solvency (published in November
1986) and its companion research report, A Framework for Financial Regulation (released
in March 1987), we presented an in-depth analysis of Canada’s financial institutions and
markets, as the long-awaited overhaul of domestic regulation got under way. In its 1986
Statement, the Council offered recommendations aimed at increasing competition in the
domestic market, improving the access of Canadians to efficient financial services, and
buttressing the solvency of their financial institutions. In the present Statement, we go a step
further by analysing the performance of Canada’s financial system in the context of the
internationalization of financial markets and financial innovation — two developments that
have increased in momentum and significance in recent years.

Internationalization and financial innovation may, at first, appear to be of only distant
concern to many Canadians. Our research has shown, however, that they have a direct impact
on the well-being of Canadians in all walks of life. They open up new opportunities for
Canadian financial institutions; they give Canadian borrowers access to new pools of money
in ways that are better tailored to their needs; and they enable investors to diversify their
portfolios better. As borrowers and investors are themselves producers of goods and services,
these developments reduce their operating costs and thus strengthen their competitiveness.

Our research also shows that internationalization and the development of new instruments
make it much more difficult to track financial transactions, to identify the parties to financial
trades, and to assess the risk exposure of various participants in financial markets —
institutions or individual borrowers or investors. This has a potentially negative impact on
the stability of both international and domestic financial markets.

The recommendations put forward here seek to find a balance between opening up
Canadian financial markets to international competition, promoting access to financial
services across the country, and maintaining the solvency of financial institutions and the
stability of financial markets. This was also the thrust of the recommendations in our previous




Statement on financial markets. Thus the 23 recommendations offered in this Statement
complement the 31 recommendations contained in Competition and Solvency.

The project was directed by André Ryba, of the Council staff. The team was assisted by
an advisory committee, composed of three Council members and four outside experts, two
of them from large international institutions. The committee, which was chaired by Alix
Granger, a Council member, provided valuable guidance to the research team in setting the
overall direction of the project and in evaluating the research results. On behalf of the
Council, I would like to thank the members of the advisory committee for their valuable
contribution to the Council’s research effort, as well as the staff, for their diligence and care.

The team faced the challenge of capturing in an analytical way arapidly evolving situation.
The scope of its work is reflected in the detailed research report entitled Globalization and
Canada’s Financial Markets, which is to be published later this year. Members of the team
travelled to Europe, the United States, and Australia, as well as here in Canada, conducting
more than 250 interviews with representatives of financial institutions, corporations, regu-
lators, and policy makers. In addition, a database was acquired from a British publishing
company, providing detailed information on individual issues in the Eurobond market (since
1963) and in the market for shorter-term notes (since 1981). The research team reformulated
the data in order to analyse the participation of Canadian borrowers in international markets,
compared with borrowers in other countries, and to measure the market share of Canadian
financial institutions in the management of international securities issues. Data were also
obtained from corporations, governments, trade associations, and financial institutions
themselves.

Since the release of Competition and Solvency, financial regulation and government
policies have generally evolved —albeit at a slow pace —in the direction recommended in that
document. We are encouraged by the progress to date, but further changes should be
implemented soon. We believe that the recommendations in this Statement will help to
fashion a financial framework that will provide Canada and Canadians with the tools to build
a strong future in an increasingly integrated world.

Judith Maxwell
Chairman
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READER’S NOTE

The reader should note that various conventional
symbols similar to those used by Statistics Canada
have been used in the tables:

figures not available
figures not appropriate or not applicable
~— amount too small to be expressed
— nil or zero
e estimated figures
x data confidential, to meet the secrecy require-
ments of the Statistics Act.

Details may not add up to totals because of rounding.




Introduction

In recent years, financial markets have undergone a massive
transformation. When rapid change occurs on such a dra-
matic scale in any sphere of activity, those who had grown
accustomed to the old conditions are suddenly cast into the
situation of pioneers entering unfamiliar territory. They
must learn to adapt quickly to the new terrain. Even
though they have no maps to guide them, they must do
their reconnaissance without delay, identify the new oppor-
tunities that are present, and try to avoid the pitfalls that in-
evitably lie ahead. Those who adjust quickly to the new
frontier move forward; those who are slow to learn fall
behind.

Canadians have entered such a new frontier — a global
financial market, where innovative products have shattered
the traditional ways of doing business. Traders operating
through modern telecommunications from many parts of
the world, and foreign institutions recently established in
Canada, now offer financial services to Canadians in direct
competition with domestic chartered banks and securities
firms. For their part, Canadian financial institutions offer
many similar services to customers in New York, London,
Sydney, or Hong Kong. These developments have brought
some benefits to Canadians, and they have the potential
to offer more. But they have also helped to erode many
of the traditional safeguards of the Canadian financial
system.

Thus, for borrowers and lenders, and for governments and
regulators, there is a need to chart the new terrain. For the
most part, the systems needed to manage the changes have
not been developed, either domestically or internationally.
Until they are, Canadians will be unable to avail themselves
fully of the benefits of participating in the new financial
markets — benefits that would ultimately be reflected in
lower costs for the production of goods and services, in-
creased competitiveness in international markets, and higher
living standards. To do nothing would leave Canadians ¢x-
posed to many of the risks that accompany increased inter-
national transactions and innovative instruments but without
the tools necessary to manage them safely; to do nothing
would also mean that Canadians would forgo many of the
added benefits that are currently within their reach.

Our Statement is in four parts:

— In Part 1, we describe the stages of the dual process of
internationalization and innovation, and we set out the broad
framework of our analysis.

~ InPart 2, we examine the extent of the globalization of
financial markets and the emergence of new instruments and
practices. We describe the opportunities that these develop-
ments offer, the risks that they entail, and the reactions of the
regulatory authorities. We argue that interationalization
and innovation offer ways of transacting financial business
that are more efficient than those which existed previously
- and that they are therefore here to stay.

- Part 3 is devoted to an analysis of Canadian participation
in international markets and in the process of financial
innovation. It focuses on the role played by Canadian-
controlled institutions and examines the implications of
these new developments forcertain long-standing debates in
domestic public policy. In analysing globalization and inno-
vation, we found that large Canadian corporations, both
private and public, are aggressive users of international
markets but that small and medium-sized businesses are not
yet reaping the benefits of these recent developments. We
were also surprised to discover that, in some respects,
Canadian banks and securities firms are lagging behind their
counterparts in other countries. And it became clear that
globalization and innovation impose new imperatives on the
current efforts of the federal government and the provinces
to modernize their regulatory systems.

— Accordingly, in Part 4 we offer proposals on how Cana-
dians — and especially their governments — can meet the
challenges posed by internationalization and innovation.

Readers already familiar with the new financial environ-
ment may wish to turn directly to Parts 3 and 4, where we
examine the domestic policy issues and set forth our recom-
mendations.

The detailed analysis underlying Parts 1 and 2 of the
Statement will be found in the companion research report,
entitled Globalization and Canada'’ s Financial Markets, to
be published within a few months. Among the topics in the
Statement that will be expanded upon in the research report
are: the financial industry in Canada (Chapter 2); innovation
inthe financial sector (Chapter 3); the internationalization of
financial markets (Chapter 4); the presence of foreign insti-
tutions in domestic markets (Chapter 5); and the coordina-
tion of financial regulation at the domestic and international
levels (Chapter 6).

Readers will find at the end of the present Statement a
glossary of technical terms that will guide them through
the jargon that is commonly used in today’s financial
markets.




2 A New Frontier
1 Changing Times

The internationalization of financial markets is the result of
a number of related factors. Perhaps the single most impor-
tant has been the dismantling of many of the barriers to the
free flow of capital that had been erected by governments in
the 1930s. The removal of those barriers was itself facilitated
by the collapse, in the early 1970s, of the Bretton Woods
Agreement, under which national governments had been
committed to a system of fixed exchange rates.

Another factor has been the sweeping regulatory changes
that have occurred in many industrialized countries during
the 1970s and early 1980s. Examples are numerous. In the
United Kingdom, the “Big Bang” in 1986 opened up the
London securities market. In France, interest-rate ceilings,
foreign-exchange controls, and impediments to the develop-
ment of new instruments and practices were gradually
removed during the 1970s. In Japan, the liberalization of the
yen led to the opening-up of domestic financial markets to
new instruments, new competition, and international activ-

ity.

The economic situation of the 1970s reinforced these
longer-term structural factors. The growing external imbal-
ances between nations helped to spur the intemationaliza-
tion process. The two oil shocks of the 1970s, the Third
World debt crisis of the early 1980s, and more recently the
combination of large surpluses in Japan and West Germany
and large deficits in the United States — all called for the
international recycling of funds. Skyrocketing interest rates
and exchange-rate volatility served as strong incentives for
the international diversification of investment portfoliosand
sources of funds.

The globalization of financial markets has been accompa-
nied by a rapid increase in the development and use of new
financial instruments and new practices for managing risks,
broadening markets, and improving access to funds. Finan-
cial innovation has facilitated that process and has been
stimulated by it. The introduction of new financial instru-
ments has also been driven by the increased volatility of
exchange and interest rates that followed the collapse of the
Bretton Woods Agreement and the worsening imbalances
between creditor and debtor nations.

These changes in financial markets did not take place in
isolation. They are only one aspect, triggered in part by a
relaxation of protectionist regulations, of a wider movement
towards the global integration of economic and other activi-
ties —and particularly of production systems — with multina-
tional companies operating plants throughout the world for
customers who are also from every comer of the planet.

Partly, too, the new global reach of financial activities has
been facilitated by the conquest of time and distance through
the adoption of new technology, particularly in telecom-
munications. Forexample, the SWIFT system, which is used
to transmit international payment instructions, carried about
800 banking transactions on its first day of operation in May
1977; 10 years later, it could handle 900,000 such transfers
daily.

In trade, there has been a similar process of integration,
with previously separate markets being consolidated into
trading blocs. The Canada-U.S. Free-Trade Agreement—the
first-ever binding accord covering bilateral trade in financial
and other services — is among the most recent of these
developments. Although the agreement does not harmonize
the financial regulations of the two countries, it does repre-
sent an important step forward in the internationalization of
financial services. It allows the banks and other financial
institutions of one country to operate in the other under the
regime known as “national treatment” - that is, under the
regulatory framework that applies to the host country’s
domestic institutions.

Potentially even more momentous is the evolution of the
European Economic Community towards full market inte-
gration. Under the current schedule, by the end of 1992 the
12 member countries of the Community willbecome asingle
market of 320 million people, within which individuals,
goods, services, and capital will be able to move almost as
freely as they do within their respective nations today. Thus
agiant new economic bloc is poised to emerge, with uniform
taxation rules, product standards, and accounting systems,
and with common processes of financial intermediation. In
this integrated Europe, a bank or securities firm based in any
member country will be able to set up operations inany other
member country. A company listed on one stock exchange
will almost automatically obtain a listing on any other stock
exchange within the Community.

The transformation of world financial markets has pro-
found implications for Canada, for it will affect directly the
provision of financial services to its residents. The institu-
tions that supply those services are part of our daily environ-
ment, whether in our personal lives or in our working
activities. Forindividuals and businesses, they provide loans,
insurance, deposits, and other investment facilities, as well
as a mechanism for cashing cheques and transferring funds.
They also facilitate the issuing and purchase of securities,
such as bills, bonds, and stocks. At present, 87 per cent of
adult Canadians have at least one savings account; 32 per
cent hold shares in caisses populaires or credit unions; and
60 per cent have life insurance policies. Between 1982 and
1986, financial institutions helped Canadian businesses raise




321 billion a year, on average, in the form of various types
of debt instruments and equity. That amount represented
about 38 per cent of their sources of funds.

Another important function of the system is the dissemi-
nation of financial information. Financial institutions pro-
vide intelligence for investors and borrowers about the
investment climate and the economic outlook, and about the
investment potential of various stocks and the variables that
affect the present and future value of assets.

The financial system also has a broader influence on our
lives. Itis the machinery through which funds are channelled
from investors to borrowers and, ideally, from those who are
less able to sustain risk to others who are more able to do so.
The efficiency of the financial system affects the cost and
usesof money; asaresult, italso affects the pace of industrial
development and the value of the Canadian dollar — and,
ultimately, the length of the “Help Wanted” section in our
daily newspapers.

Throughout the world, financial markets are growing
relative to the size of the underlying economy. In the United

Chart 1
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States, Japan, West Germany, and Canada, to take a few
examples, the assets of financial institutions and the bond
market have grown faster than the overall economy for at
least 10 years. Households, corporations, and governments
are increasingly turning to financial markets for their bor-
rowing and investing needs, and financial assets are being
traded more often.

Therehasalsobeenarise, inrecent years, in the proportion
of financial activities channelled through financial institu-
tions — in what has been called the “institutionalization” of
financial markets. In Canada, the ratio of the asscts of
financial institutions to total financial assets in the economy
increased significantly during the period 1961-87 (Chart 1).

Thus it is clear that the efficiency of financial markets and
financial institutions is everyone’s concern. It matters to the
consumer and to the homeowner, as well as to the person
who launches anew business or to the chief executive officer
of a corporation. An efficient financial system is an impor-
tant means of promoting the economic well-being of the
nation. In turn, the efficiency of financial markets and
institutions is determined by three interacting factors:

Financial Intermediation Ratio,' Canada, 1961-87
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institutions in the conduct of Canada’s financial transactions has grown.

Source Based on data from Statistics Canada.




4 A New Frontier

- the extent of competition within the financial system;

— the accessibility of financial services to both borrowers
and lenders; and

- confidence in the system and in the solvency of the
institutions that comprise it.

The degree of competition within the financial industry
affects the range of services and products that it provides, as
well as their price and their quality; and, other things being
equal, the greater the competition, the better the users are
likely to be served. The accessibility of these services and
products to different categories of users is helped by compe-
tition but is not guaranteed by it. It is relevant to consider
whether, and to what extent, financial services and products
are available under the same conditions to small users as to
large ones, and toconsumers outside the larger urban centres
and outside central Canada, relative to those living in or near
the country’s financial centres. Confidence in the solvency
of institutions and the stability of the underlying payments
system are also basic to the efficient operation of the finan-
cial system. In the absence of a large measure of trust, many
business transactions that could best be handled through
financial intermediaries either will not proceed or will pro-
ceed but at a higher cost.

Both internationalization and innovation have significant
implications for competition, accessibility, and solvency.
The competition between institutions of different countries
for the same business is now far greater than it was even just
a few years ago. That competitive environment creates new
opportunities for the users of financial services, and it seems
likely to do so even more in the future. Financial innovation,
by the very nature of the new products and processes it has
provided, has contributed to this increased competition.
Certain categories of borrowers, however, have enjoyed
greater access than others to the new services and products.

Solvency considerations are also affected by internation-
alization and innovation. On the one hand, shocks are easily
transmitted from one financial centre to another — from New
York to London, from Hong Kong to Tokyo, from Singapore
1o Sydney. And on the other hand, both the global spread of
markets and the appearance of hundreds of new financial
products have rendered inadequate the traditional methods
of enhancing solvency.

Thus the changes that have taken place in financial mar-
kets as a result of internationalization and innovation have
produced both gains and losses in the factors that determine
efficiency. Gains in competition sometimes increase the risk
of insolvency and add to systemic risk — that is, the risk of

instability attached to the financial system itself. They can
also benefit some categories of users while, at least in a
relative sense, having a harmful effect on others. The role of
public policy is to ensure that the best possible balance will
be struck between competition, accessibility, and solvency.

2 New Markets, New Products

The intemationalization of financial activities and the
emergence of a large number of new financial products are
the two major trends that have transformed financial markets
over the past decade or so. Here we examine the nature and
extent of the internationalization of financial markets, the
role of the new financial instruments, and the benefits and
costs attached to those two developments.

Internationalization

Nature

There is nothing revolutionary per se about such develop-
ments as the internationalization of financial markets, the
increase in cross-border capital flows and geographically
diversified portfolios, or even the penetration of domestic
markets by foreign banks and securities firms. What is new
about the current wave of globalization s its scale and speed,
and the way it has transformed the behaviour of investors,
borrowers, and corporate managers. It has expanded their
horizons to the point where today their market options are
worldwide in scope and their financial decisions are based
on global considerations. The Canadian company seeking
funds for expansion no longer tums automatically to Cana-
dian sources of capital: its choice is just as likely to be the
London, Tokyo, or New York market — or even a Swiss
investor.

The adoption of a global perspective is not confined to
corporations and institutions. In considering the state of their
portfolios, many individual investors today also look at
foreign opportunities. In all major industrialized countries,
people and institutions know that they must be attuned, not
only to domestic developments but also to events and influ-
ences throughout the world whose impact can be transmitted
within seconds to the local scene.

Extent

The extent to which borrowers and lenders in all countries
have switched from domestic to international financial
transactions in the past decade or so is truly remarkable. The
change can be quantified in terms of’




— the increased volume of cross-border capital flows;
- theincreased volume of international issues of securities;

— the penetration of domestic markets by foreign financial
institutions;

— currency diversification; and

— the nise of financial centres.

Cross-Border Capital Flows

Cross-border capital flows have expanded dramatically
over the past decade. For Canada, cross-border trade in
existing — as opposed to new — securities increased 21 times
between 1978 and 1988, with most of the increase having
taken place after 1983.

The funds raised on international bond markets by all

countries in 1986 were six times higher than the amount
recorded in 1980. Over the same period, the volume of

Chart 2
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activity increased by a factor of somewhat less than three in
the U.S. and French domestic markets, by a factor of two in
the Japanese market, and by less than 50 per cent in the
Canadian market (Chart 2). While there was some slow-
downin international markets in 1987 as aresult of turbulent
conditions on the bond and stock markets, the level of
activity has since bounced back.

The growth in the volume of funds raised on international
markets was accompanied by a dramatic shift away from
traditional bank lending and towards “securitized” forms of
lending such as bonds, notes, and short-term paper (Chart 3).
For the banks, that shift was marked by more reliance on fee
income and less on the more traditional spread between
lending and borrowing rates. In addition, the banks have
increasingly become involved in securities trading.

International Issues

In 1970, a total of 126 issues of international bonds - i.e.,
bonds sold simultaneously in two or more countries — were

Growth of Bond Issues in Four OECD Countries and in International Markets, 1980-88
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Chart 3

Distribution of Funds Raised on International Markets, by Category of Instrument, 1982, 1984, and 1988
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Source Bascd on Organisation for Economic Co-operation and Development, Financial Market Trends, various issues.

floated by 104 issuers; by 1988, those figures had jumped to
over 1,500 issues involving just under 700 issuers.

The intervening period had also seen a rapid expansion in
the trading of foreign equities on the world’s stock ex-
changes. In Tokyo, where growth was the swiftest, the
volume rose from US$35 million in 1980 to US$391 million
in 1984, then exploded to over US$24 billion in 1987,

Penetration of Domestic Markets

Not so long ago, many banks and other institutions chan-
nelled their international financial transactions through in-
stitutions abroad with which they had a working relation-
ship. Funds could be transferred between institutions by
mail or by telex. More recently, however, the trend has been
for financial institutions to establish a physical presence in
the countries where they do a substantial proportion of their
business.

In 1960, for example, there were 51 foreign banks in the
United Kingdom, accounting for over 6 per cent of total
banking assets; recent figures show that the number of

foreign banks operating in Britain had risen to 368 in 1987
and that their assets accounted for 62 per cent of the total.
That same year, Citibank, one of the largest institutions in
the United States, was present in 90 countries throughout the
world. As for Canadian banks, they are now established in
over 50 countries; and there are 57 foreign-bank subsidiaries
in Canada. Over half of the life insurance companies oper-
ating in Canada are foreign institutions; Canadian life insur-
ance companies, for their part, also have extensive opera-
tions abroad.

Currency Diversification

In 1981, 81 per cent of international bond issues were
denominated in U.S. dollars; by 1988, that share had de-
clined to 41 per cent. Over the same period, the share of the
Japanese yen rose from 1 to 9 per cent. There are, however,
fluctuations in the use of various currencies. With changing
circumstances, some currencies become more attractive
while others have become less so. Thus the Canadian dollar
has increased in popularity over the very recent period.
Before 1987, its share of the international bond market rarely
rose above 4 per cent, but in 1988 that figure exceeded 7 per




cent. What is important, here, is that lenders and borrowers
are willing to use whatever currency is most advantageous
for them - a strong indication that the market has become
truly global in scope.

The Rise of Financial Centres

Another important feature of the internationalization
process has been the concentration of financial activity in
three major international centres — London, New York, and
Tokyo. In those three cities are found the command posts,
the decision-making centres of international finance. Be-
cause they are several lime zones apart and because they are
connected electronically, many kinds of transactions can go
on 24 hours a day. For example, several institutions pass
their inventory of securities (or “the book™) — currently
limited mainly to U.S. Treasury Bonds — from one centre to
the next. At the opening of the market in Tokyo, traders can
deal, within certain parameters, out of the closing inventory
of securities in New York. At the end of their trading day,
they will pass along their closing positions to their col-
leagues in London.

Benefits

The globalization of financial markets has been driven by
the needs of both borrowers and investors. For borrowers —
corporations and governments alike — the quest for the
cheapest sources of funds and for a broadening of their
borrowing base has been paramount. For savers and port-
folio managers, the incentive has been better investment
opportunities and greater diversification of portfolios. All of
these considerations have also driven financial institutions
to adopt a more global view of their operations.

For financial institutions, the benefits of internationaliza-
tion can be impressive. A freer flow of capital across borders
means new opportunities for the enterprising firms. It en-
ables them to diversify their services and to expand into
markets beyond their national borders. When they establish
branches and subsidiaries abroad, they can have better and
quicker access to information, and thus are better able to
capitalize on opportunities and to manage risks.

Naturally, the benefits are greater for some than for others.
Large corporations and governments can exploit these
opportunities directly, but few, if any, individuals or small
companies can do so at present. Moreover, surveys in the
United Kingdom and the United States indicate that small
and medium-sized businesses may have lost some advan-
tages because of internationalization and financial innova-
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tion. With tougher competition, the banks have had to be
more careful in pricing the various services that they offer.
Small and medium-sized firms have thus lost some of the
benefits that they enjoyed previously as a result of internal
cross-subsidization by the banks, and their costs have risen.
Herein lies one of the challenges for government policy: to
determine whether, and to what extent, the benefits enjoyed
by large customers as a result of globalization can also be
made available to small and medium-sized firms ata reason-
able cost.

From the point of view of the world economy, globaliza-
tion promises a better allocation of savings and investment.
Asbarriers fall, savings will flow more easily from countries
with a surplus of capital to those where it is in shortage. In
brief, capital will go where it will receive the highest retum,
taking into account such risk factors as exchange-rate fluc-
tuations and interest-rate differentials.

Risks

Increased benefits are rarely free. Costs of some sort are
usually attached. In financial markets, they can take the form
of institutional and systemic risks. And indeed, the changes
that have occurred recently have modified the nature of the
risks, both for the institutions themselves and for the finan-
cial system as a whole.

For financial institutions, the movement into foreign
markets has brought a different mix of risks than those to
which they were accustomed in domestic markets. These
traditional risks were associated mainly with the creditworth-
iness of borrowers and with interest-rate fluctuations. Now,
however, the institutions are more vulnerable to the possibil-
ity that political, legal, or economic factors in the host
country may damage their interests. In their foreign opera-
tions, they must often rely heavily on funding from large
institutional deposits, since they do not normally enjoy the
same access to retail deposits in foreign countries as they do
in their domestic market. Because large institutional depos-
its tend to be much more footloose than retail deposits, the
institutions face a greater risk of a sudden loss of deposits in
their foreign operations than they do at home. The firm that
conducts business in international markets must also deal
more heavily in foreign currencies, and that makes it more
vulnerable to exchange-rate fluctuations.

For the financial system as a whole, the internationaliza-
tion of markets has brought about a decline in transparency,
as it is more difficult to follow and monitor cross-border
flows and to obtain information on the counterparties to
international transactions. Moreover, with the growing
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integration of financial markets, the effects of an “accident”
of local origin can be felt almost instantaneously around the
world. The integration of markets has also heightened the
impact of the Third World debt crisis. By the mid-1980s, the
intensity of that crisis had reached the point where the whole
financial system appeared vulnerable to a default by a major
debtor nation. That danger has been reduced over the past
few years, with most institutions setting aside large reserves
to protect themselves — and the system of which they are a
part — against the possibility of a default.

Impact on the Conduct of Macroeconomic Policy

The present Statement is mainly concerned with the op-
erations of financial institutions and markets, and focuses on
microeconomic issues. We recognize, however, that inter-
nationalization also has other important implications, espe-
cially for the conduct of macroeconomic policy. We have
discussed these macroeconomic issues in other reports, and
we shall undoubtedly do so again in future publications. In
this Statement, we touch on them only briefly.

Dealing first with fiscal policy, there is a concern that
internationalization may have contributed to a lack of disci-
pline in the matching of government spending and revenues.
‘When the possibility of financing public deficits was largely
determined by the availability of funds in domestic markets,
governments were generally running lower deficits than is
the case today. In more recent times, however, they have
found it easier to raise money in international markets, and
they have been less concerned with the crowding of private-
sector borrowers out of domestic markets, since those bor-
rowers have also gained easier access to sources of funds
overseas.

Indeed, it may appear to some that the world is now able
to live with larger imbalances than before the days of
accelerating internationalization, as the large government
deficits of the 1980s have yet to result in a strong resurgence
of inflationary pressures, in levels of interest comparable
with those of the late 1970s, or in a recession. Even if that
assessment were correct, however, complacency would be
unwarranted. Once the new opportunities afforded by easier
access to foreign sources of capital have been exhausted,
there will be nowhere else 10 go. At that time, the effects of
fiscal imbalances will inevitably be felt; and since the size of
the imbalances that will need to be corrected will be greater
than it would otherwise have been, the needed adjustments
will also have to be larger.

A second effect pertains to the conduct of monetary
policy. With intermnationalization, investors have become

less concerned about whether their investments are held in
U.S. dollars, Japanese yen, Deutschemark, Swiss francs, or
any other currency. Assets are thus becoming more substi-
tutable, and capital is moving more easily across borders in
response to even modest interest-rate differentials. The net
effect has been a narrowing of those differentials between
countries. As a consequence, interest rates have become a
less viable channel for the conduct of monetary policy;
indeed, the major impactof monetary policy in the short term
now works through changes in the exchange rate. For
Canada, the impact of the trend towards globalization on
monetary policy is small, simply because Canada has always
been open to international financial flows and because
Canadian and U.S. financial assets have been highly substi-
tutable for many years. In other countries, however, the
impact is more important. The loss of this lever of economic
policy by some countries makes cooperative efforts more
urgent and places greater responsibility on the G-7 countries
(the Group of Seven, which includes the United States,
Japan, West Germany, the United Kingdom, France, Italy,
and Canada).

There is a third area in which globalization may have an
impact on the overall economy and on the conduct of
macroeconomic policy, although that impact is not yet well
understood. That area is the growing influence of financial
markets and financial institutions on resource allocation —
thatis, on decisions about who gets what slice of the resource
pie. The concern about resource allocation reflects the
possibility that the sheer size and power of financial institu-
tions give them relatively greater influence in economic and
political decision-making than has been the case in the past.
That concem is compounded by the declining transparency
of the financial system, which makes it much more difficult
toassess the extent of that influence. The decline intranspar-
ency has also made it more difficult to grasp the factors
behind the interventions of central banks in financial mar-
kets, as well as the impact of those interventions.

Innovation

Over the past 10 years, a whole range of new instruments,
most of them developed in the United States, have come into
international use. They owe their existence to their useful-
ness in the new environment; they open up new sources of
funds; they offer better ways to handle risk; and they give
added versatility to borrowers, investors, and institutions.

Three Categories

For analytical purposes, the new instruments can be
grouped into three broad categories, according to the main




function that they perform (although in reality some instru-
ments have several functions):

— market-broadening instruments;
— risk-management instruments; and

~ swaps.

Market-Broadening Instruments

Market-broadening instruments — so called because they
increase the liquidity and breadth of markets by opening up
opportunities for new borrowers and by attracting new
investors (such as pension funds and life insurance compa-
nies) to specific markets - include note-issuance facilities,
Euro-commercial paper, floating-rate notes, and asset-backed
securities.

Introduced in 1981, note-issuance facilities (NIFs) were
popular in the mid-1980s, because they met the needs of both
lenders and borrowers. They offered a way for banks whose
credit rating had fallen to maintain valuable relationships
with large corporations. For their part, the issuing corpora-
tions did not have to worry about their issues failing — an
eventuality that would have left them without the funds they
needed.

Table 1
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By 1985, the total volume of NIFs had reached US$34
billion, or 12 per cent of total funds raised on international
markets (Table 1). Since then, however, conditions have
changed. Regulations have been tightened to require the
banks tohold capital reserves against such commitments. As
aresult, NIFs have declined in importance, and they are now
only a marginal means of raising funds.

To a large extent, note-issuance facilities have been re-
placed by Euro-commercial paper. In 1988, issues of Euro-
commercial paper (ECP) — an offshoot of commercial paper
developed in the United States—amounted to US$57 billion,
or more than four times the amount of NIF borrowings.

As for floating-rate notes (FRNs), their growth was in
response to the rise and greater volatility of interest rates in
the 1970s. FRN issues peaked at US$59 billion in 1985. The
market for perpetual FRNs — mainly issued by banks and
corporations, without a set redemption date — collapsed at
the end of 1986, for lack of buyers and of financial interme-
diaries willing to deal out of their own portfolio to maintain
a market. The market for dated FRNs — with a maturity of
five to seven years — felt the aftershocks deeply; as a result,
FRN issues have declined significantly.

Another important innovation has been the growing use of
asset-backed securities, created by the packaging of loans
into pools of securities. Aided by the U.S. government, the

Major Market-Broadening Instruments Issued on International Markets, 1982-88

1982 1983 1984 1985 1986 1987 1988
(Billions of U.S. dollars)
Amounts
Note-issuance facilities 247 35 174 344 248 29.0 13.2
Euro-commercial paper - - - 12,6 59.0 55.8 573
Floating-rate notes 15.3 19.5 38.2 587 542 13.0 219
Total 18.0 23.0 55.6 105.7 1380 978 924
As a proportion of (Per cent)
all funds raised on
international markets
Note-issuance facilities 1.5 23 8.8 1213 64 74 29
Euro-commercial paper - - - 45 1583 143 1257
Floating-rate notes 8.5 12.7 193 209 14.1 33 49
Total 10.0 15.0 28.1 377 35.8 25.0 20.5

Source Organisation for Economic Co-operation and Development, Financial Market Trends, various issues.
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first mortgage-backed securities appeared in 1970. Their
usage has since grown rapidly, and in 1987, 30 per cent of
outstanding residential mortgages in the United States were
packaged in such pools (see box).

Other asset-backed securities include pools made up of
automobile, credit-card, and business loans. Since 1985,
small-business loans guaranteed by the Small Business
Administration (SBA) - an agency of the U.S. government
- have been packaged into pools. The volume of these
pooled loans rose from US$84 million in 1985 to US$637
million in 1987. At the end of 1987, half of all SBA-
guaranteed small-business loans outstanding had found their
way into a pool.

The pooling — or “securitization” — of loans benefits
financial institutions, investors, and borrowers, as well as
the economy as a whole. By moving some of their loans off
their balance sheets and into securities pools, financial
institutions can free up capital for increased lending, thus
making better use of their capital base. Securitization en-
ables them to specialize in areas where they have a compara-
tive advantage, such as the origination or monitoring of
loans, the carrying of loans on their balance sheets, or the
packaging of loans and the sale of certificates in the pools.
It also facilitates portfolio diversification and the manage-
ment of risk. Securitization boosts the competitiveness of
certain institutions and facilitates the expansion of their
business. The securitization of mortgage loans in Canada
has enabled smaller regional trust companies to become

active in the origination and monitoring of loans without
having to hold them on their books.

For investors, securitization widens the choice of invest-
ments. It provides them with a more liquid asset than the
original loan. As a secondary market in asset-backed secu-
rities develops, investors can trade outstanding shares in the
pool and thus more readily adjust their portfoliostochanging
economic and financial circumstances.

For borrowers, securitization increases the availability of
funds and lowers their cost. The evidence available — still
sparse because of the newness of these instruments — shows
that in the United States, SBA borrowers whose debt has
been securitized have benefited, in certain regions, from
lower costs and longer repayment terms, compared with
other SBA borrowers. These gains are associated with the
benefits that come from the increased liquidity of the instru-
ment — benefits that have been passed on to the borrowers —
rather than with any government guarantee. Similarly, in
Canada, the recent revival of the longer-term mortgage can
be attributed in part to the securitization of mortgage
loans.

For the economy as a whole, securitization improves the
efficiency of financial markets and increases the availability
of funds outside the large urban areas — particularly in
communities served by local or regional institutions. The
securitization of mortgage loans in the United States has
contributed to the development of an integrated national

Mortgage-Backed Securities

Three basic types of mortgage-backed securities have been issued in the marketplace: mortgage pass-throughs; collateralized
mortgage obligations; and mortgage-backed bonds. They differ essentially in the timing and method of repayment of interest and
principal to the holders.

Mortgage pass-throughs pool residential mortgages into a fund, and participation certificates in the fund are then sold to investors.
As interest and redemption payments are received by the pool from homeowners through the mortgage company, they are redistributed
monthly to the certificate holders at the prorata of their share in the pool. Because the investor holds a direct participation in the pool,
however, he is subject to the risk of early repayment of the mortgage and, consequently, to an uncertain income stream.

Collateralized mortgage obligations inject more certainty into the income flow by creating four classes of bonds collateralized by the
same morlgages, each class being subject to different maturities. The cash flow generated from the pool is first used to pay the interest
to the first three classes (A, B, and C) and then to repay the principal of the A class until it is retired, and so on until each class is
exhausted. The fourth class (Z) does not receive any payment, even if interest is accrued. When all previous classes of bonds have
been redeemed, the Z-class holders receive the accrued interest and then the principal.

Mortgage-backed bonds, issued by the mortgage company, are bonds in which the mortgages act as collateral. The mortgage portfolio
remains with the mortgage company, and the payment of interest and principal is separated from the cash flow generated by the
mortgages in the pool.




market for mortgages and to a narrowing of regional differ-
ences in the availability of mortgage funds.

Risk-Management Instruments

The origin of these instruments — which include financial
forwards, futures, and option contracts - can be traced back
to the mid-19th century, when commodity options and
futures were developed in Chicago to protect merchants
against fluctuations in the prices of grain and other crops.
Currency futures first appeared in 1972 — one year after the
abandonment of the Bretton Woods system signalled the
start of an era of increased volatility in exchange rates.
Currency options were first used in the Netherlands in 1978;
they then spread to the United States and to other countries
in the 1980s. Interest-rate futures surfaced in 1975. The
growth of all of these instruments has been very rapid,
although a retrenchment occurred after the October 1987
stock market crash (Chart 4).

Financial forwards, futures, and options offer institutions,
borrowers, and investors opportunities to manage risks (see

box). Some seek protection, and in that sense, are hedgers;

Chart 4
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others try to profit from an uncertain variation in prices and
act as speculators. In each case, these instruments enable
market participants to assume the degree of risk that they are
able and willing to carry.

Swaps

Swaps are arbitraging instruments — that is, instruments
that enable market participants to take advantage of price
differences between markets in order to make a profit or to
lower their costs (see box). Swaps lower the cost of funds for
borrowers by breaking the link between the form and loca-
tion of borrowing from the form in which funds are needed.
A borrower who requires Canadian dollars and wants fixed-
term interest payments is no longer limited to borrowing
Canadian dollars with a fixed term. He may borrow yen at a
floating rate and then swap back into a Canadian dollar
fixed-rate liability, if the total cost — including the fees
associated with the various swaps — is less than that of
contracting a fixed-term loan in Canadian dollars. Thus
swaps open the way to new markets for a whole range of
borrowers by enabling them, first, to tap into the least costly
source of funds; and, second, to obtain those funds in the
currency and at the interest rates that best suit their needs.

Financial Futures and Option Contracts Traded on U.S. Exchanges, 1982-88
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Forward, Futures, and Option Contracts

A forward contract is an agreement between two parties to exchange, at a predetermined price, a specified amount and type of
commodity or financial instrument at some future date. Forward foreign-exchange contracts are binding contracts to purchase or sell
aforeign currency at an exchange rate determined on the day the contract is made, with delivery to occur at a specified date in the future.
The agreed-upon exchange rate is based on the differential between the interest rates prevailing for the two currencies that are being
exchanged and the contract’s term to maturity; it includes the fee of the financial institution, as there is no upfront payment of a
premium. It is an over-the-counter transaction between a financial institution — usually a bank or a securities firm — and its customer.
The amount and the maturity date of the contract are tailored to the specific needs of the customer. Simple forward contracts do not
enable customers to benefit from favourable price movements or to unwind a contract before maturity.

Forward contracts may also involve the delivery of a bond or a bill at a predetermined price; they then offer protection from the risk
associated with movements in interest rates. A popular variant is the “forward rate agreement,” whereby both parties —usually a bank
and its customer — set an interest rate for a predetermined date in the future on a notional (hypothetical) amount of capital. Should the
rate be higher on the maturity date, the bank will pay the customer the difference, multiplied by the notional amount; should the actual
rate be lower, the customer will pay the bank. Forward contracts and forward rate agreements are rigid types of contracts, because
delivery is required at the predetermined date and because there is no mechanism to unwind or reverse the contract before maturity.

A futures contract confers the right and the obligation to buy a specific commodity at a fixed date and at a predetermined price. Futures
are standardized instruments: they mature on standardized delivery dates, and they are denominated in standardized amounts. The
price of the futures contract is derived from the price of the underlying commodity, to which a carrying cost is tagged on. Although
some contracts are traded over the counter, the most successful ones are found on organized exchanges.

Currency futures are contracts to deliver a foreign currency, such as the Japanese yen or the British pound; stock-index futures are
contracts based on the delivery of a basket of stocks such as the Standard & Poor Composite 500 and the New York Stock Exchange
Composite. Interest-rate financial futures are based on along-term bond, a short-term bill, a certificate of deposit, or amortgage pass-
through. Many of these contracts are based on a cash settlement and not on the physical delivery of the underlying asset. Often, the
underlying asset does not have a physical or legal existence, as in the case of stock indices. Moreover, the holders of futures contracts
seldom hold their commitments until the expiration date. The contracts are often sold, or the holder unwinds its commitment, by
entering into an opposite contract. Parties to the contract only put down a small “good faith margin” — since, technically, the contract
only nceds to be settled on its expiration date — and every business day, there is payment of the “variation margin,” whereby the seller
(writer) of the contract compensates the buyer by the amount it has appreciated — or vice versa if the price of the contract has declined.

An option is a contract that gives the holder the right, but not the obligation, to buy or sell an underlying commodity or asset. A “call
option” is a contract that gives the holder (the buyer of the option) the right, but not the obligation, to buy an asset at a specified price
(the exercise or strike price) on or before the expiration date (the *American option”) or only on that date (the “European option”).
A “put option” is a contract that gives the holder the right, but not the obligation, to sell an asset at a specified price. The buyer of the
option pays the seller (or writer) of the option a premium for the purchase of the right. If, before the expiration date, the actual price
of the asset increases to a level higher than the price specified in the option, the call holder may exercise his right to buy the asset at
the specified price, which is now below the market price. If the market price does not increase beyond the exercise price, then the call
holder will not exercise his option and his loss will be limited 1o the premium paid. A call (or put) option gives its holder a maximum
(or minimum) guaranteed price at which he can purchase (or sell) an asset, and thus it is a protection against arise (or a fall) in prices.
Options are traded either on exchanges or over the counter. Option contracts cover specific stocks, stock-index futures, currencies
futures, and interest-rate futures. Interest-rate options fix an interestrate on anotional amount. In other words, the seller of an interest-
rate call option will commit himself hypothetically to lend to the buyer a specified notional amount of money at a specified interest
rate, before the expiration date of the option and at the request of the option holder.

By breaking the relationship between the form and loca-
tion of borrowing from the form in which funds are needed,
swaps have revolutionized the world of finance. Indeed,
their role cannot be duplicated by other instruments. For
example, a borrower requiring Canadian dollars could bor-
row yen and then, through the use of options or futures,
hedge the exchange risk. However, this type of hedging

would only be for a shorter period than that allowed by a
swap. But more importantly, the use of options or futures
simply transfers the position risk to someone else who must
be paid to carry it. In a swap, since each party ends up with
the interest-rate structure and currency liability that it was
seeking, the need to pay someone to carry risks disappears.
Thus everybody gains in a swap. As a consequence, the
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Swaps

Swapping is widely used. Young boys and girls in North America commonly swap cards depicting their favorite hockey or baseball
players. When they seek a particular card, they do not check every box of cereal in which the cards are found but buy only the first
box they find and then swap the card inside with someone who has the card they want.

Interest-rate and currency swaps operate in similar fashion. A borrower or lender who wants an asset or liability with a particular
interest-rate structure (fixed or floating, for example) and in a particular currency makes the best deal possible and then swaps the
stream of payments with another borrower or lender. For example, a corporation that has obtained a fixed-term loan may assume the
interest payment on a floating-rate loan secured by another firm while the latter takes responsibility for the payments on the fixed-
term loan. Just as the young hockey or baseball fan might have to make several swaps to get the wanted star, so too might the investor
or borrower have to make a series of swaps to get all the desired currency and interest-rate features. That is where financial institutions
come in, making the arrangements for a deal between two parties or acting as principal themselves.

Opportunities for swaps arise when one category of borrower or investor has better access than another to a given currency or interest
rate. Most currency swaps occur in the context of foreign borrowing, when a borrower can get a better deal in a foreign currency than
in its domestic currency. By swapping back into its own currency, the borrower avoids exchange-rate risk. In an interest-rate swap,

the parties exchange, so to speak, the interest-rate terms — usually a fixed rate for a floating rate.

development of swaps is almost as important as the develop-
ment of financial intermediation itself, which broke the tight
link between savings and investment.

The small amount of data available tends to confirm the
importance of swaps. It has been estimated that in 1986,
80 per cent of yen-denominated bond issues, 95 per cent of
Australian-dollar issues, and 90 per cent of New Zealand-
dollar issues were swapped. The interest-rate and currency
swap markets, which were nonexistent in 1980, are esti-
mated to have been above $889 billion and $219 billion,
respectively, at the end of 1987. The swap commitments of
U.S. banks increased more than fourfold between December
1985 and September 1987.

Risks

While the new instruments and practices bring many
benefits, they also bring new risks. These risks must be
managed by financial institutions and understood by regula-
tors. The proliferation of new instruments requires a con-
stant updating of skills in order to understand the dangers,
but some institutions simply do not revise their management
control systems quickly enough to do this. For example,
many over-the-counter transactions on futures and options
involve only the taking of a position, with no movement of
either cash or securities. They constitute agreements be-
tween two parties to trade — or possibly to trade — at a given
price and a given date. Generally, these agreements are
reached over the telephone, and the obligations of the traders

often last only a few hours. The positions are subsequently
unwound through a reverse operation or through a matching
obligation from another company. Even if a trader keeps an
unprotected position for a few minutes only, that is a long
enough time for prices to change adversely and for the trader
to lose money. Moreover, there is no third-party guarantee
that the traders will meet their obligations. Some of the newer
instruments, such as options and futures, also encourage
financial institutions to take on added risks in the hope of
increased profits.

These risks are exacerbated by a decline in transparency.
Transactions carried out with traditional instruments and
within national borders take place within the view of domes-
tic regulators who are familiar with these instruments. For
the most part, what happens appears on the books, the books
can be read, and the transaction can be tracked and accounted
for. Increasingly, however, that transparency is being eroded,
primarily because of the nature of the new instruments.
Under conventional accounting approaches, futures and
options contracts are not reported on the balance sheets of
financial institutions because they are commitments or
guarantees, rather than assets or liabilities in the same sense
as bonds or stocks. Only in the event that specific conditions
in the contract occur — for example, the failure of a counter-
party (the party on the other side of the transaction) or the
inability of an issuing corporation to sell its debt — will the
financial institution be called upon to make payment or to
exiend credit. Information about the nature and volume of
many transactions, and about the parties involved, often is
not available. As a result, the system operates, to a large
extent, in unmonitored and unsupervised conditions.
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The price of that loss of transparency is a diminished
ability of regulators and market participants to assess the
overall risks being undertaken by financial institutions. Yet,
in a globalized world with interconnected markets, that
capability is needed more than ever — both to exploit the
opportunitiesand to keep the risks within reasonable bounds.

* %k % %k %

In brief, the inherent properties associated with the rapid
and large-scale internationalization and innovation of the
last decade offer the potential of large efficiency gains.
These possibilities exist at the macroeconomic (or global)
level, where freer markets can be expected to increase the
efficiency of resource allocation; they also prevail at the
microeconomic (or firm) level, where a wider range of
products and aggressive international competition offer
certain categories of users the possibility not only of attrac-
tive prices but also of products and services that match their
specific needs. When the users of financial services are
themselves producers of goods and services, this may con-
tribute to lowering their costs of production. For institutions
that produce financial services, the growing freedom to do
business on a global scale also offers major new opportuni-
ties.

Yet in order to achieve these results, it is essential that
market participants and regulatory authorities face up to the
dangers that flow from these systemic changes in the global
financial environment. The Council has identified three
principal areas of concern that must be effectively managed.
The first is the decline in the transparency of transactions,
which has added to the challenge of all those concerned with
the system’s stability — those who manage the institutions as
well as those with responsibilities for prudential supervi-
sion. The second is the increased exposure to financial
accidents at the institutional level, associated partly, per-
haps, with declining transparency but equally, or more so,
with the added risk-taking that the changes have encour-
aged. A third and more general pitfall is the increased risk of
acontagion effect associated with growing international and
intra-industry linkages.

The Need for International Cooperation

If the many potential large-scale advantages of globaliza-
tion and innovation are to be achieved, and if the risks
outlined above are to be effectively managed, cooperation
among nations is needed to ensure that the new international
setting will be both stable and competitive. Such coopera-
tion is required at two levels:

— in the harmonization of regulation; and

- in the prudential supervision of financial institutions.

Harmonization of Regulation

Current differences between national governments in the
regulation of financial institutions act as barriers to the
efficient operation of markets. Not only do they impede fair
competition, but they also stand in the way of ensuring the
adoption of appropriate solvency standards, which are es-
sential for systemic stability.

A wider measure of commonality in the regulatory frame-
work of nations could reduce these perverse impacts. It
would ensure that indigenous firms do not benefit from a
special competitive advantage in domestic markets relative
to foreign competitors and that solvency standards in one
country do not fall below some negotiated international
minimum norm. In the absence of a minimal level of har-
monization, the institutions based in the countries with loose
standards of prudential regulation and with wide investment
powers will have an advantage over their more tightly
regulated foreign competitors. The risk is that this kind of
situation could lead to a general relaxation of regulatory
standards, as national governments compete with one an-
other to offset the competitive advantages enjoyed by the
institutions based in the country with the lowest standards.
To avoid this kind of competition, certain characteristics of
the regulatory framework need to be very similar from one
country to another — such as standards with respect to capital
adequacy, solvency and liquidity ratios, asset diversifica-
tion, and the monitoring of risks. At the same time, other
rules —such as those which govern the powers of institutions
- may differ among countries without jeopardizing either
fair competition or solvency.

Achieving cooperation is no easy task. It requires agree-
ment not only on basic principles but also on practical
questions of implementation. Those difficulties are com-
pounded by variations in legal and institutional frameworks
and in the economic status and objectives of nations at
different levels of development.

Progress has so far been slow and uneven. Some harmoni-
zation has been achieved through planned, deliberate coop-
eration — the European Community’s directives aiming at a
single marketby the end of 1992, for example. In other cases,
the internationalization of markets has spurred unilateral
action. Some nations have changed their rules because they
did not want to impede the competitive efforts of their
institutions.
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Prudential Supervision

In the absence of harmonization of regulation, interna-
tional cooperation among supervisors of financial institu-
tions could still reduce the risks of a financial accident.
Cooperation is most advanced in the supervision and regu-
lation of commercial banks, thanks to the efforts of the Bank
for International Settlements (BIS). The major landmark of
this progress is the Basle Concordat (adopted in 1975),
which deals with prudential supervision — the supervision of
institutions with a view to maintaining their solvency and
protecting their customers. The concordat is based on two
main principles: no institution should escape supervision;
and supervision should be adequate wherever institutions
operate. Under this agreement, responsibility is shared be-
tween the host country and the home country, depending
on the form of the establishment (subsidiary, branch, or
joint venture) and the area of concern (solvency, liquidity,
foreign-exchange position). It also affirms the principle of
consolidating, for prudential supervision purposes, the
worldwide assets, liabilities, and operating results of finan-
cial institutions and their subsidiaries into a single financial
statement.

A second major cooperative effort in the banking area was
the 1988 agreement by major industrial nations to impose
consistent capital requirements on their “international”
banks — i.e., banks that operate in world markets. By 1992,
the international banks of the parties to the agreement will
have to maintain a risk-weighted capital/asset ratio of 8 per
cent, of which a minimum of 4 percentage points must be
composed of common shares and disclosed reserves. Differ-
ent risk weights were established for different categories of
assets — zero for central-government bonds, 50 per cent for
residential mortgages, 100 per cent for commercial loans,
and so on. The weights are determined in relation to credit
risk — i.e., the risk that a counterparty may fail.

Work is now proceeding within the BIS on how to treat
another major risk faced by banks with international opera-
tions — position risk, which can arise when an institution
borrows short-tcrm funds to fund long-term commitments or
when its assets in a particular currency are smaller than its
liabilities in that currency.

Despite the dramatic growth of securitization in recent
years, progress in the supervision of securities firms has
been much slower than in the supervision of banking.
The International Organization of Securities Commissions
(I0SCO) was established in 1973 to foster cooperation
among securities regulators in North and South America.
Although this body has since expanded to include the regu-
lators of 45 nations, itisstill in its infancy and has yet to forge
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any agreement on critical issues —~ hardly surprising, when
one considers that it took more than adecade to negotiate the
Basle Concordat. For the most part, coordination in the
securities area so far has involved bilateral agreements; an
example is the memorandum of understanding between the
Toronto Stock Exchange and the U.K. Securities and Invest-
ment Board on the sharing of information and on mutual
recognition of supervision.

Unless regulators can forge agreements on a number of
major issues —such as the transfer of information; the control
of fraud, self-dealing, and abuses of conflict-of-interest
situations; and capital-adequacy standards — the world’s
financial system will be vulnerable to accidents in the
securities area, and borrowers and lenders may face greater
risk in international dealings.

Are the New Trends Reversible?

Should the internationalization of markets continue un-
abated and should the use of new instruments continue to
increase, the need for regulatory cooperation and for domes-
tic adaptation would become even more urgent. Thus it is
important to determine whether these trends will endure.
Could a worldwide economic setback, for example, roll
back the forces of internationalization and financial innova-
tion? After the 1929 collapse of the stock market and the
deep economic crisis that followed it, the resulting interrup-
tion in cross-border capital flows lasted for decades. No one
can guarantee that this could not happen again, although the
circumstances that prolonged that freeze — including the
Second World War — were certainly extraordinary. Today, a
more likely solution to such a crisis would be a joint
international effort. In fact, an important objective of recent
international cooperation has been to put in place mecha-
nisms to respond to crises of this type. Thus itis doubtful that
the globalization of financial markets will be reversed, even
in the event of a serious crisis.

Besides, recent experience clearly demonstrates the resil-
ience of the underlying trends. The level of activity in
international markets sagged in the aftermath of the October
1987 stock market crash, but it soon rebounded. While there
was a retrenchment by some institutions at the time, many
others held fast in their commitment to the international
market. Less than a year after the crash, Japan launched its
stock-futures market.

The compelling logic of economic efficiency provides the
main explanation for this resilience. Internationalization
and innovation have resulted in increased competition,
greater specialization, and new services. They have given
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institutions new opportunities to compete in wider markets
and an added capacity to specialize in particular activities.
Borrowers have gained easier access to competitive markets
and an enhanced capacity to obtain financing that meets their
specific requirements. The new trends also offer the poten-
tial for better risk management and for an overall improve-
| ment in the worldwide allocation of resources. Globalization
and innovation have been facilitated by new technologies
and supportive government policies, and we cannot foresee
any forces that could reverse the economic or technological
factors that propelled these developments.

Predicting the behaviour of governments is more difficult.
If governments were to re-impose barriers or to ban the use
of specific instruments, they would undoubtedly meet resis-
tance from borrowers, investors, and financial institutions,
who would not willingly give up the benefits procured by the
recent changes and who, in all likelihood, would seek to
avoid any restrictions; with the use of modern technology,
that would probably not be too difficult.

When countries have imposed limits on the use of various
instruments in the past, the chief effect has been to drive
many transactions outside their borders. For example, re-
strictions on the use of certain types of instruments by the
West German authoritiesresulted in the Deutsche Bank — the
country’s largest bank — locating its capital-market division
in London rather than in Frankfurt.

Another factor making it unlikely that the recent trends
could be reversed is that there remains much scope for
further development. Important segments of the market — of
the retail market, in particular — have so far been little
affected by globalization and financial innovation. Under
the appropriate conditions, there might well be scope for the
debtissues of some medium-sized corporations to be brought
to international markets. There is also room for foreign firms
to challenge domestic firms in many segments of national
markets. In addition, smaller firms and investors might find
it economic to use certain innovative instruments and tech-
niques. The pooling of various kinds of loans has just begun,
and securities pools made up of the assets of retail borrowers
could be brought to international markets.

Although the globalization of markets and financial inno-
vation are likely to continue, the pace of progress could well
slow down over the next few years, for at least two reasons:
the restructuring that is currently taking place in the financial
industry; and the remaining barriers to internationalization.

After the initial rush by financial institutions to position
themselves on international and domestic markets as they
were opening up, anormal restructuring is now taking place,

with many firms withdrawing from those segments of the
market which are unprofitable for them and concentrating
their efforts and resources in areas where they are enjoying
INOre SUCCESS.

In addition, there remain important institutional barriers
to the globalization of markets for many kinds of securities.
For example, while it was relatively easy to internationalize
the market for U.S. or U.K. government bonds, it will be
much more difficult to achieve the same goal in the markets
for corporate bonds and equities. It is relatively easy to
“transport” the liquidity of government bonds - that is, the
ability to trade them without directly affecting their price —
from one market to another, because information on those
securities is readily available worldwide. In the case of
corporate securities, however, liquidity is less easy to trans-
fer abroad because foreign investors are less familiar with
the issuing corporations and thus are more reluctant to add
their securities to their portfolio, and because fewer financial
institutions abroad are prepared to maintain a market for
such issues.

Other obstacles to internationalization are found in the
differences that exist between countries with respect to
prospectus requirements, accounting procedures, and clear-
ing and settlement mechanisms. Finally, in some countries,
there remain barriers to cross-border capital flows or to the
establishment of foreign institutions in domestic markets.

Despite the remaining barriers, the Council is convinced
that the world of finance has been fundamentally trans-
formed by the forces of internationalization and innovation
- and that there is no looking back.

3 (Canada at the New Frontier

Canadian institutions have operated in international fi-
nancial markets for many years. The first foreign branches
of Canadian banks to be set up abroad were established
before Confederation: the Bank of Montreal opened for
business in New York in 1859, in Chicago two years later,
and in London nine years after that. Later, the Canadian
Bank of Commerce established offices in the United States,
the United Kingdom, and Mexico.

Historically, too, Canadians have been important inves-
tors and borrowers abroad. Their economy has been heavily
financed by non-residents — in the early years, mainly from
the United Kingdom; and later, from the United States. The
Canadian Pacific Railroad and other nation-building proj-
ects were funded with foreign money. Except in time of war,




capital has flowed across Canada’s borders with almost no
restriction.

How have Canadian investors, borrowers, and financial
institutions adapted to the recent worldwide developments?
We answer this question by looking at the participation of
Canadians in the processes of internationalization and finan-
cial innovation and at their use of foreign institutions; at the
loss of market share experienced by Canadian-controlled
financial firms; at the penetration of domestic markets by
foreign institutions; and at a number of associated domestic
issues.

Canadian Participation

Over the past quarter of a century, the internationalization
of Canada’s financial markets has quickened, with Canadian
borrowers turning increasingly to international markets for
funds. The annual sale of Canadian bonds to non-residents,
for example, rose from $1.3 billion in 1970 to almost $71
billion in 1988. Today, Canadians borrow larger amounts
abroad, relative to the size of their economy, than do the
nationals of other major industrialized countries (Chart 5).

Chart 5
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The proportion of Canada’s total financial requirements
funded outside North America has also increased over the
past 25 years (Chart 6). One significant feature of that
growth is that it has taken place exclusively in the wholesale
market — the market for large loans and deposits and for the
securities issued by large firms, institutions, and govern-
ments. The retail market — for personal and small-business
loans, and mortgages — has remained a domestic activity.
The rush to foreign markets has been led by the federal
crown corporations and by private financial institutions
(Chart 7).

Canadians have been venturing abroad for a variety of
reasons. One is simple bargain-hunting: in an environment
where the best deals migrate from one market to another, it
pays to shop around. In a 1988 Economic Council survey of
large and medium-sized Canadian corporations, 85 per cent
of respondents who had borrowed abroad cited the cost of
funds as one of the main reasons for doing so (Chart 8). In
that context, the large deficits of the federal government,
which have been financed largely through domestic borrow-
ing, may have forced many other borrowers to seek funds on
foreign markets.

Funds Raised on International Markets, as a Proportion of GDP,! Selected Countries, 1982-87
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Chart 6

Placement of Canadian Bonds, 1963-70 and 1981-87
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Source [Estimates by the Economic Council of Canada, based on unpublished data from the Bank of Canada.

Innovation in the financial area has also had an impact on
Canadians. They have made extensive use of some instru-
ments and less of others. Swaps, which offer borrowers the
opportunity to tap a variety of foreign sources of funds and
to escape the limited resources of Canadian markets, are
widely used. So are forward contracts, which are intended to
eliminate some of the foreign-currency exposure of the
borrower or the investor. In our survey, no fewer than 57 per
cent of respondents had, at one time or another, entered into
a forward contract.

On the other hand, the use of Euro-commercial paper by
Canadians has been much more sparse. While Canadian
borrowers accounted for 4.1 per cent of all short- and
medium-term issues on international markets in the period
1983-88, the corresponding figure for Euro-commercial
paper issues was only 2.6 per cent. Their lower participation
in that market may be attributable to the existence of a well-
developed domestic commercial-paper market. Qur survey
also revealed that a large majority of respondents had never
used some of the other new financial instruments: 95 per
cent, in the case of interest-rate futures or options; 85 per
cent, in the case of currency options; and 91 per cent, in the
case of forward rate agreements. Respondents viewed these

instruments as too speculative, too costly, or not suited to
their needs; some were simply unaware of them.

Attempts to develop a market for financial futures in
Toronto and Montreal have so far not been very successful.
For such markets to function effectively,a minimum volume
of business is required, but the relatively small size of the
Canadian economy generally acts asa barrier to the achieve-
ment of that “critical mass.” Another obstacle is the small
number of players: if only a few institutions and individuals
are interested in participating, a market cannot be sustained.
The proximity of the Chicago futures and options markets is
another disincentive to the development of financial-futures
markets in Canada.

Mortgage-backed securities appeared in Canada about
15 years later than in the United States. That is because the
specific factors that favoured their development in the United
States were not present in this country. Canadian chartered
banks were not prevented from opening branches from
coast to coast and, as a consequence, did not have the
same problem of regional diversification as their U.S.
counterparts. In addition, lenders and borrowers in Canada
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Proportion of Canadian Bonds Issued Outside Canada and the United States,
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Source Estimates by the Economic Council of Canada, based on unpublished data from the Bank of Canada.

adapted to volatile interest rates by shortening the term to
maturity of mortgages.

Nevertheless, securitization also took hold in Canada in
the mid-1980s because, by enabling institutions to specialize
and to make better use of their capital base, it contributed to
the greater overall efficiency of the financial system. While
the first traditional mortgage-backed securities appeared in
November 1985, the market for these instruments remained
lethargic until the Canada Mortgage and Housing Corpora-
tion (CMHC) became involved in their development in
January 1987. About 457 million dollars” worth of mort-
gage-backed securities were issued in 1987; by the fall of
1988, the total dollar value of such issues since the beginning
of the program had passed the $1-billion mark. All of the
issues come from private sources — mainly smaller trust
companies. The CMHC guarantees the timely payment of
both interest and principal, and all mortgages are insured
under the National Housing Act. In 1988, securitization was
extended to public-housing mortgages; by the end of the
year, a total of $215 million had been issued on that market.
While the CMHC’s program is relatively small in scope, it

appears to be successful. The corporation intends to main-
tain it and will likely extend it to other areas.

Use of Foreign Institutions

When Canadian corporations go to the international market
in search of funds, they often contract non-Canadian institu-
tions to manage the issues. Canada’s financial institutions
have been much less active than might have been expected
in managing issues on behalf of Canadian firms or issues
denominated in Canadian dollars.

Thus Canadian institutions handled only 32 per cent of all
Eurobond issues denominated in Canadian dollars between
1980 and 1988; during that same period, French institutions,
for example, managed 100 per cent of all Euro-franc issues,
and West German institutions managed 88 per cent of all
Deutschemark issues on the Eurobond market. Of those
issues originating from Canadian borrowers, Canadian insti-
tutions managed only 44 per cent of the total. This was in
sharp contrast with the experience in other countries, where
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Chart 8

Reasons Given for Borrowing on Foreign Markets by Nonfinancial Canadian Corporations
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markets and of new financial instruments, 1988.

domestic institutions typically managed 90 per cent of the
international issues of their own nationals in their own
currency.

Loss of Market Share by Canadian Institutions

Not only do Canadian institutions play a relatively small
role intemationally, but they have been losing ground in
recent years. Several indicators— including market share and
the size of assets — can be used to measure this phenomenon.

Globally, the share of Canadian banks and securities firms
as managers of issues in the Eurobond market declined from
a high of 6 per cent in 1976 to a low of 2 per cent in 1988
(Table 2). In the management of international loan issues,
their overall share dropped from 8 per cent in 1983 to 3 per
cent in 1988 (Table 3). Their participation in the Canadian-
dollar segment of the market remained more or less steady
(at around 75 per cent) over the period, but their share of
U.S.-dollar issues by Canadian nationals declined. Because
Canadians issue only 15 per cent of their international loans
in Canadian dollars and almost 73 per cent in U.S. dollars,

this resulted in an overall loss of share of Canadian institu-
tions in this market. A similar picture emerges with respect
to Eurobond issues, where Canadian institutions have been
losing ground in the U.S.-dollar-denominated market.

Canadian banks have experienced a significant weaken-
ing of their relative position in terms of assets. For example,
Canada’s largest bank — the Royal Bank - ranked 16th in the
world in 1981 and 57th in 1987. The decline cannot be
attributed to the realignment in currencies in recent years —
at least not in any notable way. Even when currency move-
ments and differences in national inflation rates are taken
into account, the Royal Bank’s ranking moves up only
slightly — to 53rd place. Displacing it in the rankings over
the past eight years were banks from the United States,
the United Kingdom, Japan, Switzerland, France, West
Germany, Hong Kong, Italy, the Netherlands, Brazil, and
China.

In part, this retrenchment reflects the fact that Canadian
institutions have been withdrawing from the markets
where they were losing money as a result of intensi-
fied competition. However, this profit squeeze was also




Globalization and Canada’s Financial Markets 21

Table 2

Share of Canadian and U.S. Institutions in Managing Eurobond Issues, 1970-88

Canadian share of:

U.S.-dollar
Canadian-dollar U.S.-dollar issues by U.S. share of
issues! issues Canadians? All issues all issues
(Per cent)
1976 36.1 37 13.0 63 16.1
1977 419 50 220 49 10.7
1978 —— 0.5 7.8 0.2 10.2
1979 282 39 30.5 34 20.5
1980 18.7 5.0 339 3.6 210
1981 373 36 10.9 42 26.9
1982 18.2 28 153 27 30.7
1983 42 %) 10.6 3.1 19.1
1984 41.2 15 15.8 25 355
1985 433 1.8 194 3.0 34.6
1986 48.3 0.8 104 25 275
1987 320 0.1 = 1.9 17.1
1988 23.0 03 78 2.0 194
1970-79 323 28 17.5 30 17.1
1980-88 324 14 134 245 25.5

1 Eurobond issues denominated in Canadian dollars accounted for 3.8 per cent of all Eurobond issues over the period 1966-88.
2 Eurobond issues denominated in U.S. dollars accounted for 54 per cent of all Eurobond issues by Canadians over the period 1966-88.
Source Estimates by the Economic Council of Canada, based on data from IFR Publishing L1d.

Table 3

Share of Canadian and U.S. Institutions in Managing International Loans, 1983-88

Canadian share of:

U.S.-dollar All U.S. share of all
Canadian-dollar U.S.-dollar loans issued by international international
loans! loans Canadians® loans loans
(Per cent)

1983 727 6.8 71.7 7). 282
1984 77.0 4.6 90.9 45 519
1985 66.1 42 13.0 3.6 36.6
1986 712 23 1.7 2.6 447
1987 100.0 347 104 35 457
1988 77.5 23 el 3.0 51.1

1 Canadian-dollar-denominated intemational loans accounted for only 0.75 per cent of all intemational loans over the period.
2 U.S.-dollar-denominated loans accounted for 73 per cent of all loans issued by Canadians over the period.
Source Estimates by the Economic Council of Canada, based on data from IFR Publishing Ltd.
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experienced by foreign competitors, many of whom nonethe-
less elected toride out the storm. Some Japanese institutions,
in fact, are entering some markets for the first time, even
though they do not expect to see positive returns for some
time. And, contrary to the widespread belief that the loss of
market share is a phenomenon common to North American
institutions, U.S. firms have been gaining ground, as shown
in Tables 2 and 3. Indeed, many institutions in the United
States (and in a number of other countries) have successfully
restructured their operations in order to maintain an impor-
tant presence in international markets.

The rationalization of operations generally means that
institutions focus on markets where they have acomparative
advantage because of their knowledge or expertise in a
particular area, of a strong physical presence, or of a privi-
leged link with customers. The institutions of many coun-
tries are strong in dealings in their own currency and with
their own nationals. But as noted above, Canadian institu-
tions have not shown the same relative strength in such
markets, and they have even lost some ground in the man-
agement of issues by Canadian borrowers.

The loss of share on international markets, coupled with a
relatively weak performance in what might have been thought
as their “natural” niche, suggests that the problems of
Canadian institutions may be more deeply rooted. Other
indicators, such as gross earning margins — the difference
between interest received and interest paid — and the rate of
return on assets, generally point to a below-average per-
formance by Canadian banks when compared with banks in
seven other industrial countries (Table 4 and Chart 9). Their
operating costs are about in the middle of the range. But asset
growth since 1980 has been about half the average for the
countries shown in the table.

We were surprised by these findings. The loss of market
share by Canadian institutions has received little attention
until now, perhaps because it took place in markets that were
growing rapidly. We are unable to offer a single explanation
for this loss, as several factors seem to have been at work.
Interviews conducted by the Council’s staff indicated that,
in the opinion of many of their Canadian customers who are
regular participants in international markets, Canadian banks
and securities firms are less aggressive in pricing than their
foreign competitors. It was also suggested that Canadian
institutions lack the worldwide networks that their foreign
rivals have built up over the years, that they do not have the
same access to retail investors. There was a general impres-
sion that their strategies tend to be focused inward. All this
may be attributable, at least in part, to their smaller size and
weaker capital base relative to those of their major foreign
competitors.

Table 4

Measures of Bank Performance,
Selected Countries, 1980-87!

Gross Rate of
Operating  earnings  return on
costs? margins? assets®
(Per cent)

Japan 1.04 1.58 0.47
Switzerland 1.40 243 0.64
France* 1.84 2.74 0.15
Canada® 2.02 332 047
West Germany 261 3.58 0.73
United States 2.87 421 0.61
Italy® 3.04 4.63 0.75
United Kingdom 344 498 0.77

1 The data for Italy cover all banks; for the United Kingdom, all
clearing banks; and for Canada, all Schedule A banks. For all the
other countries, the data pertain to the major banks.

As a proportion of total assets.

Based on pre-tax income.

1982-86 only.

1982-87 only.

1980-86 only.

oURCE Organisation for Economic Co-operation and Development,

Bank Profitability, 1980-1984, Paris, 1987, reports of various
central banks; and other sources.
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The observations made by the customers of Canada’s
financial institutions can perhaps be linked in part to the way
the industry has evolved historically and to the regulatory
framework that has governed them over the years. For
example, until 1987 the chartered banks were prevented by
domestic regulation from being active in the corporate-
securities business — an area that has experienced strong
growthinrecent years. Atthe same time, Canadian securities
firms, whose main line of business was underwriting and
dealing in such securities, simply did not have the capital
base necessary to meet foreign competition. While commer-
cial banks in the United States were facing the same con-
straints as Canada’s chartered banks, U.S. securities firms
had the large amounts of capital needed to become major
players in international markets. Changes in the Canadian
regulatory environment over the past two years have re-
moved the barrier between commercial banking and securi-
ties underwriting; it remains to be seen whether this will
enable Canada’s securities underwriters to stem the loss of
market share.

Another factor that may have contributed to Canada’s loss
of market share is the fact that the pool of domestic savings
available toits financial institutions has not grown as quickly
as that available to institutions in some other countries. The
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figure for Canada, as a percentage of that of the major
industrialized nations, declined from 5.4 per centin 1981 to
3.5 per cent in 1986. Over the same period, that of Japan
increased from 29.3 per cent to 33.3 per cent. It should be
pointed out, however, that Canada’s loss of the world market
share has been more pronounced than the decrease in its
share of available savings.

Canada’s loss of ground on intemational markets could
become a source of concern. If Canadian institutions con-
tinue to lose market share and to reduce their international
operations, they may eventually find it difficult to retain
their traditional Canadian customers in the face of competi-
tion from the better-capitalized and more internationalized
institutions.

The ultimate consequence of giving up market share now
could be an erosion of long-term competitive strength. The

institutions that ride out difficult times in a given market can
build up significant advantages over those which leave —
although, in some cases, withdrawal from a specific market
may be an appropriate decision. A large part of intemational
finance is transactions-oriented — that is, the seller who
offers the best price gets the deal —and thus aninstitution can
re-enter a market simply by making the best offer. However,
re-entry does require financial strength, experience, and
knowledge of what is happening. This can be lost when
institutions withdraw, making it more difficult to formulate
winning offers in the future.

Foreign Penetration of Canadian Markets
The loss of market share by Canadian institutions in

international markets is happening just when Canada is re-
opening its own domestic markets to foreigners, particularly
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in the banking and securities sectors. Prior to 1967, there
were almost no restrictions on the entry of foreign banks into
Canada or on foreign ownership of Canadian banks. Fears
that foreign banks might dominate the Canadian industry
prompted changes, however. The Bank Act revisions of
1967 ended this open-entry policy, prohibiting foreign banks
from operating as banks in Canada. They could, however,
operate affiliates providing leasing, factoring, and some
other banking services. Foreign-bank affiliates grew more
than twice as fast as Canadian banks between 1974 and 1980,
but their share of the market remained relatively small (only
3 per cent of the combined assets of Canadian banks and
foreign-bank affiliates in 1980).

Revisions made to the Bank Act in 1980 relaxed those
restrictions. Foreign banks were allowed to incorporate
subsidiaries under Schedule B of the act, but the legislation
maintained limits on the power (o establish branches and on
the rate of asset growth of these subsidiaries. By December
1988, Schedule B banks (all but one of which were foreign-
owned) held 12.3 per cent of total bank assets — a fourfold
increase during the 1980s. In particular, foreign-bank sub-
sidiaries were able to make significant inroads into the
markets for interbank loans and for term lending to busi-
nesses. They also became active participants in the bankers’
acceptance market. Still, the limits on their growth effec-
tively guaranteed Canadian-controlled banks the overwhelm-
ing share of the domestic market.

The Canada-U.S. Free-Trade Agreement has introduced a
new set of legal parameters into the domestic banking
situation. The agreement gives U.S. banks almost automatic
entry into Canada and removes the limits on their asset
growth, Their Canadian subsidiaries are no longer required
to obtain the approval of the Canadian authorities before
opening branches here, so that in effect, they enjoy the same
opportunities as Canadian banks. With those barriers now
removed, there is every reason to anticipate that Canadian
institutions will, in the future, face amuch tougher challenge
in their efforts to retain their share of the domestic market.

Foreign ownership of securities firms was not an issue in
this country until 1969, when Merrill Lynch, Pierce Fenner
and Smith (a U.S. firm) acquired Royal Securities. In reac-
tion to the takeover, the Ontario government introduced new
rules limiting foreign ownership of any securities firm to a
maximum of 25 per cent. Foreign firms that were already
established in Ontario were exempted from this rule, but
they were limited to a rate of asset growth equal to the
average rate for major Canadian firms. In 1973, however, the
Quebec government decided on a very different approach by
removing all restrictions on either the entry of foreign

securities firms or foreign participation of those already in
Quebec.

By 1987, the need for more capital in the securities
industry led to the removal of the restrictions on entry into
the Ontario securities industry; Canadian banks, insurance
companies, and trust companies were the first to benefit
from the new policy, which was extended one year later to
foreign firms. In 1987, British Columbia fully opened up its
doors to foreigners, as the Vancouver Stock Exchange
allowed foreign membership.

Theoretically, foreign entry into banking, securities deal-
ing, or any other segment of the financial-services industry
should bring benefits above and beyond those which result
from a freer flow of capital across borders — through in-
creased competition and through the spread of new ideas and
new technology. Indeed, some foreign institutions have
introduced and promoted new financial products in Canada.
As noted above, foreign banks play an important role in
some specific sectors of the banking market: three of the 12
largest financial firms in the Canadian market for business
and personal loans are subsidiaries of foreign banks. In the
market for corporate loans, foreign institutions have lowered
the cost of funds, particularly for firms using bankers’
acceptances.

Moreover, some of the foreign entrants are subsidiaries of
institutions that are larger than their Canadian counterparts
and that are, therefore, better able to withstand shocks of
various kinds. In that sense, their presence in Canada may
add to the stability of the domestic financial system.

The entry of foreign banks, with their innovative technol-
ogy and highly developed world networks, also has the
potential to improve consumer access to a wide array of
financial services. In practice, most of the newcomers have
settled in the larger towns and cities rather than in the smaller
communities. As a result, these potential benefits have,
until now at least, not materialized in those areas where they
are, perhaps, most needed. Whether U.S.-controlled institu-
tions will move more strongly into the Canadian market and
whether they will provide services to all regions, now that all
barriers have been removed, remains to be seen.

The stimulating effects of foreign entry must be balanced
against the desirability of maintaining a strong Canadian-
controlled financial sector in the home market. Because the
quality of the information on which all financial decisions
must rely tends to deteriorate with distance, institutions
headquartered in Europe, Asia, or the United States are often




less familiar with the needs of Canadians than are domestic
institutions. In addition, the corporate objectives of foreign
financial institutions may, at times, be more attuned to
conditions and policies in their home country than to Cana-
dian circumstances. Financial institutions that are rooted in
Canada are also more likely to support the financing of
Canadian exports than would an institution with its home
base elsewhere. Finally, domestic ownership of the nation’s
major financial institutions may also have a symbolic value
in the eyes of Canadians who deal with them on a day-to-day
basis, borrowing money, buying and selling assets, and
leaving their life savings in the care of those institutions,

There is no obvious way of measuring the direct and
indirect benefits and costs of a laissez-faire policy that
would let foreign-controlled firms dominate the Canadian
financial-services industry. Given the declining share of the
growing international markets held by Canadian institutions
and given the fact that foreign entry could make matters
more difficult for Canadian banks and securities firms in
their domestic markets, one cannot preclude the possibility
of an erosion of their share in those markets. We suggest,
therefore, that policy makers begin, at least, to monitor
market trends more closely. But it will be the operating
decisions of the managers of Canadian banks and securities
firms that must ultimately determine whether Canadian-
controlled institutions will retain their dominant position in
the domestic market. It is they who will have the strongest
influence on future events. Government efforts should be
aimed at strengthening the competitiveness of Canadian
institutions, not at finding new ways to protect them.

The Resurfacing of Long-Standing Issues

Against the backdrop of globalization and financial inno-
vation, several domestic issues that have long been of
concern to Canadian policy makers take on added impor-
tance. They include:

the restructuring of the financial system;

-~ commercial/financial links;

— the regional availability of financial services;
— the solvency of financial institutions;

— the fragmentation of financial regulation; and

— the need for better cooperation among domestic regula-
tors.
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Restructuring of the Financial Sector

In response to recent regulatory changes allowing the
cross-ownership of financial institutions and to strong mar-
ket pressures to diversify, many Canadian institutions have
merged or forged alliances with — or purchased outright —
other firms in the industry. Today, for example, every major
Canadian bank owns a securities firm or has a securities
affiliate. One securities firm has applied to establish a bank;
another plans to form a trust company.

Such restructuring is not unique to Canada; it has taken
place in many other countries, as companies in the financial-
services business have tried to strengthen their presence in
their domestic market, in order to compete more effectively
against foreign rivals. In Canada, restructuring raises con-
cern with respect to its impact on the degree of concentration
of financial markets. Recent trends with respect to concen-
tration are shown in Table S. The picture that emerges has
two fundamental components:

— the shares of total assets, of the deposit market, and of the
business- and personal-loan market held by the four largest
financial firms —all Canadian banks — declined from 1984 to
1987; and

- asmaller number of financial firms controlled 80 percent
of those same markets and 80 per cent of the assets in 1987
than was the case three years earlier. However, the 1987
figure was still higher than the comparable figure for 1979.

Thus concentration in these markets was definitely lower
in 1987 than in 1979. Furthermore, the reduced share of the
four largest companies, together with the smaller number of
firms accounting for 80 per cent of the market, supports the
argument that the recent flurry of mergers, acquisitions, and
alliances has strengthened a number of nonbank financial
institutions, which are now able to give Canadian banks a
better run for their money. It is too early to determine
whether the decline of the number of firms accounting
for 80 per cent of the market since 1984 signals the begin-
ning of a trend towards greater concentration. Continued
monitoring is needed.

At the same time, networking — the arrangement whereby
one institution agrees to sell the products of another com-
pany — has been increasing, thus contributing to competi-
tion: for example, banks, trust companies, and credit unions
are now allowed to distribute, on their premises and under
certain conditions, the products of securities firms. While
institutions are increasingly interrelated through ownership
links, separate institutions continue to perform distinct func-
tions. A bank may own a securities firm; but corporate-bond
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Table §

Asset and Market Concentration among Major Groups of Financial Institutions,’'

Canada, 1979, 1984, and 1987

Proportion accounted for by Number of institutions
the four largest institutions accounting for 80 per cent of:
Domestic Domestic
Domestic personal and Domestic personal and
Assets deposits commercial loans Assets deposits commercial loans
(Per cent)
1979 548 53.8 12 9 5
1984 522 417 16 12 7
1987 472 45.2 14 11 7

1 The groups here include banks, trust companies, loan companies, and life insurance companies with full ownership links. Market concentration is
measured with respect to domestic deposits and domestic personal and commercial loans. Of the two methods used here for estimating the measure-
ments, the second is based on a study by the Department of Consumer and Corporate Affairs, in which the degree of market 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 four or fewer; “high,” when it ranges from five to eight; “relatively high,” when it ranges from nine to 20;
“relatively low,” when it ranges from 21 to 50; and “low,” when it exceeds S0 companies.

Source Estimates by the Economic Council of Canada.

and -equity underwriting and stock trading remain the exclu-
sive domain of its securities subsidiary. This separation is
maintained in order to avoid the multiplication of conflict-
of-interest situations and to facilitate prudential supervision,
thus enhancing solvency and confidence.

The trend in concentration ratios and the increase in
networking, together with the new availability of financial
services and products on international markets and the
growth of foreign-controlled firms within Canada, augur
well for the future extent of competition within Canada.
These factors had a significant influence on our thinking in
preparing the recommendations presented in Part 4.

Commercial/Financial Links

The restructuring that has occurred in the financial sector
has also involved, in some cases, the acquisition of financial
institutions by nonfinancial (or “commercial”) firms, thus
rekindling the debate on the development of commercial/
financial links. That debate is currently focused mainly on
the desirability of “upstream” links — that is, of investments
by nonfinancial corporations in the capital stock of financial
institutions. Consequently, the discussion that follows is
also limited to upstream links.

(The Council addressed the issue of “downstream” links
— the holding by financial institutions of equity in nonfinan-

cial firms — as well as the broader issue of the ownership of
financial institutions, in its previous Statement on financial
markets, Competition and Solvency,released in 1986. In
that report, we recommended against the development of
downstream links and favoured widespread ownership for
all financial institutions with assets greater than $10billion.)

The Current Situation in Canada

Currently, investors with commercial interests do not
have significant ownership positions in Canadian chartered
banks, credit unions, caisses populaires, or securities firms.
The Bank Act imposes strict limits on the ownership of
banks: they must be either widely held (Schedule A banks)
or wholly owned by a foreign bank or another financial firm
(Schedule B banks). Credit unions and caisses populaires are
cooperatives owned by their many members. And until
recently, nonindustry participation in the ownership of secu-
rities firms was prohibited, although all restrictions have
now been abolished in all provinces.

Trust and life insurance companies can be incorporated
under either federal or provincial legislation. Until relatively
recently, commercial ownership of trust and life insurance
companies was permitted by legislation at both levels.
Several trust companies maintain links with nonfinancial
owners; for example, three of the larger ones, accounting for




about 58 per cent of the industry’s assets, are subsidiaries of
nonfinancial corporations or belong to holding groups that
are tied to commercial interests. (Until recently, all three
companies were federally incorporated; one has applied for
a provincial charter.) Similarly, several of Canada’s largest
life insurance companies belong to financial holding groups
that have commercial interests. On the other hand, many
other life insurance companies do not have commercial
links, including the mutual life companies that are owned by
their policyholders.

Directions of Change

In the current process of regulatory reform, different
approaches have been proposed by different institutional
groups and governments. Under the proposals outlined in
the federal govemment’s 1986 “Blue Book” (entitled New
Directions for the Financial Sector), the rules governing the
ownership of banks and of trust, loan, and insurance compa-
nies would vary according to the size of the firm (see box).

At the same time, the governments of Quebec and Ontario
have been moving in the opposite direction — towards
allowing the establishment of commercial/financial links.
This was reflected in Quebec’s 1982 insurance legislation
and in Ontario’s 1987 trust legislation. In October 1988, the
government of British Columbia, in its proposal for a new
Financial Institutions Act, also expressed its willingness to
allow commercial/financial links.

The debate has intensified since the middle of 1988,
especially between Quebec and the federal authorities. There
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are indications, however, that the federal government may
adjust its stance. It has been suggested that, should the
federal government fail to do so, federally incorporated life
insurance and trust companies wishing to attract large
commercial investors might well choose to have their char-
ters transferred to a provincial jurisdiction that allows such
investments. As we complete the final draft of this State-
ment, however, the federal government has not officially
indicated what its position will be. As well, there are indica-
tions that the Quebec government may require that 35 per
cent of voting shares of a financial institution incorporated
in the province be widely held, thus moving a step closer to
the federal position.

The Foreign Experience

Contrary to what is often alleged in the current public
debate, commercial firms do not have large ownership
interestsin any of the 40 largest banks in the world. Itis often
claimed, for example, that West German and Japanese
institutions maintain ownership links with nonfinancial
corporations; in fact, however, the only significant links that
are found in West Germany are downstream, not upstream.
In Japan, banks have relations with commercial ventures
that do not involve large cross-ownership links; to some
extent, these relations are not unlike the links that exist when
the executives of nonfinancial corporations sit on the boards
of directors of Canadian banks. Thus it is inaccurate to state
that the trend internationally is for commercial interests to
make large investments in banks.

The absence of extensive upstream commercial/financial
links abroad is the result of regulation, historical tradition,

shares widely held.

Ownership Rules Proposed in the Federal Government’s Blue Book

According to the Blue Book, Canadian banks with a capital base of less than $750 million could be closely held by domestic investors
with no commercial interests. In the case of banks with a higher capital base, 35 per cent of the voting shares would have to be publicly
traded and widely held. In addition, shareholders with 10 per cent or more of any class of shares would not be permitted to acquire
any additional shares, so that their holdings would be diluted whenever new shares are issued. No shareholder would be allowed to
hold more than 10 per cent of the shares of an existing Schedule A bank.

Therules applying to trust, loan, and insurance companies with no commercial links would be similar to those pertaining to the banking
industry, except that shareholders with 10 per cent or more, butless than 65 per cent, of any class of shares would be allowed to maintain
their relative ownership position. For institutions with upstream commercial links, however, at least 35 per cent of the voting shares
of the existing companies would have to be publicly traded and widely held when the firm’s capital base exceeds $50 million. In
addition, nonfinancial companies already holding a significant ownership position in a financial institution with capital in excess of
$50 million would not be permitted to increase it. Suchcompanies would only be allowed to acquire or increase asignificant ownership
position in a financial institution with assets of less than $50 million. In other words, the federal proposals would entail a tightening
of the ownership rules for trust, loan, and insurance companies with assets over $50 million, by limiting upstream commercial links
and by requiring those companies —even those without commercial links but with assets over $750 million — to have some part of their




28 A New Frontier

and market developments. In fact, the legislative approach
towards such links differs widely from country to country.
Some countries (the United States, for example) have strict
legislative restrictions, while others (including the Nether-
lands) require ministerial or regulatory approval for the
establishment of commercial/financial links or have no
restrictions at all (e.g., West Germany). But even in coun-
tries where there are no formal restrictions, the regulatory
authority may discourage the establishment of commercial/
financial links. Such is the case in Italy and in the United
Kingdom, where the central banks strongly oppose the
development of such links. In several countries, prenotifica-
tion requirements for the acquisition or transfer of shares in
financial institutions act as a deterrent to the development of
commercial/financial links.

It should also be noted that these restrictions do not
generally extend to nonbanking financial institutions. In the
United States, for example, a number of financial institu-
tions are owned by very large nonfinancial corporations,
such as Ford, General Motors, or Sears Roebuck.

The Case for . . .

The proponents of a more liberal treatmentof commercial/
financial links argue that the latter will lead to more compe-
tition among Canadian financial institutions, thus strength-
ening their position in increasingly globalized financial
markets. They maintain that commercial/financial links
will provide financial institutions with much-needed capi-
tal; boost their size — an important factor in their ability to
compete; guarantee a strong shareholder presence in their
management; enable the owners and the institutions to
diversify their sources of business income; and permit the
exploitation of the synergies deriving from associations
between financial institutions and commercial enterprises —
for example, from the joint use of distribution networks or
the joint production and selling of complementary products,
such as cars and car loans.

The supporters of this position also point out that the
restrictions on commercial/financial links act as barriers to
entry into the financial industry. They contend that, without
the ability to attract investment from nonfinancial firms,
trust companies, for example, will be unable to compete with
the large banks.

The advocates of upstream commercial/financial links
also argue that the Canadian subsidiaries of foreign banks
with commercial links in their home country are not consid-
ered by the federal authorities as having such links, as long
as the owning company is not incorporated in Canada

(althoughit may operate abranch plantin this country). Thus
it is possible for a foreign bank with a commercial owner to
establish a banking subsidiary in Canada, whereas a Cana-
dian nonfinancial corporation could not do so. (Recall,
however, that few, if any, foreign banking institutions have
upstream commercial links.)

... and against Commercial/Financial Links

Those who oppose commercial/financial links maintain
that they lead to abuses of conflict-of-interest situations and
to self-dealing between a financial institution and its non-
financial owners, and that they can result, over time, in
additional solvency problems within the institution itself. In
effect, the concern here is that a financial institution con-
trolled by nonfinancial interests will extend to its parent
company loans or credit that might not have been provided
in the absence of the ownership linkage. The critics of
commercial/financial links recognize that there is also po-
tential for abuse of conflict-of-interest situations in banking
—where there are no commercial/financial links —since bank
directors are frequently chief executive officers of compa-
nies that have a client relationship with the banks on the
boards of which they sit. They argue, however, that a
controlling shareholder can more readily impose his will on
an institution’s activities than an individual bank director.

The opponents of commercial/financial links are also
concerned that a financial institution might discriminate
against the competitors of its parent corporation and might,
knowingly or not, make improper use of information ob-
tained during business transactions with these competitors.
The costs of improper or imprudent transactions, in terms of
their impact on the solvency of the institution or on the fair
treatment of customers, could turn out to be quite high, given
the unique role played by financial institutions in maintain-
ing a payments system and in supplying the financing
needed to support economic activity.

The opponents of commercial/financial links argue that
the stability of the financial system could be threatened by
such links, as improper transactions between the financial
institution and its commercial partner could jeopardize the
solvency of the former. They pointout that the danger iseven
greater in situations where public safety nets — deposit
insurance and lender-of-last-resort facilities — have been put
into place to protect both depositors and deposit-taking
institutions. They note that the removal of the restrictions on
commercial/financial links would be tantamount to extend-
ing the safety nets to the commercial associates of financial
institutions. Any financial difficulties encountered by the
parent corporation could well threaten the stability of its
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financial affiliate and would thus become a matter of con-
cern to the insurer. In such circumstances, it might be
cheaper to rescue the parent company than to reimburse the
depositors of its financial affiliate, and that fact could
encourage the two related parties to engage in improper
transactions, as the costs of insolvency would be borne by
the insurer or by the lender of last resort — a situation often
referred to as the “moral hazard” of protection. Finally, the
argument is often made that commercial/financial links
could lead toan increased concentration of assets and power.

Regional Availability of Financial Services

Canadians living outside the central provinces have long
claimed that they are poorly served by their financial system.
They argue that, because the major decision centres are in
Toronto and Montreal, they have less access to vital finan-
cial services than those who are located closer to those cities.
In particular, many small and medium-sized businesses in
the Atlantic provinces and in western Canada believe that
they are significantly worse off than their counterparts in
Ontario and Quebec. Yet most efforts to create regional
institutions to cover this perceived gap have failed; many of
the institutions established in western Canada in the 1970s
did not survive the boom-and-bust cycles associated with the
resource-based economies of that region. Some institutions
failed, while others merged.

It is important, in this context, to recognize that the
benefits of internationalization and innovation have, until
now,accrued mainly to large businesses and to governments
and their agencies, not to smaller businesses or to individu-
als. Moreover, small and medium-sized firms outside cen-
tral Canada, because they are distant from Toronto’s Bay
Street and from Montreal’s rue Saint-Jacques, probably
have less information about, and less understanding of, the
potential benefits of the new financial instruments and of
dealing in the international markets than do their counter-
parts in Ontario and Quebec. The growing concentration of
international financial activities in Tokyo, London, and New
York tends to move decision centres even further from a
substantial proportion of Canada’s users of financial serv-
ices. Moreover, with barriers to foreign participation in the
Canadian market falling and with competition heating up in
international markets, Canadian banks may respond by
devoting more resources to developing business abroad,
particularly in the U.S. market. In that event, the small and
medium-sized businesses in the Atlantic region and in the
West could conceivably receive less attention from major
Canadian institutions than they now do; the existing differ-
ences in the quality and accessibility of financial services
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available to them and to similar firms in central Canada
could well increase as a result.

The health of small and medium-sized businesses is
important to the entire economy, especially outside Ontario
and Quebec: they account for about 96 per cent of all
Canadian firms and for 96 per cent of all net job creation in
the country. To avoid a widening of the gap between them
and the larger, more centrally located companies, we set out,
in Part 4, recommendations aimed at fostering the diffusion
of the benefits of internationalization and innovation to
customers in small and medium-sized businesses across the
entire country.

Solvency of Financial Institutions

Solvency has been a headline issue in recent years. While
some of the firms that faced financial difficultics were
restructured and purchased by stronger institutions, several
others simply went bankrupt, causing important losses to
their customers and imposing heavy costs on the insurer —
the Canada Deposit Insurance Corporation and, ultimately,
the Canadian taxpayer.

Globalization and financial innovation have a bearing on
the issue of solvency, in both positive and negative ways. On
the positive side of the ledger, some of the innovative
products, and others that are still in the design phase, could
improve the management of risk. The failures that took place
in western Canada were related, in part, to the lack of loan
diversification of the institutions involved. By using some of
the newer financial instruments, regional institutions could
more easily diversify their asset base beyond the borders of
the region where they generally originate loans and thus
strengthen their viability.

But there is another side to the coin. Globalization and
innovation have contributed to increased risks by diminish-
ing the transparency of the financial system and by encour-
aging investors, borrowers, and financial institutions to
assume more risks than they would have had in different
circumstances. In addition, the failure of a number of finan-
cial institutions has raised questions about the adequacy of
regulation and prudential supervision in Canada. These
ongoing concerns about solvency can only become more
pressing in the current context, where transparency is declin-

ing.
Fragmented Regulation

A third issue highlighted by internationalization and inno-
vation is the continued fragmentation of the regulation of
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Canadian financial institutions: the federal government and
the provinces each have exclusive constitutional authority
over certain types of financial activity — for example, bank-
ing falls under the jurisdiction of the federal government,
while securities transactions are a provincial responsibility
- whereas other activities (e.g., the business of trust and life
insurance companies) may be subject to regulation from
either level of government, depending on the jurisdiction in
which a given institution chooses to incorporate. Different
types of institutions frequently conduct fundamentally simi-
lar, if not identical, functions — for example, banks, trust
companies, credit unions, and caisses populaires all accept
deposits — but their activities are governed by different
pieces of legislation and fall under the authority of different
supervisory bodies. Institutions may, through cross-
ownership or holding companies, be involved in several
distinct financial activities, with each separate activity
being subject to a different regulatory authority.

Differences in the legislation of the 11 jurisdictions that
now regulate one or more aspects of the financial industry in
Canada and between the laws that govern different catego-
ries of institutions within the same jurisdiction can be found
in many areas. The required minimum capital base differs
for a Schedule A bank, a Schedule B bank, a federally
incorporated trust company, a trust company incorporatedin
the province of Quebec, and so on.

Ownershiprestrictions also vary according to the nature of
the institution and the jurisdiction of incorporation. In addi-
tion to those variations pertaining to the upstream ownership
of financial institutions by commercial and other interests
(discussed earlier), there are differences in the rules pertain-
ing to the ownership of one financial institution by another.
For example, in the Quebec legislation (and in the federal
proposals), cross-pillar diversification through the down-
stream ownership of financial institutions is permitted;
however, Ontario legislation restricts the type of subsidiary
that a trust company may own.

With respect to investment powers, while chartered
banks, trust companies, and credit unions are all deposit-
taking intermediaries, they are not allowed to participate in
commercial or personal lending to the same extent. The in-
vestments in corporate bonds or equities by federally incor-
porated trust and life insurance companies must currently
meet certain quality tests at the time of purchase. The
proposed changes in the Blue Paper would introduce the
“prudentinvestor” approach, under which quality tests would
be replaced by the requirement of prudent management of
the whole portfolio. The Quebec legislation governing trust
and insurance companies follows a “prudent investor” rule.
British Columbia is also moving towards such an approach.

The Ontario legislation for trust companies includes a
“prudent investor” rule but also attaches a list of eligible
investments.

The treatment of related-party transactions also differs
among jurisdictions. Ontario bans such transactions out-
right, while Quebec has a selective list of prohibited transac-
tions. British Columbia proposes to adopt amore permissive
approach by allowing all related-party transactions but re-
quiring that they be consistent with usual business practice
and that they reflect market value.

With so many legal differences with respect to ownership,
investment powers, capital requirements, and the treatment
of related-party transactions, financial institutions wishing
to operate in more than one province must adapt to different
requirements, often at great expense.

In designing financial regulation, provincial governments
understandably tend to be concemed with the immediate
employment and investment opportunities that may result
within their own territory from supporting the growth of
indigenous financial institutions. Thus the Laurentian and
Desjardins groups have been important beneficiaries of the
Quebec legislation. The support of provincial activities is
probably also at the root of Quebec’s disagreement with the
federal government over commercial/financial links and
of its early opposition to the implementation of the 1987
agreement between Ontario and the federal government on
the regulation of the securities industry. Some western
provinces have given significant freedom to their own provin-
cially based institutions, in an attempt to encourage their
participation in the financing of local economic activity.

While such competitive regulation has its costs, there isno
denying that the existence of different jurisdictions has
contributed to the modemization of financial regulation in
the country. Quebec has played a leading role in many areas,
in particular with respect to changes in the pillar system
aimed at allowing greater diversification of the activities of
financial institutions.

But the financial world has changed radically in recent
years, and we believe that transformation has increased both
the costs and the risks of competitive regulation. Domestic
firms that must absorb additional costs in complying with
different and inconsistent regulatory frameworks within
Canada are adversely affected in their cost structures. These
same factors may also discourage some foreign firms from
establishing themselvesin Canada. Perhaps more important,
however, is the fact that with the rapid growth of globaliza-
tion and innovation, the solvency risks that were implicit in
a fragmented approach to regulation and supervision may



well be much greater today than they were even a few years
ago.

The Need for Better Cooperation among
Domestic Regulators

The differences in legal treatment would be of less con-
cern if the regulatory authorities cooperated more effec-
tively with one another. Cooperation would involve some
rationalization in the administrative requirements pertaining
Lo operations and solvency, but also — and just as important
—a more effective exchange of information on an ongoing
basis.

The nature and degree of cooperation between the various
regulatory authorities are uneven at present. With the excep-
tion of one or two provinces, there appears to be acontinuing
exchange of information between provincial securities
commissions, and there are efforts to harmonize prospectus
and registration requirements, as well asoperating rules. The
Investment Dealers Association — the self-regulatory body
of securities firms — plays a unifying role across the country.

The provincial superintendents of insurance companies
meet on aregular basis and, in recent years, have been joined
by their federal counterpart. They deal mostly with supervi-
sory issues rather than with the harmonization of regula-
tions.

There is less cooperation in the supervision and regulation
of trust companies and credit unions. A case in point is the
“treatment of equals” clause in the Ontario trust legislation,
which requires that companies incorporated elsewhere but
with operations in Ontario comply with some of that prov-
ince’s regulations in their overall operations. This has irri-
tated other provinces and may have led to a lack of coopera-
tion in some instances.

The Canada Deposit Insurance Corporation (CDIC) — the
federal agency that insures the deposits of federally incorpo-
rated institutions and participating provincial firms — could
play a unifying role by setting uniform standards (with
respect to such matters as capital adequacy, solvency, and
liquidity ratios) for member institutions. Such standards
have yet to be implemented, however. Moreover, the CDIC
often relies on other regulatory and supervisory authorities
to conduct the examination of insured institutions. As a
result, inspections are often not uniform from one jurisdic-
tion to another.

More generally, recent experience has shown that some
authorities feel that they should not volunteer information to
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other jurisdictions, particularly with respect to firms that
face financial difficulties. This belief is dictated by what is
perceived to be a legal obligation towards the company that
supplies financial information on its operations and by the
fear that other jurisdictions might overreact. However, the
cost associated with a poor flow of information can be very
high.

4 Meeting the Challenges

We have seen that internationalization and financial inno-
vation have proceeded at arapid pace during the 1980s. They
have been accompanied by a shift from traditional bank
lending to securities-related transactions. They have opened
up additional opportunities for both producers and users of
financial services by providing access to new geographic
markets; increasing portfolio diversification; widening and
diversifying the borrowing base of many corporations;
expanding business opportunities for financial institutions;
and making it possible to improve risk management, both for
those who seek protection and for those who wish to profit

from risk-taking.

But globalization and financial innovation also involve
risks. For many market participants, they have increased the
position risk associated with movements in exchange and
interest rates, and they have introduced new credit risks.
Perhaps most significantly, they have reduced the transpar-
ency of financial transactions, making it difficult to deter-
mine whether the international financial system of the 1980s
is more, or less, vulnerable than the system of the 1960s or
the 1970s. And while international cooperation aimed at
lowering the risks is more advanced in banking than in the
securities field, much remains to be done in both areas.

Canadian borrowers have made extensive use of the new
international financial markets, attracted by the aggressive
pricing, the diversification potential, and the quality of the
services provided. However, Canadians have used new
financial products more selectively than their counterparts
inthe United States or Europe (although in the latter case, the
use of those instruments is a recent phenomenon). More-
over, the benefits of internationalization and financial inno-
vation have so far been available to large borrowers and
investors only. The retail market has been largely excluded,
which raises important issues of public policy about the
accessibility of financial services to different groups of
Canadians.

As for Canada’s financial institutions, they are playing a
smaller role than might have been expected in what would
appear to be their natural niche. Globally, they are losing out
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to the competition. At the same time, Canada’s borders are
being opened to foreign banks and securities firms. These
developments illustrate how much tougher competition has
become in this increasingly internationalized industry; and,
in turn, they give rise to questions about the kinds of steps
that may be needed to strengthen the competitiveness of
Canadian-controlled institutions. For example, should Cana-
dian institutions become much larger in order to compete
effectively? Can they do so without jeopardizing domestic
competition? Are new sources of capital needed to enable
Canadian financial firms to expand? Where would the capi-
tal come from?

The forces at play in international markets also have a
bearing on the solvency of Canada’s institutions and the
stability of our financial system. In particular, the con-
cerns about reduced transparency lead to questions
about Canada’s current fragmented approach to regulation
and the limited degree of cooperation between the various
supervisory authorities.

Thus the forces unleashed by globalization and financial
innovation have had a direct influence on the three major
factors of efficiency that we identified earlier — namely,
competition, accessibility, and solvency. The challenge is to
seek the appropriate balance between competition and ac-
cessibility, on the one hand, and solvency and confidence in
the system, on the other, in the new global context. A
concerted effort among nations is required to achieve such a
balance, since not all problems can be resolved through
domestic policies alone. At the same time, Canada’s domes-
tic regulations also need updating. With or without interna-
tional cooperation, globalization and innovation will con-
tinue, and Canadian institutions, investors, and borrowers
will be affected. Should Canadians fail to harness the bene-
fits, and minimize the costs, of these developments, they will
have to pay a higher price in the long run, especially since
many of the required domestic policies are not dictated
solely by developments abroad but address some important
domestic issues as well.

While most of our recommendations in this Statement are
addressed to governments, some are also directed at the
financial community itself, at businesses, and, more gener-
ally, at investors and borrowers. In order to take advantage
of the new opportunities and to minimize the risks that they
entail, there must be a joint effort by government and the
private sector.

One dominant characteristic of the world economy of the
1980s is the intensification of global competition. That
phenomenon is even more evident in the new financial
environment. In this Statement, we acknowledge these

developments, and we recognize the many benefits that
global competition brings — in increasing the efficiency of
financial institutions and markets, in broadening the range of
financial services available, and in lowering their costs.
Accordingly, our recommendations are intended to enable
Canada’s financial markets to benefit fully from the in-
creased global competition.

At the same time, the dangers of unbridled competition
must also be acknowledged. Safeguards must be put into
place to support the continued solvency of our institutions,
to strengthen the stability of markets, and to protect the
consumers of financial services. We offer several recom-
mendations aimed at achieving those goals.

Some of our recommendations, particularly those dealing
with the accounting or assessment of risks, may appear to be
somewhat technical. The scope of these recommendations is
more than technical, however: they are part of a new ap-
proach designed to deal with the new financial order. Inother
words, they are a recognition of the increasingly global
nature of the financial-servicesindustry, and they can be best
viewed as integral to the search for a new equilibrium
between competition and stability on both international and
domestic markets. The areas covered by our recommenda-
tions are highlighted in the box.

Measures at the Domestic Level
Streamlining the Regulatory Apparatus

If Canada is to meet the challenges posed by the need to
improve the overall efficiency of its financial system in the
light of recent domestic and international developments, it
must first put its own regulatory house in order.

The evolution of Canadian financial regulations reflects
the divided constitutional authority in that area, which has
resulted in competitive regulation by two levels of jurisdic-
tion. This two-tier system has probably caused changes to
occur more quickly in some cases than might have been the
case under asingle jurisdiction. Onbalance, the outcome has
been an enriched system serving the multiplicity of financial
needs of Canadians.

That system nonetheless has a number of weaknesses.
Competitive regulation adds to the costs of financial institu-
tions and makes it difficult for firms incorporated under
different jurisdictions to compete on equal terms across the
country; and recent market developments have given rise to
growing concerns about the ability to maintain solvency
standards. The large increase in the number of foreign
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Road Map to Recommendations

Focusing on Canada, first, measures are proposed to:

Streamline the regulatory apparatus and enhance domestic cooperation. The main issues
addressed here are: the insufficient compatibility of the regulation of financial institutions
between the different jurisdictions in Canada and the insufficient level of cooperation in
prudential supervision (Recommendations 1-3).

Remove domestic barriers to internationalization. One important barrier is the fiscal constraint
on foreign investment by pension plans (Recommendation 4).

Provide a framework for the entry of foreign financiul institutions. A choice must be made
between national treatment and reciprocity (Recommendation 5).

Strengthen Canadian-controlled financial institutions. The issue here is to balance the mini-
mum size needed to compete successfully against concerns about market and asset concentra-
tion (Recommendation 6).

Remove barriers to innovation and encourage the development of securitized business loans.
This involves amending existing legislation to allow explicitly for the use of futures, options,
and swaps. Because of the potential of securitized business loans as vehicles for strengthening
the financing of small and medium-sized businesses and as instruments for {inancing regional
development, and in view of the existing barriers to the development of such instruments,
government may need to be more pro-active inrespect of this one particular area (Recommen-
dations 7-10).

Enhance the solvency of financial institutions through reporting capital requirements and
supervision. In particular, this involves tightening the treatment of off-balance-sheet commit-
ments and position risk, establishing risk-weighted capital requirements for all institutions,
requiring that foreign institutions operate in Canada through subsidiaries, and further develop-
ing existing safety nets (Recommendations 11-15). While recognizing some potential for
strengthening financial institutions through commercial links, and in the absence of clear
lessons to be had from foreign experience about the effect of allowing commercial/financial
links, we believe it is preferable to err on the side of stability (Recommendation 16).

On the international front, measures are proposed to:

— Take advantage of the opportunities offered by internationalization. This involves negotiating

with foreign governments and in international forums for the removal of the remaining barriers
1o internationalization (Recommendations 17 and 18).

Reduce the risks of internationalization and innovation and increase the transparency of
Jinancial systems. This involves increased intemnational cooperation in supervision and better
sharing of supervisory responsibility — particularly in the securities area - the development of
international accounting standard, for on- and off-balance-sheet items, and the harmonization
of capital requirements for international banks and securities firms (Recommendations 19-23).

Strengthen competition,
accessibility, and solvency

Mainly strengthen
competition and
accessibility

Strengthen solvency

Strengthen competition
and accessibility

Strengthen solvency

participants in the Canadian market, the growing interna-
tional activities of Canadian-controlled firms, and the prolif-
eration of new financial instruments, with their combined
effects on transparency, have all contributed to these con-
cems.

Against this background, the lack of information-sharing
between the various supervisory authorities in this country
and the inadequate levels of coordination of regulation and
prudential supervision are impediments to improving the
efficiency of Canada’s financial system. In Competition
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and Solvency, we stressed the urgent need to harmonize the
various systems of financial regulation and prudential super-
vision in Canada.

In delaying action on this front, Canadians are running
counter to world trends. Regional economic blocs are attun-
ing themselves to the globalization of financial markets by
harmonizing national regulatory and supervisory systems in
the financial arena. The European Economic Community,
for example, is rapidly moving towards an integrated finan-
cial market, with common rules for the access of financial
institutions to its component domestic markets, for the
listing of companies on stock exchanges, and for the opera-
tion of financial institutions in different jurisdictions. On a
much smaller scale, six individual exchanges in Australia
merged in 1987, to form the Australian Stock Exchange. The
exchanges could no longer afford internal rivalry: to meet
foreign competition, they had to present a common front.
Canadians are in a similar position. They cannot ignore the
competition from abroad, particularly from the United States
and Europe. Accordingly,

1 Werecommend that the federal and provincial govern-
ments work together to enhance the compatibility of
financial regulation throughout Canada. That harmoni-
zation should pertain to such issues as investment pow-
ers, capital requirements, related-party transactions,
and the distribution of financial products.

Inconsistencies in Canadian financial regulations are found
between different jurisdictions, as well as between different
categories of institutions that are involved in similar opera-
tions but are governed by different statutes within the same
jurisdiction. All around the world, the models of financial
regulation range from multijurisdictional systems to more
unified or even unitary systems (see box). But wherever
regulation is fragmented, the recent trend has been towards
increased coordination and harmonization.

Canada has much to learn from the experiences of other
industrialized countries. In anincreasingly globalized world,
there is a need for a better-harmonized regulatory and
supervisory apparatus, but Canada’s constitutional arrange-
ments and political realities — where each jurisdiction guards
its prerogatives and nurtures its own institutions — place
some practical limitations on the achievement of that objec-
tive. Despite past attempts by the federal government and
despite appeals by some provincial regulators and the In-
vestment Dealers Association, a national securities commis-
sion has yet to be created. Even the establishment of the
Canadian Payments Association met with some difficulties,
because many saw it as the threat of a veiled takeover by the
federal authorities. Similar practical and political limitations

also exist in Europe. Indeed, Canada, with its 10 provinces,
is in some respects not much different from the 12 members
of the European Community. The principles of minimal
harmonization and mutual recognition that are being intro-
duced in the Community could apply as well in Canada.
Harmonization here would involve an agreement on broad
principles that would enable financial institutions to operate
from coast to coast in accordance with mutually recognized
safety standards while allowing the provinces to maintain
differences with respect to specific aspects of the legislation
attuned to local needs.

The harmonization of regulations governing investment
powers, capital requirements, related-party transactions,
and the distribution of financial products would ensure equal
competitive opportunities for all financial firms, regardless
of the jurisdiction of their incorporation or of the broad
category of institutions to which they belong. For example,
an Ontario mortgage-loan company would be on an equal
competitive footing with a Quebec-based trust company.
Agreement on minimum standards on those issues would
also ensure that excessive risk-taking or fraudulent activities
would not slip through any loopholes in the supervisory
systems.

Coordination is nowhere more imperative than in the area
of prudential supervision. The presence of different criteria
and the lack of information-sharing systems could cause
losses to investors, disrupt the efficient functioning of the
financial system, and jeopardize confidence in the integrity
of its members. Accordingly,

2 We recommend that the federal and provincial gov-
ernments coordinate the prudential supervision of
Canada’s financial institutions.

A first step would be the simple sharing of information
between different jurisdictions. The scope of that informa-
tion should include the results of regular or special examina-
tions of financial institutions by, or on behalf of, the super-
visory authorities; changes in the conditions of registration;
and legal or disciplinary actions taken against any institu-
tion.

The sharing of information will not be easy to implement.
It will require that the different jurisdictions develop confi-
dence in each other, in the manner in which the information
will be used, and in the quality of the information produced.
Some steps have already been taken in that direction. An
agreement signed in October 1988 by the four western
provinces sets criteria for the sharing of information on
financial institutions, thus addressing the confidence issue.
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Foreign Regulatory Systems

The regulatory arrangements in place in Japan, France, the United Kingdom, and the United States, as well as the regime proposed
for the European Community, range from unified systems to multijurisdictional frameworks.

In Japan, a unified system prevails. There, a single government department — the Ministry of Finance — is involved in the regulation
of both banks and securities firms through three main bureaus that operate with a degree of autonomy, and supervise the domestic
business of banks, their international and foreign-exchange business, and the activities of securities firms, respectively.

France is another country with a relatively unified regulatory framework. The Ministére des Finances plays a major role in the
regulation of banks and stock exchanges. Investor protection is handled by the Commission des Opérations de Bourse (COB), which
oversees disclosures and deals with issues such as insider trading. The Chambre Syndicale — the executive body of the Compagnie
des Agents de Change - looks after the orderly functioning of the markets, enforces regulation, and manages the compensation fund
setup to protect the clients of member firms. In 1988, a government commission (the Deguen Commission) recommended that a joint
committee of the Ministére des Finances, the Banque de France, the COB, and the clearing houses be given a mandate to analyse the
links between the various segments of French financial markets and to ensure the consistency of the regulation of these segments.

In the United Kingdom, securities firms and banks fall under two different government departments — the Treasury and the Department
of Trade and Industry. Under the general direction of the Treasury, the Bank of England sets rules and supervises the banks and other
institutions that are involved in the wholesale money market. Firms that are engaged in securities activities are supervised by self-
regulatory organizations under the Securities Investment Board (SIB) and by this Board itself, which reports to the Department of
Trade and Industry. The concept of lead regulator has recently been established, however, with a view to avoiding duplication and
ensuring consistency; under this new regime, the Bank of England takes responsibility for the banks and the SIB, for securities firms.
In the supervision of the securities activities of banks, the Bank applies SIB rules.

At the other end of the spectrum, the United States and the European Community are examples of multijurisdictional systems. In the
United States, banking and securities activities fall under two different jurisdictions. The banking industry itself operates under a dual
state and federal system. The Federal Comptroller of the Currency, the Federal Reserve Bank, the Federal Deposit Insurance
Corporation (FDIC), and state banking departments are all involved in the supervision and regulation of banks. The regulatory body
for most securities activities is the federal Securities and Exchange Commission (SEC). Individual stock exchanges also play arole,
however, and the Commodity Futures Trading Commission (CFTC) regulates trading in currency and interest-rate futures. States are
responsible for the registration of brokers, the licensing of dealers to sell securities, and the prevention of fraud. To foster much-needed
harmonization, the U.S. Report of the Presidential Task Force on Market Mechanisms (the Brady Report), which dealt with the October
1987 market crash, recommended that a formal link be established between the Federal Reserve Board, the SEC, the CFTC, and the
various stock exchanges. In addition, there has been a move towards the unification and consolidation of prudential supervision and
regulation in an attempt to deal with the severe financial difficulties encountered by the savings-and-loan industry. The Federal Home
Loan Bank Board - the body that regulates the savings-and-loan institutions (also known as “thrifts”) — has been placed under the direct
responsibility of the Treasury. The bankrupt Federal Savings and Loan Insurance Corporation — the insurer of deposits in the thrifts
— has been attached to the FDIC, which insures bank deposits. The FDIC has also taken over the management of a number of thrifts
facing serious financial difficulties.

The European Community provides an interesting experience. As long as its leaders espoused the philosophy of uniformity and
centralization — as expressed in the 1957 Treaty of Rome — nothing much happened, because agreement could not be reached on a
common, centralized system. The situation began to change with the adoption of the Single European Act in 1985, which marked the
shift 10 a dual goal of “minimal harmonization” and “mutual recognition.” This new approach recognized the individuality of each
member country. It led to the establishment of minimum standards — such as uniform risk-weighted capital requirements and liquidity
and solvency ratios — but allowed for differences in investment powers and recognized the supervisory and regulatory authority of
the jurisdiction of incorporation.

This document served as a basis for an agreement reached That is why coordination cannot be limited to the exchange
by all 10 provinces in January 1989. of information but must extend to the standardization of the
criteria of financial solvency, the development of early-

But beyond this, there should also be confidence in the warning systems, the level of capitalization, and the exami-

quality of the prudential supervision of other jurisdictions. nation of financial firms.
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To facilitate the implementation of the two previous
recommendations,

3 Werecommend that aformalorganization of independ-
ent provincial and federal regulators - including the
federal Office of the Superintendent of Financial Insti-
tutions, the Bank of Canada, the provincial securities
commissions, and provincial regulators of financial in-
stitutions — be established to coordinate the prudential
supervision of financial institutions and the efforts to
harmonize financial regulation throughout Canada.

Some formal mechanisms of cooperation do exist. Ex-
amples in the life insurance and securities industries were
discussed earlier. The intergovernmental agreement on
information-sharing is another example. But those mecha-
nisms are not yet fully entrenched, nor do they cover all
segments of financial activity. In addition, there are no
formal links between the regulators of the different major
functions; for example, there is no formal mechanism bring-
ing together the regulators of banks and those of securities
firms.

The proposed organization would offer a forum for peri-
odic meetings of the regulators. Its work would be supported
by various committees whose main objective would be to
coordinate the prudential supervision of financial institu-
tions, regardless of whether they are federally or provin-
cially incorporated or whether they are controlled by foreign
or Canadian interests. The committees would also seek to
establish a minimal harmonized regulatory framework
aimed at facilitating coordinated supervision and at provid-
ing institutions with equal competitive opportunities from
coast to coast, as outlined in Recommendation 1.

The proposed organization is the mechanism by which
Canada’s regulatory framework would move towards a
“minimal harmonization” and “mutual recognition” ap-
proach. It would be an appropriate alternative to a single
regulatory authority, and it would not entail the lengthy and
costly constitutional wrangling that would almost certainly
accompany the establishment of a unitary system. It also
would give individual authorities enough freedom to de-
velop innovative approaches to regulation.

Armed with aconsistentregulatory framework and amore
uniform supervisory apparatus, Canadians would be in a
better position to take advantage of the opportunities created
by the globalization of markets and financial innovation, to
improve competition and access within the financial system,
and to enhance the solvency of institutions operating in
Canada.

Improving Competition and Access

Competition and access within the Canadian financial
system can also be improved by such means as

~ the removal of the remaining barriers to the participation
of Canadians in international markets;

~ the opening-up of Canadian markets to foreign firms;
— the strengthening of domestic institutions; and

— increased participation in the process of financial inno-
vation.

Removal of Barriers to Internationalization

A first step in achieving the potential benefits from the
globalization of financial activities would be to remove the
remaining restrictions on the ability of Canadian institutions
- registered pension plans, in particular — to invest abroad.
Additional benefits would also be realized from having the
institutions book their international business in Canada.

Investment Abroad by Pension Plans — Private pension
plans in Canada, which include trusteed pension plans and
registered retirement savings plans, are currently limited in
their power to invest in foreign securities by the Income Tax
Act. That legislation imposes a penalty tax on that portion of
foreign investment which exceeds 10 per cent of the book
value of the investing fund’s total assets, although it allows
that 10-per-cent limit to be exceeded by three dollars for
every dollar invested in qualifying venture-capital projects.
Not only are pension funds large (Table 6), they are also
important investors in corporate securities. As a group,
trusteed pension plans held $34 billion in corporate shares at
the end of 1988. This amounted to some 11 per cent of all
shares held by Canadians and to about 41 per cent of all
shares held by Canadian corporations and institutional in-
vestors. Trusteed pension plans also held $10.6 billion in
corporate bonds, or about 11 per cent of the total outstand-

ing.

The assets of trusteed pension plans are invested as fol-
lows: 25 per cent in Canadian common shares, 8 per cent in
Canadian corporate bonds, and 6 per cent in non-Canadian
shares; the rest are mainly held in mortgages and govern-
ment securities. Almost all of the foreign assets consist of
shares. Because of the quality tests incorporated in the rules
applying to most pension funds, which restrict their invest-
ments to the debt or equity of highly rated corporations,
and because of the smaller size of the domestic economy,
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Table 6

Assets, Main Functions, and Foreign Activities of
Selected Groups of Canadian Financial Institutions, 1987

Degree of participation
Year-end assets Main functions in international markets
(Millions of
Canadian dollars)
Chartered banks' 369,304 Deposit-taking Extensive
Canadian-controlled Lending (personal, business,
mortgage)
Export and import financing
Foreign-bank subsidiaries 43,229 Deposit-taking Extensive, through the
Lending (mortgage and parent bank
business)
Export and import financing
Trust companies 89,958 Trustee services Limited to a few firms
Deposit-taking
Lending (mortgage, some
personal)
Credit unions 68,643 Deposit-taking None
Lending
Mortgage-loan companies 77,460 Mortgage lending None
Deposit-taking
Life insurance companies 120,224 Life insurance (individual and Extensive
group)
Annuities
Mortgage loans
Investment in government and
corporate securities
Trusteed pension plan52 142,110 Pension plans Limited
Investment in mortgages
Investment companies> 29,165 Investments Limited
Property and casualty 25,341 Property insurance Limited
insurance companies Casualty insurance
Financial corporations 20,191 Lending None
Financial leasing
Investment dealers 14,732 Brokerage and underwriting Extensive

Some deposit-taking

1 Includes the worldwide assets of the banks but excludes the assets of mortgaze-loan companies associated with Schedule A banks.

2 Assets shown at book value for plans in the private and public sectors.

3 Investment companies include mutual and closed-end funds.

Source Statistics Canada, Financial Institwtions, Second quarter, 1988; Bank of Canada Review, December 1988; and Supplement to the Canada
Gazette, Pant 1, 27 February 1988.
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Canadian pension funds ofien experience difficulty in diver-
sifying their equity portfolios with Canadian equities alone;
for that reason, a number of them invest as much as they can
in foreign equities. That is particularly true of the funds of
federal crown corporations and of large incorporated busi-
nesses.

The restriction on foreign investment imposes a cost on
pension funds and, ultimately, on their members and spon-
sors, inasmuch as it prevents them from achieving the
highest possible, risk-adjusted rate of return through the
international diversification of their portfolios. At the same
time, the restriction probably does relatively little to im-
prove the financing of those categories of Canadian business
most in need of external funds. Because of the quality tests
that must be met, pension funds generally invest in large
corporations, which have relatively easy access to domestic
and international capital markets and therefore have the
fewest problems in securing adequate financing. Those
poolsof savings are generally not available to firms that have
fewer financing alternatives.

The removal of the 10-per-cent restriction would not
necessarily lead pension funds to replace the Canadian
corporate securities in their portfolios with foreign securi-
ties. The experience in the United States and the United
Kingdom, where there are few restrictions on the powers of
pension funds to invest abroad, provides an indication of
what could happen if the Canadian restrictions were lifted.
Both U.S. and U.K. pension funds hold almost half of their
assets in equities, compared with 25 per cent for Canadian
funds. Funds in the United States hold very few foreign
assets, probably because they can diversify their holdings
within their own country, but foreign securities make up
about 15 per cent of the assets of British pension funds,
possibly because the smaller size of the British economy
offers them fewer opportunities to diversify domestically.
Given the even smaller size of the Canadian economy, the
removal of the tax penalty on foreign investment might well
encourage Canadian pension funds to invest in foreign
securities more than U K. funds do. The increased holdings
of foreign equities would be at the expense of government
bonds and mortgages.

It is clear that the 10-per-cent limit can no longer be
justified by the need to provide equity financing to Canadian
corporations. However, the removal of the existing limit
would be an important change, which should be imple-
mented in successive steps and should be accompanied by
other measures that would enable pension plans to manage
their increased foreign investment prudently. Accordingly,

!

-

4 Werecommend that the Income Tax Act be amended to
provide for the gradual removal of the limits on invest-
ment abroad by pension funds and that the impact of
this relaxation be reviewed periodically.

Extensive investment abroad by pension plans would
create the need to hedge foreign-exchange risks, as their
liabilities are denominated in Canadian dollars. Most Cana-
dian pension plans currently do not use options and futures.
If they maintained this policy in a less restricted regulatory
environment, that could severely limit the international
diversification of their portfolios, as well as the benefits
from such diversification. In the United Kingdom, pension
plans use some of the newer instruments, particularly for-
ward rate agreements, to hedge their foreign-exchange risks;
some futures and options are also used. To benefit fully from
the removal of the 10-per-cent rule, the use of hedging
instruments by Canadian pension funds would also have to
be allowed.

Some worry about the impact on financial markets of the
removal of the 10-per-centrule. In that context, we note that
the annual net revenues of trusteed pension funds — which
are equal to over 12 per cent of their assets, on average —are
large enough for a significant increase in the limit to be
accommodated annually without the need for the plans to
sell off any of their existing assets. Moreover, if by investing
abroad, pension plans do divert funds that would have
otherwise been available to domestic borrowers, those af-
fected are likely to be large corporations and governments,
which already have access to international markets. Never-
theless, the fact remains that in the very short run, some
borrowers in the domestic bond market — the federal govern-
ment, in particular — may be adversely affected. We there-
fore suggest that the limit be raised gradually — by about 2 or
3 percentage points annually. The impact of that change
should be assessed every year and reviewed comprehen-
sively by the Department of Finance when the ceiling has
reached the 20-t0-25-per-cent range.

The removal of the 10-per-cent limit should not be seen as
ameans of increasing investment in the foreign affiliates of
the corporations that sponsor pension plans. Under current
pension regulations, pension plans are generally limited to
investing no more than 10 per cent of their assets in the
marketable securities of either the sponsor or its affiliates.
That rule applies equally to foreign and domestic affiliates.
In addition, the by-laws adopted by many pension plans
prohibit them from investing in the securities of their spon-
sor or its affiliates.

International Banking Centres — Another step towards
bringing the benefits of globalization to Canada is to




encourage institutions to book their international business in
Canada. Financial institutions often locate their interna-
tional operations on the basis of the taxation system in place
in various countries - including, of course, exemptions from
taxation. In a world where activities are becoming more
integrated on a global scale and where financial institutions
compete on the basis of comparative advantages, the tax
system can be a distorting factor, especially when it is used
to subsidize certain activities by exempting them from
taxation on income and other sources of wealth. Many
countries provide such indirect subsidies for the interna-
tional operations of financial institutions located within their
jurisdiction. This results in a blurring of comparative advan-
tage. The ideal solution would be to do away with these
indirect subsidies, but we are a long way from achieving that
goal. Itis thus understandable that Canada has been attempt-
ing to match the subsidies accorded by other countries in a
bid to attract, or keep, this sort of activity.

International banking centres, which exempt the income
from international operations from taxation, constitute just
such a subsidy. The Canadian government has changed
the Income Tax Act in order to allow the designation of
Vancouver and Montreal as international banking centres
(IBC:s). As defined by the federal government, the concept
is rather limited: institutions in those two cities can accept
deposits from, and make loans to, non-residents without
paying federal tax on the profits from these transactions;
however, profits from investment dealing, letters of credit,
and currency transactions are still taxable. But the provincial
and federal concepts do not agree. For example, the Quebec
government has overlaid the federal concessions with addi-
tional sweeteners and eliminated provincial taxes on capital
gains, corporate profits, and employee income associated
with international financial transactions taking place in
Montreal.

Although Canada has accepted the concept of IBCs, they
cannot, under the law as it stands, be extended to locations
other than Montreal and Vancouver. This may result in
opportunities being lost. So far, little additional activity has
been generated in Montreal or Vancouver by the designation
of those cities as IBCs. Thiscontrasts with the situation in the
United States, where there are no federal constraints on the
location of international banking facilities (IBFs), which are
similar to IBCs. In 1987, more than half of the external assets
of banks in the United States were booked in IBFs. In
amore flexible environment—one in which financial centres
could be established anywhere in Canada — market forces
would bring them into being in additional locations.

Those who favour allowing these facilities to be estab-
lished anywhere in the country argue that the banks would

Globalization and Canada's Financial Markets 39

locate them where they would operate most efficiently and
that Canada would then derive the greatest benefits from
IBCs. Since the international divisions of most Canadian
banks are located in Toronto, efficiency consideration
would most likely result in IBCs being located in that city.
In the United States, 80 per cent of the assets of IBFs are
booked in New York.

However, the establishment of IBCs in Montreal and
Vancouver has a symbolic value in strengthening financial
activities in those cities. In a country like Canada, where the
population is dispersed across broad areas, it is important to
have strong regional financial centres; restricting IBCs to
Montreal and Vancouver is one way of contributing to this
goal. Given the ability of modern communications technol-
ogy to transmit data over long distances, the efficiency loss
implicit in this restriction may not be too great.

Since IBCs have only been available in Canada for a short
time, more time will be required before an adequate assess-
ment of their effectiveness can be made.

Entry of Foreign Institutions

Maximizing the benefits of internationalization means not
only bringing back international activities from foreign
countries and attracting new ones, but also allowing the
entry of foreign institutions into Canadian markets while
facilitating the access of domestic institutions to foreign
markets. Accordingly,

5 We recommend that the ‘“right of establishment” be
granted to foreign financial firms in all segments of the
financial industry, subject to the condition that Cana-
dian institutions be given access to markets in the coun-
try of origin of the foreign institutions. Foreign institu-
tions operating in Canada, and Canadian institutions
operating abroad, should be subject to “national treat-
ment.” However, limits and exceptions to national treat-
ment could beimposed when justified by concerns about
the stability of the financial system and the conduct of
domestic policies. These limits should be the subject of
negotiations with the nations involved.

Two different approaches — “national treatment” and
“reciprocity” — have governed the operations of foreign ins-
titutions in domestic markets. Under the national-treatment
approach, foreign institutions operating in a country must be
given the same treatment as that country’s domestic institu-
tions. The national-treatment concept is used by the Organi-
sation for Economic Co-operation and Development (OECD)
in its code on international investment. It also underlies the
free-trade agreement between Canada and the United States,
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and represents the approach that is generally being followed
by the Canadian government in its negotiations with other
nations.

Under reciprocity, two countries agree to let each other’s
financial institutions operate in their own territory at condi-
tions that are equally favourable for all. Because reciprocity
is based on bilateral agreements (initially, at least), its
application in Canada could result in similar institutions
from different countries having different powers and oper-
ating in different sectors of the Canadian financial industry,
depending on the powers granted to Canadian-controlled
institutions in their home country. For example, under a
narrow application of reciprocity, Japanese banks would not
be allowed to enter the field of securities trading in Canada,
whereas British and West German banks would be given
such powers. Thus the administration of reciprocity could
add complexity to the process of prudential supervision. On
the other hand, under the national-treatment approach,
Canadian financial institutions might be unable to engage in
all the activities that foreign institutions can perform in
Canadian markets.

National treatment often appears unfair on the surface,
especially when domestic regulation is more liberal than that
of foreign markets. The Canada-U.S. Free-Trade Agree-
ment, which is based on the principle of national treatment,
provides U.S. subsidiaries in Canada with broader powers —
particularly in the securities field — than they have in their
own country. Thus Canadian financial firms operating in the
United States face more restrictions than U.S. firms dealing
in Canadian markets. A trend towards some convergence —
or at least some harmonization - of regulation has recently
been evident, however. The Glass-Steagall Act is slowly
giving way o a more liberal stance in this area. Thus the
Federal Reserve, inadecision handed down in January 1989,
authorized five large U.S. bank holding companies to en-
gage in limited securities underwriting and dealing; that
decision was immediately applicable to corporate bonds and
will be extended to corporate equities after a review of the
subject in January 1990. By applying to the Federal Reserve
Board, Canadian banks should be able to benefit from
similar treatment.

With greater international harmonization of regulation,
the differences between national treatment and reciprocity
would narrow. While reciprocity appears to be a better
bargaining tool, national treatment is not only much easier to
apply, but it recognizes the unilateral benefits of foreign
entry with respect to access and competition.

While foreign entry brings important benefits to Canadian
investors and borrowers, the reciprocal access to foreign

markets given to Canadian institutions will be of significant
benefit to their business growth and development. In effect,
the new regime would be an exchange of “national treat-
ment,” or the “reciprocity of national treatment.” Foreign
financial institutions would be allowed to establish them-
selves in Canada only if their home country allowed the
entry of Canadian institutions and were prepared to give
them the same treatment as that afforded indigenous institu-
tions.

Many countries have adopted the principle of reciprocity
of entry, and even “reciprocal national treatment.” Reci-
procity is required, for example, by France and West Ger-
many before foreign banks are allowed to operate in their
national territory. It is also a condition that non-EEC coun-
tries will have to meet in order for their institutions to be
admitted, after 1992, into the single European market in the
banking, securities, or insurance industries.

The obligation to extend national treatment does not mean
that the treatment must be identical in all respects. A party
may accord different treatment for legitimate purposes, such
as consumer protection or domestic control over a key
industry.

While Canada now allows foreign entry into the banking,
securities, and insurance fields, it does not grant full national
treatment. The assets of the subsidiaries of non-U.S. foreign
banks are limited to 12 percent of the total assetsof Canadian
banks; foreigners other than U.S. nationals cannotown more
than 25 per cent of the capital stock of Schedule A banksand
Canadian life insurance companies; non-U.S. foreign banks
need ministerial approval in order to open more than one
branch.

The entry of foreign financial institutions into Canada
brings benefits to Canadians. The maintenance of a strong
domestic sector can be achieved without restricting the entry
of foreigners and thus reducing those benefits. Moreover,
limits to national treatment could act as a disincentive for
foreign financial institutions wishing to invest in Canada the
amounts needed to increase competition and to introduce
new financial instruments and practices. We believe, how-
ever, that the removal of these restrictions to national treat-
ment should be subject to bilateral negotiations with each
country involved.

Strengthening Canadian-Controlled Institutions
Firm size is often considered a necessary condition for

strength: the larger the firm, the broader its capital base is
likely to be and the better is its ability to bear risks. Larger




firms also have better prospects for diversifying their assets
and liabilities, a greater capacity for distributing and placing
security issues, and a strengthened staying capability in
markets when the competition gets tougher and profit mar-
gins begin to shrink.

On the other hand, policy makers are often concerned that
the emergence of large financial institutions will lead to a
concentration of power and a concentration of markets. But
concentration should not be assessed solely from a domestic
perspective. A concentrated domestic financial system that
is open to foreign competition may well behave as a com-
petitive industry. By focusing too narrowly on the degree of
concentration in domestic markets, policy makers could
endanger the ability of domestic firms to compete interna-
tionally and to provide domestic customers with a wide
range of financial services. Accordingly,

6 We recommend that when the regulatory authorities
assess the degree of competition and concentration in
specific financial markets and when they evaluate the
potential impact of mergers, acquisitions, and alliances,
international sources of competition be taken into ac-
count as well as domestic ones.

Size is considered an important factor in the competitive-
nessof firms in all sectors of economic activity. Recent years
have witnessed an increasing number of mergers, which
industry representatives have justified by the need for a
minimum size to meet the competition successfully.

There have been more than 15 mergers in Canada’s
financial-services industry since 1984. We believe that
domestic concentration is less of a problem in the wholesale
market, where Canadian- and foreign-controlled financial
institutions compete head on and where Canadian borrowers
have direct access to foreign sources of funds. According to
the federal Competition Act, the activities of foreign firms
should be taken into consideration when assessing the de-
gree of competition in domestic markets. It is also important,
however, to acknowledge that, when Canadian borrowers
have direct access to foreign markets, that increases com-
petitive pressures at home. Concentration in the retail mar-
ket should be of greater concern, however — at least in the
near future — as that market has not yet been touched by the
forces of internationalization. Yet the securitization of loans
could contribute to increased competition in the retail mar-
ket — a point to which we shall return later on.

Financial Innovation

Innovation is another source of industrial strength. Finan-
cial innovation has indeed contributed to increased compe-
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tition and to the opening-up of markets. Given the fact that
Canadians have been less prone than their U.S. and Euro-
pean counterparts to use innovative financial instruments,
the question arises whether government should encourage
that process. Two schools of thought exist in that regard.

The “permissive” approach argues that markets should be
left alone: inasmuch as the benefits provided by the new
instruments outweigh their costs and risks, the private sector
will bring those benefits to the market. The proponents of
this approach call attention to the number of innovative
instruments that have been developed by private-sector
institutions, especially by banks and securities firms in the
United States. They point out the innovative work of finan-
cial specialists and the rush to bring out new instruments in
increasing numbers in order toreap, if only for a few months,
the profits generated by them. They also stress that it is
difficult to advocate the introduction of specific instruments,
as their track record is not proven and very little is known
about the risks that they carry and the length of their useful
life. They argue that public policy should only seek to
remove the barriers to the introduction and development of
new instruments.

Those whoargue in favour of a more “proactive” approach
by government note that the benefits of innovation are
usually short-lived and that firms therefore have little incen-
tive to conduct research in this area and to develop and
introduce new instruments and practices. That is why, the
argument goes, there is a need for governments to take part
in the development of new instruments — at least initially,
until markets become familiar with them. There are prece-
dents for this. The Bank of Canada contributed to the
development of money-market instruments in the 1950s,
and the Industrial Development Bank — the forerunner of the
Federal Business Development Bank (FBDB) - introduced
term loans to businesses. Once other lenders, particularly the
banks, caught up with term lending, the FBDB gradually
withdrew from this market and remained a lender only to
small businesses that had difficulty gaining direct access to
the term loan market. Similarly, mortgage-backed securities
were developed in the United States by government agencies
that have remained very active in that market.

Both the “permissive” and *“proactive” approaches have
merit, and public policy in Canada should be a blend of both.
First, it should aim at removing all barriers, legal and others,
that may hinder the introduction of new instruments. Ac-
cordingly,

7 We recommend that legislation governing Canada’s
financial institutions be modified, whenever necessary,
to allow explicitly for the use of futures, options, swaps,

b e .
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and other innovative instruments, within the “prudent
investor” framework.

The legislation governing financial institutions — i.c.,
pension funds; trust, loan, and insurance companies; banks;
and credit unions and caisses populaires — is generally
formulated in either of two different ways.

In the first instance, the institution can do anything that is
not specifically prohibited in the relevant statute. That
approach is found in the Bank Act and in most of the more
recent legislation, such as the Ontario Pension Benefits Act,
the proposed federal trust and loan companies acts, and the
Quebec legislation dealing with trust, loan, and insurance
companies.

In the second approach, which is found in current legisla-
tion dealing with pension funds and with insurance and trust
companies at the federal level and in several provincial
jurisdictions, the institution can only perform the activities
that are specifically allowed in the legislation. A list of the
assets that may be held legally is given, generally limiting
investment to the “debentures, bonds, stocks, or other evi-
dences of indebtedness” of governments and of financial
institutions or business corporations meeting specific earn-
ings tests. These statutes also contain a basket clause allow-
ing the institutions to hold otherwise ineligible assets, with
limits usually ranging from 5 to 10 per cent of total assets.
Any asset that meets the eligibility requirements at the time
of its purchase can then be legally held for its life. There is
no legal requirement for the institution to re-evaluate the
suitability of assets or to consider the extent of diversifica-
tion of its portfolio as a whole, except that the legislation
usually sets out broad limits on specific asset classes. Assets
held under basket clauses are subject to the requirements of
prudent investment — a principle that is well established in
common law and in the Quebec civil code.

Most of the recently proposed or enacted pieces of finan-
cial legislation no longer contain a legal list and specifically
require prudent-investment standards. Not only must an
asset be “prudent” at the time of purchase, but it also must be
re-evaluated periodically, as must the status of the entire
portfolio of assets with respect to diversification. The newer
statutes sometimes set limits on the share of total assets that
may be held in the form of specific asset classes. It is not
clear, at this time, to what extent the requirement that the
whole portfolio be subject to re-evaluation will encourage
financial institutions to make greater use of innovative
instruments in order to hedge their risk and increase their
returns.

Many statutes do not indicate clearly whether new instru-
ments may or may not be used. This has led institutions to
shy away from innovative financial products. For example,
many pension funds and other financial institutions do not
use options and futures to hedge their investment risks,
either because they require their “basket” for other assets or
because they are unsure whether or not the use of such
instruments is allowed. The ambiguity in the legislation
should be removed in order to make it possible for all kinds
of instruments to be used where appropriate. But the use of
the new instruments must remain subject to the notion of
prudent behaviour.

The lack of adequate internal mechanisms to control the
use of new instruments has been mentioned by many observ-
ers as a serious risk factor. It is important to ensure that
institutions will not engage in activities for which they
have not adopted such control mechanisms. The institutions
should have internal rules that clearly spell out the limits on
position-taking, by type of instrument, distinguishing be-
tween hedging and speculating activities; they should also
adopt rules on the mechanisms for reporting to senior man-
agement. In addition, procedures are needed to evaluate and
price the risks associated with various commitments.

Indeed, many well-established institutions have already
adopted such mechanisms — some of them after having
suffered heavy losses. As these instruments become more
widely used and provide increased flexibility to many more
institutions, it is important to ensure that their potential
misuse will not endanger the stability of the financial sys-
tem. With adequate internal control mechanisms in place,
the greater use of innovative instruments will contribute to
greater competition and diversification in financial markets
and to the provision of a broader range of financial services
to borrowers and investors.

A number of businesses and individuals — particularly
small and medium-sized businesses and smaller investors —
are not familiar with options, futures, swaps, and other new
instruments. In Canada, crown corporations have often
participated in the dissemination of information. It is a
limited but useful task that government can play, and it can
be viewed as part of the permissive approach. Accordingly,

8 We recommend that federal and provincial financial
crown corporations assist small and medium-sized firms
and investors in understanding the role played by new
financial instruments.

At the federal level, that task is consistent with what the
Federal Business Development Bank has been doing, par-
ticularly under its CASE (Counselling Assistance to Small
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Enterprises) program, which is aimed at helping small and
medium-sized businesses solve their financial and nonfi-
nancial management problems. The FBDB should extend
this program to assist firms interested in establishing the
internal structure and control mechanisms needed to manage
the use of new financial instruments.

In most areas of innovation, government should do no
more than remove the impediments to the development of
new instruments and disseminate information on the risks
and benefits thatare attached to them. If appropriate changes
were made to the legislation governing the investments of
pension plans and life insurance companies in order to
clearly allow the use of innovative instruments, the develop-
ment of an organized financial-futures market in Canada
might conceivably be successful should these institutions
become more involved in such activities.

Securitization of Business Loans — A more active ap-
proach is called for, however, in the development of asset-
backed securities. That is because the benefits of these
instruments extend beyond the main players — financial
institutions, investors, and borrowers. Asset-backed securi-
ties have the potential to become a key instrument in financ-
ing the development of Canada’s regions and in bringing the
benefits of internationalization to the retail market.

In particular, if it proved possible to develop securitized
business loans, this could be beneficial for the development
of the regions and of businesses (especially medium-sized),
and it would strengthen Canada’s financial institutions by
enabling them to use their capital base more efficiently. It
would raise the level of competition in the business-loan
market - the most concentrated of all financial markets in the
country — by bringing in new lenders and new investors. It
would facilitate the participation of trust and insurance
companies in that market, once federal and provincial legis-
lation has been amended to give them the power to do so.

Effective in 1992, new capital requirements will raise the
cost of holding commercial loans on a bank’s balance sheet,
particularly in relation to its other assets (such as mort-
gages). This could reduce the supply of funds to businesses
— small firms, in particular — unless new investors are
brought in. Individual loan sales by banks would not be a
viable alternative, since the holders of large portfolios, who
seek to invest large sums of money, would be unlikely to be
interested in purchasing such loans. That is where securiti-
zation could play an important role.

Surveys of small and medium-sized businesses in the
United States, the United Kingdom, and Canada have re-
vealed that they are particularly concerned about the cost of
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borrowing and the extent of the knowledge of their business
by the officers of financial institutions. The surveys show
that large U.S. banks offer lower-cost financing than the
smaller local banks but that the latter know their customers
better and often require less collateral. The securitization of
business loans in Canada might enable the smaller local
financial firms, which are better attuned to local needs, to
originate loans and yet charge borrowers arate similar to that
of the larger institutions. Securitization could also improve
the availability of funds outside urban centres. Local institu-
tions would be able to participate as originators and to sell
their loans to packagers for resale to large funds.

The securitization of business loans is a big challenge. A
major stumbling block is their lack of homogeneity. Busi-
ness loans differ widely with respect to maturity, collateral,
interest rates, and the creditworthiness, sector of activity,
and location of the borrower, to name but a few factors. This
heterogeneity might be overcome either by a guarantee of
the principal and of timely payment or, alternatively, by the
establishment of norms — with respect to maturity or to
collateral, for example — that would impose a greater degree
of standardization on business loans. While such standardi-
zation would result in fewer loans being tailored to the
borrower’s financial structure, that is perhaps a small price
to pay for the continued availability of financing at better
terms and at a lower cost.

There are several components in the securitization proc-
ess: origination; packaging; the establishment of a trust; the
selling of shares; credit enhancement; monitoring; and
market-making. Origination and monitoring would be left
in the hands of the institutions that have the closest contact
with the borrower — namely, banks, credit unions, trust com-
panies, and even insurance companies. The smaller trust
companies and credit unions would likely be the first lenders
to take advantage of this program, and the banks would
likely participate at a later stage. The selling of the units
would be handled by securities firms, while a trust company
would be used as trustee and transfer agent. Trust compa-
nies, life insurance companies, credit unions, pension funds,
and individuals would be the likely investors.

Credit enhancement is an important part of the process of
securitization of business loans. Different methods of credit
enhancement have been used at one time or another in the
securitization of mortgage, car, or business loans and credit-
card receivables (see box on page 44). One option that has
often been used, particularly in the first stage of a program,
is for a government agency to provide the investors in the
pool with a guarantee of timely payment of interest and
principal. Such a guarantee would contribute to the required
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standardization; it would also exempt the issues from pro-
spectus and registration requirements.

Methods of Credit Enhancement

1 Insurance or letter of credit issued by a private institu-
tion.

2 The first losses (10 to 15 per cent of book value) to be
assumed by the originator of the loan.

3 Overcollateralization — a larger value of loans included
in the pool than the value of shares sold.

4 Issuing of several tranches: a senior and junior security
where payments are made first on the senior security.

S5 Guarantee of timely payment of interest and principal,
with a limit on the total amount that can be guaranteed
each year.

On the other hand, the guarantee would also entail poten-
tial costs. The quality of the loans originated for the purpose
of securitization could be seriously affected by the guaran-
tee, and any resulting large losses would have to be covered
out of public funds. No government guarantee was involved
in the securitization of U.S. car loans or credit-card receiv-
ables, however. Instead, letters of credit (commitments by
banks to cover eventual shortfalls in payments), overcol-
lateralization (the inclusion in the pool of loans of a total
value greater than the value of the pool, so that investors
would not be adversely affected by defaults on some loans),
or both, were used.

Some of the other methods of credit enhancement may
turn out to be costly, in the case of business loans. For
example, because of the lack of standardization, the determi-
nation of the required level of insurance coverage might
necessitate an evaluation of the creditworthiness of each
borrower. This could be avoided by the setting of norms that
business loans must meet to be included in securities pools.
The commitment by the originator to cover the first losses —
another method of credit enhancement — might defeat the
original purpose of securitization, which is to move the loans
off the firm’s balance sheet. In any event, further research is
needed to find the appropriate balance between the various
methods of credit enhancement and standardization, based
on their costs and their potential negative impact on the
securitization process.

If a government guarantee is needed, for example, in
conjunction with other methods of credit enhancement, a

cap should be placed on the amount that could be guaranteed
each year. And an appropriate fee should be charged for the
guarantee. While it would be easier to launch a program of
business-loan securitization with a government guarantee,
we are not persuaded that this would be beneficial in the long
run. Asalready mentioned, standardization could be achieved
through the establishment of norms that loans would have to
meet to be included in the pool. The norms would impose
much-needed discipline in the origination of loans, although
they might restrict the volume and types of loans that would
be securitized. But in the early stages, that would be a smali
price to pay in order to ensure the success of the program and
to limit the role of government.

Finally, market-making could be undertaken by securities
firms or a government agency, or both.

The securitization of business loans, by improving the
functioning of domestic capital markets, would help to fulfil
two important goals of public policy: it could bring needed
financing to businesses — in particular, to small and medium-
sized firms; and it could ensure a continuing supply of funds
to the regions. If they were sold on international markets,
securitized business loans could bring the benefits of glob-
alization to the retail market. The development of this
instrument should therefore be actively pursued.

The role that govemment must play here is that of a
catalyst, in order to get the program off the ground. In
the United States, the securitization process was launched
in 1970 by the federal government and by government-
sponsored agencies that introduced the “mortgage pass-
through.” This had a demonstration effect by showing that
securitization does work and can be profitable. Today, the
private sector is active in the securitization of mortgage
loans. Credit-card receivables and car loans were securitized
without government assistance. Because of the specific dif-
ficulties involved in the securitization of business loans,
however, government agencies in the United States are
again playing the role of a catalyst.

In Canada, the experience of the Federal Business Devel-
opment Bank (FBDB) in term lending and of the Canada
Mortgage and Housing Corporation in mortgage lending
and insurance shows that government intervention in a
developmental role is often viewed as being temporary, until
private-sector institutions are willing, and able, to take over.
The securitization of business loans would be subject to the
same treatment.

Because of the important role it played in the development
of business financing, because of its expertise in the area,
and because of its branch network from coast to coast, the



FBDB is the channel through which the federal government
could act as a catalyst in the securitization of business loans.

9 Werecommend that the Federal Business Development
Bank (FBDB) contribute to the development of a market
for securitized business loans in Canada by:

a) packaging loans originated by private lenders into
securities pools for sale to investors at a price that
would provide a fair market remuneration for all
participants in the process;

b) establishing norms for loans to be accepted in secu-
rities pools;

¢) establishing,in conjunction with private-sector firms,
methods of credit enhancement;

d) standing ready, if necessary, to maintain a secon-
dary market in shares of the pool.

The involvement of the FBDB in any or all of the above-
mentioned areas should end as soon as the private sector
shows its readiness to take over.

While the FBDB is probably in the best position to
develop securitized business loans, it should make its newly
acquired expertise available to provincial agencies lending
to businesses. Accordingly,

10 Werecommend that the provincial crown corporations
involved in lending to businesses take an active part in
the development of securitized business loans.

Enhancing the Solvency of Financial Institutions

Internationalization and financial innovation have done
much to improve the services offered to Canadians and to
broaden the range of products available to them. In impor-
tant respects, however, they have also added to the risk of
insolvency or loss of stability of the financial system by
making it less transparent. It is now more difficult to follow
the growing volume of trans-border financial transactions,
and the proportion of off-balance-sheet transactions is much
larger than it used to be. The regulators, accounting firms,
and auditors interviewed by the Council’s staff view this
lack of transparency as a serious problem. There are a
number of steps that can be taken domestically to lessen the
loss of transparency and thus maximize the net benefits of
increased competition and the opening up of markets. They
include:

— Dbetter disclosure by financial institutions;

— better monitoring of the risks that they assume;
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the imposition of capital/asset ratios;

requiring foreign firms to operate through subsidiaries;

— the strengthening of safety nets; and

limiting the links between financial institutions and
nonfinancial firms.

Improved Disclosure
With respect to the first of these steps,

11 We recommend that Canadian financial institutions
be required to report to the relevant supervisory au-
thorities, on a quarterly basis, all off-balance-sheet
commitments and to provide, on demand, access to
information pertaining to the counterparties to over-
the-counter transactions such as swaps, options, and
futures.

A number of regulatory authorities in Canada have the
power to request such information, but they seldom use it. A
serious impediment to the effective prudential supervision
of financial institutions is the inadequate amount of informa-
tion on their position and credit risks, largely resulting from
the fact that many such risks do not appear directly on
balance sheets. A first step would be for institutions to
disclose their off-balance-sheet commitments. A second
step would be to reveal, if necessary, the identity of counter-
parties —that is the individual, corporation, or other financial
institution with which the institution has entered into a
transaction (an interest-payment swap or a futures contract,
for example). This type of information is no different in
essence than that which is obtained through the selective
audits currently performed on the credit files of banks. The
disclosure requirement should apply to banks, securities
firms, trust companies, and life insurance companies. It
would require the establishment of standards of reporting
pertaining to the new instruments.

Improved Monitoring

Withimproved disclosure, the regulatory authorities would
be in a better position to monitor the risks assumed by
financial institutions. With the development of securitiza-
tion and the greater participation in securities trading by
banks and other institutions, position risk has grown in
importance relative to credit risk. Most of the supervision
and prevention measures in place are geared to credit risk,
however, as in the case of the risk-weighted capital/asset
ratios of the Bank for International Settlements. In Canada,
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the regulatory authorities have generally not attempted to
assess the extent of position risk assumed by the financial
institutions or to establish methods to control that risk —
except in the securities industry, where position risk is taken
into consideration in the establishment of capital require-
ments.

In order to assess and monitor position risk, as well as the
risks attached to many off-balance-sheet items, it will be
necessary to develop standards and methods to measure
them. We recognize that this is a very difficult task and that
most institutions do not know how to measure all of these
risks. Nevertheless, it is necessary to work towards the
development of such standards and methods. Therefore,

12 Werecommend that Canadian supervisory authorities
set in place methods to monitor the position risk as-
sumed by financial institutions.

This type of monitoring might require taking into account
tradable assets and liabilities on and off an institution’s
balance sheet, the extent to which assets and liabilities are
matched, the past variability in the price of the assets, and its
expected future variability.

Capital Requirements

The disclosure and monitoring of risks are only a first step.
Risk-taking must also be managed without impeding com-
petition. We believe that capital requirements should be
established for all financial institutions on the basis of an
assessment of the risks that they assume. But Canada cannot
move alone. First, in a globalized environment, the stability
of the Canadian financial system depends increasingly on
the solvency of the large foreign institutions. Their risk-
taking should also be managed adequately. Secondly, if the
requirements imposed on Canadian institutions were too
strict, that would put them at a competitive disadvantage
with respect to foreign firms. Thus it is of paramount
importance that capital requirements be imposed on all
institutions and that Canadian requirements be consistent
with those imposed by international agreement on institu-
tions that operate in world markets. Accordingly,

13 Werecommend that, as procedures for measuring and
monitoring risks are developed, capital requirements
be established for all Canadian financial institutions on
the basis of all of the risks that they assume, and that
these requirements be, as much as possible, consistent
with those imposed by international agreement on insti-
tutions that are active on international markets.

Capital requirements that are established on the basis of
the risks assumed by the institution play a dual role. First,
they act as a cushion that the institution can use to protect
itself and its customers in periods of economic difficulties.
Second, they are a form of control over the risks assumed by
the institution. But the 8-per-cent, risk-weighted capital
requirement that Canadian banks must meet by the end of
1991 only takes credit risk into consideration, whereas the
capital/asset ratio demanded of securities firms does not take
that type of risk fully into account. The capital requirements
for those two categories of institutions should therefore be
modified in order to take into consideration both credit and
position risks. There are currently efforts, under the aegis of
the Bank for International Settlements, to extend risk-
weighted capital/asset ratios so as to include the risk of price
variations. In addition, risk-weighted capital requirements
should be extended to all institutions — including trust
companies and credit unions, both of which are involved in
operations quite similar to those of banks.

Foreign Entry through Subsidiaries

The structure under which foreign firms are allowed to
operate in Canada is another important issue that has a
bearing on the stability of the financial system. Currently,
foreign banks and securities firms can only enter the Cana-
dian market by establishing subsidiaries, while foreign life
insurance companies may enter through a subsidiary or a
branch.

Foreign institutions strongly object to the requirement to
establish subsidiaries, arguing that operating and adminis-
trative costs are much lower for branches than for subsidiar-
ies. Theoretically, a branch does not need an accounting
system or a head office separate from that of the parent
company; and fewer auditors are required to review its
financial situation. In addition, branches can offer larger
loans than subsidiaries, because they are able to draw direc-
tly on their parent institution’s capital. With branches, the
institution can allocate its capital resources more efficiently
on a worldwide basis. As branches are still part of their
parent company, they are less likely than subsidiaries to run
into difficulty as a result of adverse economic conditions in
the host country. The activities of a branch carry the full
guarantee of the parent company; when the parent is a major
international institution, that fact may enhance confidence in
the financial system of the host country.

However, other factors militate against the establishment
of branches, as opposed to subsidiaries. As the branch is an
integral part of the parent company, it is subjected to regu-
lation from the home country, which may, at times, limit the




range of its activities. For example, the branches of U.S.
banks cannot be involved in the securities business; until
recently, that was also true of Canadian banks. To avoid
these restrictions, U.S. and Canadian banks have established
subsidiaries in London. From a regulatory point of view, it
is easier to supervise a subsidiary, which must have its own
set of books, administrators, and board of directors. More-
over, subsidiaries are more insulated from any financial
difficulties that the parent company may encounter.

Among OECD countries, only Canada, Finland, Norway,
Sweden, and Australia require that foreign banking institu-
tions establish subsidiaries to operate in their domestic
markets. However, to be recognized as a European institu-
tion in the context of post-1992 Europe and thus gain access
to the whole Community, a non-EEC institution will be
required to establish a subsidiary in at least one of the
12 member countries.

Also, in a number of countries the conditions attached to
the establishment of a branch tend to blur the distinction
between branches and subsidiaries, especially with respect
to the imposition of capital equivalences. In the United
States, for example, deposits amounting to 5 per cent of risky
assets must generally be kept by the branches of foreign
institutions with the Federal Reserve or with a recognized
deposit-taking institution within the state where they are
established. In France, some form of capital requirement and
a formal undertaking from the parent company are required.
In Japan, a foreign securities firm that intends to establish a
branch is required to deposit a performance guarantee, and
branches must maintain a certain level of assets. In other
cases, the range of activity that can be pursued by branches
is limited; in West Germany, for example, only subsidiaries
may be the main manager of Deutschemark issues.

Thus the lesson that can be drawn from the foreign
experience with respect to the form of penetration of domes-
tic markets by foreign institutions is mixed. In deciding on
the preferred form, the institutions focus on the costs of
conducting business, whereas the regulatory authorities are
more concerned with stability.

As the intemational financial world is in a state of perma-
nent flux, the stability argument takes on greater importance.
Because the respective responsibilities of the host country
and the home country in the sharing of supervision are not
always well established and because there are few com-
monly accepted standards, a greater onus is placed upon the
host country to protect the operations of its own financial
system, of which foreign firms are an integral part. While
supervising the branches of foreign institutions is not an
impossible task, a survey of Canadian regulators has re-
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vealed that subsidiaries can be supervised more easily and
more effectively. Until there is greater coordination in the
supervision of different categories of financial institutions
and greater harmonization of regulation at the international
level, prudential considerations argue in favour of the sub-
sidiary route. Accordingly,

14 We recommend that foreign financial institutions
wishing to operate in Canada be required to do so
through subsidiaries unless they confine themselves to
transactions with non-residents.

Because solvency considerations are a source of concern
to Canadian regulators only inasmuch as they affect Cana-
dians, foreign-based institutions that limit their activities to
transactions with non-residents either through international
banking centres or through other means should not be
constrained to operate through a subsidiary. Furthermore,
the branches of foreign life insurance companies currently
operating in Canada should be allowed to operate under a
“grandfather clause.”

Safety Nets

Safety nets are the fourth element of a domestic package
aimed at maintaining confidence in the financial system.
Historically, deposit insurance was introduced to maintain
the confidence of depositors — in particular, smaller, less-
sophisticated depositors—in the banking system. The lender-
of-last-resort function was aimed at ensuring that the liquid-
ity problems of banking institutions would not disrupt the
payments system.

Both of these measures were introduced because of the
“fractional reserve” nature of the banking system — i.e., of
the fact that only a fraction of the deposits entrusted to
banking institutions are kept in the form of cash or very
liquid assets. Because most of the money is lent out in the
form of commercial, mortgage, or personal loans, a bank
would be unable to meet a request to refund all deposits
simultaneously. It is this characteristic — and the importance
of banks in the financing of economic activity and in the
maintenance of a payments system —that led to the establish-
ment of deposit-insurance funds and of a lender-of-last-
resort facility.

In most countries, the central bank assumes the role of
lender of last resort. While not all countries have deposit-
insurance funds, they are becoming more common. West
Germnany, the United Kingdom, Japan, and the United States
have deposit-protection schemes, although their coverage
differs with respect to the amount and to the involvement of
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the depositor in a co-insurance scheme. When integration is
achieved in 1992, most members of the European Commu-
nity will be driven to set up such funds. In Competition and
Solvency, we supported the continuation of the coverage at
its existing level by the Canada Deposit Insurance Corpora-
tion.

With the growing importance of securities trading, the
question arises whether protection funds and lender-of-last-
resort facilities should be made available in the securities
industry. Securities firms do not currently operate on a
fractional-reserve system, and they are required by law to
segregate the securities kept on behalf of customers from
their own; a similar requirement exists for cash deposits. The
clientele of an investment dealer should therefore be unaf-
fected by any financial difficulties faced by the firm, and the
presence of a contingency fund serves mainly to protect the
customers from fraud. However, because securities firms
have grown in relative importance within the financial
system and because they are counterparties to many con-
tracts of other financial and nonfinancial firms, the failure of
one of them could put a number of contracts into jeopardy
and could adversely affect the stability of the financial
system.

The October 1987 crash of the stock market is an example
of the extraordinary circumstances in which this could
occur. The failure of a major institution at that time would
have had serious consequences for the stability of the whole
system. In a coordinated effort, the central banks of the
major developed countries injected extra liquidity into the
world economy in the days following the crisis. That liquid-
ity finally ended up with securities firms and enabled them
to weather the crash.

It is important that central banks continue to look at the
financial system as a whole, and not just at the banking
sector, in assessing the liquidity needs of the economy and
inreacting to the strains that develop in various segments of
the system. It is equally important that the clients of securi-
ties firms be protected against fraud, so as to maintain confi-
dence inall parts of the financial system. To that effect, some
form of protection fund is needed. Such funds exist in
France, the United Kingdom, and the United States, where
they are operated by private associations and self-regulatory
bodies. In Canada, the National Contingency Fund, which is
run by the Investment Dealers Association (IDA) and the
stock exchanges, is funded by contributions from the members
of the association. The NCF protects noninstitutional cus-
tomers only. It has historically been able to meet its require-
ments. After the failure in 1987 of a medium-sized securities
firm, however, the fund had to make a “special call” on its

members for additional funds in order to meet its liabilities
fully and replenish its cash resources.

Because protection is mainly needed for the less sophisti-
cated customer, a limit should be placed on coverage. No
such limits currently exist in the National Contingency
Fund. In the United States, the Federal Deposit Insurance
Corporation covers bank depositors up to a maximum of
$100,000, and the investors’ protection fund has a limit of
$500,000 per customer, per failure (including a $100,000
maximum for cash). In Canada, the CDIC insures bank
deposits to amaximum of $60,000. Using that figure and the
five-to-one ratio between cash coverage and the total cover-
age in place in the U.S. securities industry,

15 We recommend that the National Contingency Fund,
operated by the Investment Dealers Association and
Canada’s stock exchanges, cover losses by the noninsti-
tutional customers of securities firms, not exceeding
$300,000 per occurrence per customer (with a maxi-
mum of $60,000 for cash deposits). The fund would
continue to be operated by self-regulatory organiza-
tions and to be financed by contributions from member
firms. It should have the authority to impose financial
standards on them.

The ability to impose standards on the participating firms
is a condition that is often attached to protection schemes —
to Canada’s deposit insurance, for example - so that the
insurer will not experience undue losses because of alack of
such standards. Standards enhance the solvency of financial
institutions. The Council believes that standards should be
set for all categories of institutions, not only because they
enhance solvency but also because they reduce the “moral
hazard” associated with protection funds.

Any safety net carries with it a certain degree of moral
hazard, in the sense that it could encourage institutions to
undertake extra risks and shift the costs of their actions to
others—i.e., to the insurer or to the lender of last resort. In the
case of the National Contingency Fund, those costs would be
shifted to the other securities firms since, as a group, they
finance the fund. Risk-weighted capital/asset ratios, disclo-
sure requirements, and prudential supervision lessen the risk
of failure and thus lessen the probability that recourse to the
safety net will be required. And when an institution does fail
— and it should be allowed to fail if it is unprofitable or
improperly managed - management and shareholders should
absorb some of the losses associated with their actions, while
depositors and clients should be protected up to agreed
limits. In this way, the incidence of moral hazard is mini-
mized and the benefits of maintaining confidence in the
system clearly justify the existence of safety nets.



The Ownership of Financial Institutions by
Nonfinancial Corporations

In examining the issue of commercial/financial links, the
Council recognizes that there are strong differences of
opinion among governments within Canada and among
interest groups and analysts. Our advice here is addressed to
both levels of government, in the firm belief that wise
decision-making is more likely to result from a careful
analysis of the facts and the options than from competition
between the different levels of government.

Because there are strong arguments and counterargu-
ments on both sides of this issue, it is not an easy matter to
decide where the public interest lies. As noted in Part 3,
those who support the existence of upstream commercial/
financial links emphasize the need to open the financial
system to competition. Those who oppose the existence of
such links stress the need for solvency, fair treatment, and
the stability of the financial system.

From the simple perspective of promoting competition
and opening up markets, it could be argued that nonfinancial
firms should be allowed to own financial institutions without
any reservations. From the simple solvency perspective,
commercial/financial links should be banned outright. The
first position would enhance the competitiveness of various
financial institutions but would, at the same time, jeopardize
the long-term stability of the financial system. The second
would buttress solvency but stifle competition. Both are
extreme positions.

Both competition and solvency are important elements
that contribute to the efficiency of a financial system, and
some balance must be found between them. This has led us
to search for some middle ground that would provide a better
balance between the objectives of competition and solvency.
In the discussion that follows, we set out two possible
options — one that stresses the concem for solvency, and one
that emphasizes the competition objective. We do not at-
tempt to sketch out all the design details of those options but
merely present them as illustrations of the more fruitful
middle ground in this debate. We also indicate which option
we prefer, and why.

Option 1: Allow CommerciallFinancial Links but Regu-
late Behaviour — Those who support the development of
upstream commercial/financial links readily acknowledge
the dangers referred to by critics and recommend the imple-
mentation of measures to lessen the risks of imprudent or
improper behaviour on the part of the financial partner in
such arrangements. To reduce those risks, it would be
necessary to ensure that all transactions between financial
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institutions and their nonfinancial partners take place at
market conditions. Thus the first option would allow the
developmentof commercial/financial links but would estab-
lish mechanisms to monitor and review non-arms’-length
transactions. This would involve the establishment of a
review committee of outside directors to scrutinize such
transactions fully. It would also involve more frequent
auditing of the operations of financial institutions that main-
tain upstream commercial links.

For example, the regulatory authority might conceivably
send auditors to the financial firms on a monthly basis to
ensure thatall transactions between related parties are under-
taken in a proper and prudent fashion reflecting market
conditions. The cost of this extra surveillance would be
covered by special levies on the institutions that maintain
commercial links.

Such policing requirements — and the bureaucratic ap-
paratus that would accompany them — would likely be ex-
tensive. They might well slow down the development of
commercial/financial links. Moreover, we believe that no
amount of inspection and monitoring can be totally effective
in preventing improper or imprudent transactions if the con-
trolling partner is determined to circumvent the law. Indeed,
when such abuses do occur, they often become known to the
supervisory authority only after the fact. In other words,
allowing commercial/financial links to develop brings in
new systemic risks that cannot be fully eliminated. It is
implicit in this option that Canadians should be prepared to
live with these additional risks and that accepting those risks
is justified by the benefits that will derive from increased
competition.

To reduce the risks even further, we considered the pos-
sibility of banning all financial transactions between finan-
cial institutions and their nonfinancial partners. An all-
encompassing ban would, however, deprive the partners of
the synergies that such links could provide. Perhaps more
important, it would prevent the reallocation of financial re-
sources between various segments of the related businesses
as opportunities develop. Without the ability to reallocate
resources, businesses cannot be run efficiently. Thus an
outright ban on financial transactions between financial and
nonfinancial partners would take away many of the benefits
that could accrue from commercial/financial links. For that
reason, we have not retained it as a viable alternative.

In the current context, allowing the establishment of
commercial/financial links would meet the concerns of
those who wish to encourage more flexibility in the owner-
ship of trust companies and life insurance companies. One
consequence of this option, however, is that it would be

—




50 A New Frontier

necessary to reconsider the rules governing the ownership of
all categories of Canadian financial institutions. As long as
Canadian banks, mutual life insurance companies, and credit
unions and caisses populaires are required, either by legisla-
tion or by their corporate structure, to be widely held, they
cannot establish upstream commercial/financial links. But
if, indeed, the development of such links is an important
contributor to the ability of a financial institution to compelte,
the banks, financial cooperatives, and mutual life insurance
companies would be put at a competitive disadvantage
relative to other financial institutions. It should thus be kept
inmind that implementing this option would sooner or later
require a revision of the ownership structure of all Canadian
financial institutions, including the chartered banks.

Option2: Give the Priority to Solvency Considerations —
The second option is based on the assumption that although
there may not be immediate costs and disruptions from the
ownership of financial institutions by nonfinancial corpora-
tions, there are longer-term dangers associated with such
links. As the existing commercial/financial links mainly
involve large reputable firms in a sound financial position,
it is recognized that the risks of immediate disruptions are
rather remote. That situation could well change, however, as
more commercially-owned financial institutions are estab-
lished; many nonfinancial companies are highly levered and
vulnerable to downturns in the cycle. Our concern is with the
kind of corporate behaviour that could occur when the
commercial enterprise is facing financial difficulty — when
the temptation to cut corners and obtain interim financing
from a captive source in order to surmount temporary
difficulties can become very powerful.

To avoid these risks, the second option would prevent
deposit-taking institutions from developing substantial
ownership links with nonfinancial investors, but no con-
straints would be imposed on other institutions. The restric-
tion would apply to all deposit-taking institutions — banks,
credit unions and caisses populaires, trust companies, and
mortgage loan companies — because of their special role and
of the protection that they receive from public safety nets. If
other institutions were to accept deposits or instruments
deemed to be deposits, they would become subject to that
restriction as well. Under this option, provincial and federal
legislation would preclude investments by nonfinancial
interests (or a group of associated nonfinancial interests) in
deposit-taking institutions whenever the investment is equal
to 10 per cent or more of the capital stock of the target
company. “Grandfathering” rules would apply to those
deposit-taking institutions which already have upstream
commercial links.

As for financial institutions that do not take deposits, the
legislation should require that, in their dealings with the

public, they make clear that they are controlled or largely
owned by a commercial investor. Scrutiny of non-arms’-
length transactions by independent members of the board of
directors and by public supervisory authorities, as set out in
Option 1, would also be appropriate.

Analysing the Options — Over the past 10 to 15 years, the
world has been moving towards global competition at a
quickening pace. Barriers to cross-border capital flows have
been removed in all major countries; foreign firms can now
more easily establish operations in the domestic markets of
most industrialized nations. Large borrowers tap sources of
funds available anywhere in the world; investors are induced
to take a more global view of their affairs.

In this Statement, we have recommended measures to
lower further the barriers to international competition and to
improve the access of foreigners to the Canadian market and
of Canadian institutions to foreign markets. We have also
recommended the introduction of instruments, such as secu-
ritized business loans, that would enhance the competitive-
ness of the very institutions — the smaller trust companies, for
example — that are currently seeking permission to develop
links with nonfinancial firms. In addition, we believe that the
securitization process has the potential to strengthen finan-
cial institutions with aregional base. In other words, through-
out this Statement we have recognized the need for greater
competition and have proposed means to achieve it.

On the question of the commercial/financial links, how-
ever, we believe it is wiser to give priority to concerns about
the solvency of the institutions and the stability of financial
markets. We adopt this position in the knowledge that in
formulating public policy, the provincial and federal au-
thorities must continuously seek to find the right balance
between competition and solvency, and that in the new
financial environment, dealing with solvency concerns will
present a tremendous challenge. Moreover, we believe that
many of the benefits of commercial/financial links can be
obtained in other ways: synergies can be achieved without
cross-ownership; and markets can be competitive without
commercial/financial links.

While we favour the second option, we also acknowledge
that commercial/financial links already exist within the
Canadian financial industry. Consequently, we believe it is
appropriate to “grandfather” those existing arrangements.
This proposal reflects our view that the commercial owners
of financial firms should, over time, reduce their equity
interest in their financial partner to a position of less-than-
majority ownership.



More than one approach can be taken to achieve that
result. One is to allow a suitable transition period in order
that current business commitments may proceed. There-
after, the growth of the assets of these institutions would be
frozen until the major investor reduces his investment to a
position of less-than-majority ownership. An alternative
would be to allow continued asset growth, provided that
share ownership is reduced at some fixed pace, whether
legislated or negotiated.

We are aware that requiring the controlling shareholders
to reduce their ownership to a minority position is more
restrictive than the figure of 65 per cent proposed in the
federal government’s Blue Book. In part, our proposal
reflects our general concern about solvencys; it also reflects
ourrecognition thateven after reducing their shareholding to
less than a majority position, “grandfathered” firms would
remain in a privileged position relative to other deposit-
taking institutions. A less-than-majority position would also
enhance the influence of the other shareholders, should a
procedure of cumulative voting be put into place, as pro-
posed in the Blue Book. Under this procedure, the number of
votes cast by a shareholder would be equal to the number of
shares held, multiplied by the number of directors to be
elected. As a shareholder can concentrate his vote on one
candidate, cumulative voting would increase the chances
that the smaller shareholders have of electing board mem-
bers; that possibility will be the greater, the lower the stake
of the major shareholder.

16 We recommend that an investor (an individual or a
corporation) with interests in a8 nonfinancial company
not be allowed to own more than 10 per cent of the
capital stock of any deposit-taking institution. In the
case of deposit-taking institutions that have links with
commercial ventures at the time that such a legislative
proposal is tabled, the growth of the institution’s assets
should either:

a) bebrought toahalt within a suitable period of time
from the implementation of the recommendation,
with that growth to be allowed to resume after
shareholders with commercial interests have re-
duced their investment to a position of less than
majority ownership; or

b) be allowed to continue to grow unrestricted, sub-
jecttoagreement with therelevantgovernment au-
thority about a timetable for reducing the majority
shareholding to a minority position.

Nondeposit-taking institutions that have commercial
links would be required to set up internal review com-
mittees made up of independent directors to ensure that

Globalization and Canada’s Financial Markets 51

transactions with associated nonfinancial firms reflect
market conditions.

This recommendation would only specifically apply to
Schedule B banks and trust companies, since Schedule A
banks and credit unions are widely held and since securities
firms, merchant banks, insurance companies, and financial
corporations do not accept deposits.

Our recommendation is addressed to both levels of gov-
emment. In certain provincial jurisdictions, the develop-
ment of commercial/financial links has been used to
strengthen local institutions. The Council recognizes the
merits of fostering the growth of solid institutions attuned to
local needs. Elsewhere in this Statement, we have offered
recommendations that would contribute to that goal. How-
ever, we believe that the establishment of commercial/
financial links for that purpose would provide short-term
gains at the risk of high costs in the longer run. We are also
aware that many provincial activities in this area of financial
regulation — in particular, the initiatives undertaken by the
Quebec government — have contributed to the moderniza-
tion of Canadian financial markets. While allowing com-
mercial ownership of financial institutions could add further
to the competitiveness of this country’s financial institutions
and markets, on balance we believe that a longer view is
called for, taking into account the added risks and the
potential drain on public safety nets.

Policies Requiring International Cooperation

Policy makers and regulators must work together to har-
ness the forces that the processes of globalization of markets
and the financial innovation have unleashed. First, they must
cooperate in removing the remaining impediments to the
orderly continuation of the internationalization process, so
that residents from all countries can benefit from increased
worldwide competition among financial institutions and
from better access to markets all around the world. At the
same time, they must ensure that no institution can escape
supervision by moving its activities from one jurisdiction to
another, that international movements of funds are properly
tracked, and that competitive regulation does notlead toalax
supervisory system. These measures would contribute to the
solvency of financial institutions and to the stability of
markets.

Improving Competition and Accessibility

While Recommendations 4 and 5 dealt with the removal
of domestic barriers to Canadian participation in global
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financial markets, any barriers remaining in other countries
also ought to be removed. Accordingly,

17 Werecommend that the Canadian government active-
ly encourage other nations to eliminate any remaining
barriers to the free cross-border movement of capi-
tal.

Among the countries of economic significance to Canada,
few legal barriers remain. The Glass-Steagall Act and the
MacFadden Act in the United States, the lack of transpar-
ency in the application of financial regulation in Japan,
limits to the cross-border movement of people imposed by
the United States and the United Kingdom are among the
more serious obstacles that remain. Some restraints on
cross-border capital flows exist in France, where lending to
non-residents must be financed by funds deposited by non-
residents. There are limits on foreign ownership and acqui-
sition in Thailand, Singapore, and Venezuela; limits on entry
in South Korea and Italy; as well as exchange controls in the
Philippines and Brazil. According to a 1988 survey of some
Canadian financial institutions, conducted by a number of
federal government departments (and in which the Eco-
nomic Council participated), the legal barriers to trade in
financial services are seen as being small — more in the nature
of an irritant, Most other barriers are economic or cultural in
nature and thus are much more difficult to overcome,

Some “technical” aspects of the functioning of financial
marketshave notkept pace withrecent developmentsand act
as an impediment to the efficient operation of international
markets. These weaknesses pertain to the clearing or match-
ing of “‘buy” and “sell” orders and of the settlement (transfer
of cash and securities) of transactions. Accordingly,

18 Werecommend that Canadian securities commissions
work in concert with International organizations to-
wards the establishment of an efficient international
structure for the clearing and settlement of orders.

Without efficient and comparable clearing and settlement
mechanisms, borrowers and investors will shy away from
many foreign markets, and the potential benefits to be drawn
from international markets will be lost. A first step would be
to establish an efficient clearing and settlement system on
domestic markets and then to build international links.

Risk Reduction and Systemic Stability

Ensuring the stability of financial institutions and markets
in the international context requires a four-pronged ap-
proach: the availability and dissemination of appropriate

information; the establishment of harmonized accounting
and reporting standards; the establishment of standardized
capital requirements; and cooperation in prudential supervi-
sion. Dealing with the availability of information first,

19 Werecommend that securities commissions and stock
exchanges in Canada work within the International
Organization of Securities Commissions and other
international bodies towards ensuring the dissemina-
tion of information on stock prices and on the perform-
ance of publicly traded companies, as changes occur.

Information should be made available as soon as condi-
tions change. To that effect, appropriate communications
systems should first be put into place in individual countries,
as recommended in the many reports that investigated the
October 1987 stock market crash in the United States and in
Europe. Then electronic international linkages between
national systems should be developed.

The unbundling of risks, the growth of off-balance-sheet
items, and cross-border trading have eroded the quality of
the existing data on international financial intermediation.
The supervisory authorities need to evaluate the risks con-
stantly; and governments, in the management of their econ-
omy, need to know to what extent their nationals call upon
international markets for their investment and financing
needs. Accordingly,

20 Werecommend that the Canadiangovernment cooper-
ate with the governments of the industrialized nations to
encourage their statistical bodies to establish databases
on international financial transactions.

Examples of the type of data that are currently lacking and
that would be useful are: the exposure of institutions abroad
to various off-balance-sheet items; the distnibution of for-
eign-currency loans abroad according to the residence status
of the borrower; details on the foreign placement of pension
funds; details on foreign investments; the income of indi-
viduals, corporations, insurance companies, pension funds,
and other corporate entities received from abroad, by size,
origin, and currency composition.

A second step would be the establishment of common
criteria for the reporting of the financial position of financial
firms. To that effect,

21 Werecommend that the federal and provincial govern-
ments and regulators, and Canadian accounting and
auditing bodies:

a) endorse the efforts of the International Account-
ing Standards Committee, the International




Auditing Practices Committee, and the Interna-
tional Organization of Securities Commissions in
developing international accounting and auditing
standards;

b) actively participate in the development of such
standards within the above-mentioned interna-
tional bodies, with the ultimate goal of adopting
them within their own jurisdiction; and

¢) urge the above-mentioned international bodies to
accelerate the development of international stan-
dards for the treatment of the off-balance-sheet
exposure of corporations and financial institu-
tions.

The harmonization of accounting practices is no small
task, given the differences between nations and the en-
trenched belief that one’s own system is the best. The
International Accounting Standards Committee (IASC) has
been working for over 15 years towards setting international
accounting standards; and the International Auditing Prac-
tice Committee, established by the International Federation
of Accountants, has been issuing guidelines with respect to
auditing practices for 11 years. Neither of these organiza-
tions has the power to have its standards override national
standards. To be effective, they need the endorsement of
national standards-setting bodies and regulators. In Canada,
the IASC benefits from the support of the Canadian Institute
of Chartered Accountants and of several regulatory authori-
ties.

As the international bodies are still working towards the
harmonization of the treatment of on-balance-sheet items —
the TASC released a draft paper on that subject in January
1989 — the development of standards in that area is still a
number of years away. Delays in dealing with that issue
threaten the stability of the financial system, however.
Because of the lack of transparency, the financial world
could, without warning, be hard-hit by a serious acci-
dent.

Harmonized and adequate accounting and auditing stan-
dards are a prerequisite for the prudential supervision of
financial institutions. But in an increasingly globalized
world, harmonization should also cover the control of fraud,
self-dealing and abuses of conflict-of-interest situations,
and the undertaking of risks by various players. Also, the
supervision of multinational financial institutions requires
an overall view of their operations. The federal and provin-
cial governments must be able to obtain information from
foreign authorities. They must be prepared to provide infor-
mation on Canadian institutions to regulators in other coun-
tries. Consequently,
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22 We recommend that federal and provincial govern-
ments work in international forums towards improv-
ing the international coordination of the prudential
supervision of financial institutions. Areas that need
improvement include:

a) access to consolidated statements and informa-
tion from foreign regulators;

b) control of fraud, self-dealing, and abuses of con-
flict-of-interest situations; and

¢) supervision of securities firms and securities trad-
ing by banks.

With the rapid development of securitization, more at-
tention must, indeed, be given to securities firms and to se-
curities trading by commercial banks. The world banking
system benefited from the work undertaken by the Com-
mittee of Bank Supervisors under the aegis of the Bank for
International Settlements. In the case of securities firms,
however, efforts at coordination only began in 1986-87
under the auspices of the International Organization of
Securities Commissions. Although some progress has been
achieved, much more remains to be done.

The coordination of the prudential supervision of the
securities business is at the same stage of development that
coordination in the banking sector was in the early 1970s.
Obviously, miracles cannot be achieved here, but there
should be a true sense of urgency, which should not, how-
ever, serve as an excuse for weak standards. The interna-
tional coordination of prudential supervision should rely on
minimum standards that provide meaningful safeguards.
Minimum capital requirements must be an important ele-
ment of these standards.

23 We recommend that securities commissions in
Canada work within the International Organization of
Securities Commissions towards the establishment of
international risk-weighted capital requirements for
securities firmsand that the weights vary depending on
the firms’ exposure to position and credit risks.

This effort should also be coordinated with those of the
Committee of Bank Supervisors, so that all of the institutions
involved in similar types of activities would face the same
capital requirements.

* %k Kk k ok

Borrowers and lenders, like the explorers of outer space,
may not always appreciate the potential and the perils that
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they encounter in the still largely uncharted territory of the
new financial frontier created by the globalization of mar-
kets and the development of innovative products. Yet this
new frontier has great potential to enhance the efficiency of
financial markets and strengthen the performance of the
Canadian economy. It offers cheaper services and more
diversified sources of funding. Producers and users who shy
away from the frontier stand to lose out to their more
venturesome competitors.

The Economic Council believes that the changes outlined
initsrecommendations are needed if Canadians are to garner
the benefits of the new financial environment while reducing
the associated risks. Thus we believe that barriers to innova-
tion and restrictions on intemational transactions should be
removed. We also believe that securitized business loans, if
prudently managed, will increase the efficiency of the econ-
omy and serve the financial needs of borrowers in the
regions outside central Canada.

For Canadian-based financial institutions, the new fron-
tier offers many new opportunities within a much more
competitive environment. We realize that these institutions
have been losing share in some rapidly growing markets. We
believe that strong Canadian-based institutions are impor-
tant for our collective future. But we also believe that

competition, not protectionism, is the best way to develop
their strength. Hence we suggest a further relaxation in the
restrictions on foreign competition in the domestic market;
and we propose other measures that have the potential to
enable Canadian institutions to expand their markets, both in
Canada and overseas. If implemented, these measures are
likely toaccelerate the restructuring of the financial-services
industry. This restructuring is an essential prerequisite to
remaining competitive in the marketplace of tomorrow.

While our recommendations give greater emphasis to
promoting competition, they are also aimed at strengthening
the solvency of our financial institutions and the stability of
the domestic and international financial systems. If meas-
ures along these lines are implemented, we believe that the
risks unleashed by the new financial frontier can be man-
aged; and as a result there will be greater scope for more
economic gains.

We are convinced that internationalization will continue.
No shield can isolate Canadians from current international
developments. Therefore, we believe that Canadians, and
their governments, must seize the initiative; they must adjust
the controls of the ship of state to guide our voyage through
the new financial frontier.




Dissent from Recommendation 16

Tom Courchene*

[ support all of the Council’s recommendations, with one
important exception: in my view, Recommendation 16 does
not square well with the thrust of the earlier analysis in
the document. There, the emphasis was on the financial-
services explosion and the growth of the global financial-
scrvices industry, with explicit reference to the fact that
Canadian institutions have fallen substantially in terms of
international size rankings and that in several areas, this has
resulted in a falling share of the Canadian financial-services
business being done by Canadian institutions. What was
perhaps not emphasized sufficiently was that, initially at
least, most of the innovations came from non-banks —secur-
ites firms, “in-house” corporate banks, and organizations
like GMAC, which issued the first Euro-market securitized
offering. This is hardly surprising, since the underlying
nature of the innovations was to shift from intermediated
finance to various forms of “direct” finance - i.e.,away from
traditional banking and towards the activities that one nor-
mally associates with securities firms. Hence, the mush-
rooming of the so-called “off-balance-sheet” activity as the
world’s banks moved into the traditional securities industry
arcas. While some of the bloom has been eroded from global
finance in the wake of the 1987 crash, the fact remains that
financial-services investment is still on the cutting edge of
the computational and telecommunications revolutions.
Hence it is not surprising that the computer and telecom-
munications giants as well as multinationals are entering the
industry - e.g., Reuters, AT&T, BP, GMAC, and now,
perhaps, Bell Enterprises. This perspective is important
since the financial-services explosion and the so-called “big
bangs” are about much more than banks and old-style
banking. Indeed, they are essentially about the move from
commercial banking towards investment banking.

The issue then becomes: how should Canadian policy
approach all of this? My view is that we should be guided by
two principles. First, in an era of rapid innovation and
globalization of the financial sector, any action or innova-
tion ought to be viewed as acceptable unless it can be
demonstrated to be contrary to the public interest ~ i.e., the
“burden of proof” should be placed on those who wish to

* Marcel Pepin endorses Mr. Courchene’s position.

retain the status quo, not on the innovators. The Council’s
document seems to me to argue from the other vantage point:
the status quo somehow acquires “virtue,” and those who
want to bring new capital into the financial sector must prove
that the 10-per-cent rule is inappropriate. Forexample, there
is little or no reference in the text to the fact that the
introduction of the 10-per-cent rule was driven more by
concerns about foreign ownership than by concerns about
self-dealing. Except for one oblique reference, there is no
recognition of the fact that director self-dealing can be every
bit as problematical as shareholder self-dealing. Nor is there
any mention of the conflict-of-interest potential when a
nationwide bank owns a nationwide securities firm let
alone of the fact thatif one can be satisfied that regulators can
handle these potential conflicts of interests, then those which
are associated with commercial links, particularly when the
institutions are large, are in my view regulatorily trivial
by comparison.

The second operating principle in this area ought to be that
Canadian firms be treated on a par with foreign firms. Here,
I am speaking more as a Canadian than as an economist, so
that what follows is a personal, not professional, argument.
The fact that Lloyds Bank and the Hongkong Bank were
allowed to buy faltering Canadian banks but Power Corpo-
ration and the Royal Trust group were excluded “on prin-
ciple” does not make sense. Whatis the operating logic here?
That we have more confidence in whoever regulates these
international banking conglomerates than in our ability to
regulate Power Corporation and other domestic firms? More
recently, Bell Enterprises was not allowed to buy the Com-
merce Group. It went to a firm from the Netherlands - a
jurisdiction that permits both upstream and downstream
commercial links in the financial sector. What sense does
this make for a country where foreign ownership is already
viewed as a concern? Where is the discussion of this issue in
the Council’s document?

Evenmore to the point, Ottawa has now granted American
Express a Schedule B charter (delayed by one year), even
though Amex has commercial links in Canada - and Bell
Enterprises (widely held, but with commercial links) has
made a bid to purchase Montreal Trust. Both of these run
afoul of Recommendation 16. From my perspective, the
former poses many more problems than the latter. This aside,
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both are probably signalling new directions in financial-
ownership policy. How can the Council avoid comment on
these developments (except indirectly, in the sense that
Recommendation 16 would prohibit both)?

Over the past decade or so, Quebec has made incredible
strides in terms of developing a viable financial-institutions
sector. In the West, however, the dossier has been one of
failure after failure. With the advent of securitization, finan-
cial institutions can now diversify their asset portfolio out-
side their own region, so that the concept of western banks
or financial institutions becomes more viable. Recommen-
dation 16, by prohibiting new capital from commercial
sources (except in 10-per-cent tranches) from entering
deposit-taking institutions in the financial arena probably
means that this will remain conceptually possible but prac-
tically unrealizable.

Implementing those two principles should provide a more
appropriate framework for restructuring the financial sector.
It may well be that prohibition of commercial links will end
up as the appropriate policy, but this must be argued analyti-
cally rather than assumed by ascribing virtue to the status
quo. In particular, the document makes far too much of the
presumed link between commercial interests and insol-
vency. The comment that in the presence of commercial
links the deposit-insurance authorities may end up bailing
out the commercial firm rather than the financial institution
is, of course, possible. But isn’t this what the Dome bailout
was all about? And aren’t the Canadian taxpayers in the
process of bailing out the banks for their Latin American
excesses, and aren’t the G-7 members cutting deals with the
Latin American countries to keep the banks afloat? In other
words, 10-per-cent ownership is hardly synonymous with
solvency. The real issues here relate to the role of the CDIC
and to corporate governance. Canadians seem singularly

unwilling to bite the bullet here and, as a result, tend to fall
back on tackling some of the presumed symptoms, such as
commercial links.

None of this is meant to argue against some sort of
limitation with respect to commercial links and wide owner-
ship. However, the 10-per-cent rule appears to have substan-
tially been overtaken by events over the past several years
and, inmy view, itis no longerin the set of feasible solutions.
My preference is for the approach laid out in the Senate
Reports on both ownership and deposit insurance, This is
particularly the case now that Quebec appears to be embrac-
ing this position.

My final general comment relates to the broader policy
arena in which Recommendation 16 is embedded. The
document argues that the principal issue relates to upstream
commercial links (i.e., whether the commercial sector can
own the financial sector) and not downstream links (whether
the financial can own the commercial). Yetitis the latter that
is the emerging issue. Motivated by the takeover binge,
Quebec recently signalled its intention to allow Quebec
financial institutions to buy into commercial enterprises.
Both the Caisse de dépdts and the caisses populaires have
indicated that they will conduct their activities with an eye
to ensuring that the jewels of the real sector remain Quebec-
based. These are among the types of activities undertaken by
universal banks. Will Ottawa follow suit when the next
takeover falls into their lap? Is this the policy avenue down
which we ought to be headed? We need an immediate
national debate on the many issues (foreign ownership,
competition policy, asset concentration) that are subsumed
in the commercial-links/financial-institutions-ownership
nexus. While I could well be wrong, it does not strike me as
particularly useful to begin this difficult policy debate by
harking back to the 10-per-cent rule.




Glossary

Arbitrage. A trading strategy whereby the same asset is simulta-
neously bought onmarket A and sold on market B in order to take
advantage of a presumed price difference between those two
markets.

Asset-backed securities (ABSs). Securities created by gathering
anumber of assets (such as mortgage, car, or commercial loans)
into a pool and issuing certificates of participation in that pool to
investors. Each certificate represents a claim on the pooled
assets, which act as collateral.

Bank for International Settlements. An international organiza-
tion of central banks, established in 1930 to handle war repara-
tion payments. It now acts as a provider of short-term liquidity
to central banks in need, operates the private ECU (European
currency unit) clearing and settlements system, and acts as agent
for several organizations of the European Community. It is a
major forum for promoting cooperation among central banks
and other international organizations.

“Big Bang.” Name given to the institutional changes that took
place on the London stock market on 27 October 1986. Those
changes mainly involved the liberalization of the securities
industry by: freeing access to the stock exchange; permitting the
ownership of securities firms by nonindustry participants; re-
moving minimum commissions; and removing the functional
separation between brokers fulfilling client orders and those
operating on their own account. The “Big Bang” is a symbol of
financial deregulation, although most of the regulatory changes
in the United Kingdom actually occurred when the new Finan-
cial Services Act was passed.

Bretton Woods Agreement.  An international agreement - signed
at Bretton Woods, New Hampshire, in July 1944 by the repre-
sentatives of 44 nations — that established a system of fixed
parities between the currencies of the participating countries and
the U.S. dollar.

Clearing mechanism. An organized system used by financial in-
stitutions to transfer securities or payment orders (such as
cheques) among themselves.

Collateralized mortgage obligations. A form of asset-backed se-
curity created by pooling mortgages and issuing four classes of
securities— A, B, C, and Z — which are sold to investors. The cash
flow generated from the mortgage pool is first used to pay the
interest to the first three classes — A, B, and C ~ and then to repay
the principal of the A class until this class is completely retired.
The same procedure then applies to the B and C classes, in that

order. The Z class does not receive any principal or interest until
all previous classes have been retired.

Commercialpaper. A short-term debt instrument issued by acor-

poration, usually carrying a maturity of 30, 90, or 180 days.

Counterparty. A party on one side of a transaction; for example,

the counterparties to a personal bank loan are the bank and the
borrower.

Creditrisk. Therisk that acounterparty to a contract (a borrower,

for example) may fail to live up to the terms of the contract —
usually with respect to the payment of the interest or the princi-
pal, or both.

Cross-pillar diversification. Theexpansion of institutions in one

“pillar” into activities of another “pillar,” either directly or
through ownership of an institution in another “pillar.” Ex-
amples are the provision of deposit-taking services (a banking
function) by trust companies and the ownership of securities
firms by banks.

Currency swap. A transaction in which interest payments in one

currency are traded for an interest payment in another. The
parties may also exchange the principal amount at a negotiated
exchange rate. At maturity, the principal amount may be ex-
changed back at a pre-arranged exchange rate.

Eurobonds. Bonds issued simultaneously in more than one
country.

Euro-commercial paper (ECP). A short-term debt instrument,
issued directly by a corporation on the Euro-market and carrying
amaturity of 7 to 365 days; Euro-commercial paper is issued in
high denominations — usually a minimum of $100,000 — and is
usually underwritten by a bank or a securities firm. Unlike note-
issuance facilities, however, Euro-commercial paper carries no
safeguard for the issuer, other than an undertaking by the
intermediary to place the paper on a best-effort basis.

Floating-rate notes (FRNs). A long-term debt instrument carry-
ing a floating rate of interest, which is reset periodically in
relation to some independent interest rate — typically the London
interbank borrowing rate (LIBOR).

Forward contract. An agreement between two parties to ex-

change a specified amount and type of commodity or financial
instrument at a future date at a predetermined price.
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Forward rate agreement. An agreement whereby the counter-
parties (usually a bank and its customer) set an interest rate for
a predetermined date in the future on a hypothetical (notional)
amount of principal.

Futures contract. A contract, usually traded on an organized ex-
change, that confers the right and the obligation to buy a specific
commodity or currency at a fixed date and at a predetermined
price.

Glass-Steagall Act. The U.S. Banking Act, adopted in 1933,
which established, among other things, the principle of separa-
tion of banking from securities activities.

Hedging. The taking of a position to reduce risk by offsetting
existing or anticipated exposure to a change in market prices.

Interest-rateswap. A transaction in which two counterparties ex-
change interest payments on a hypothetical (notional) principal
amount. The main types of swap are: a fixed-rate instrument for
afloating-rate instrument in the same currency; one floating-rate
index for another floating-rate index in the same currency; and
a fixed-rate instrument in one currency for a floating-rate instru-
ment in another.

Issue. This term can be used with two different meanings: 1) the
offering for sale of a new series of stock or bond by a corpora-
tion, government, or institution; and 2) a security outstanding.

Letter of credit. A commitment by a bank or some other financial
institution to pay a certain sum of money on demand on behalf
of a client who pays a fee for this guarantee.

Market maker. A market participant, usually a financial institu-
tion, that stands ready to buy - or to sell out of its own inventory
—a specific asset, so that the asset can always be traded by other
market participants. The market maker eamns a profit from the
difference between the buying and selling prices. Market-
making activity maintains liquidity in the asset, reduces its
riskiness, and makes it a more attractive investment.

Mortgage-backed bonds. Bonds issued by amortgage company,
mainly in the United States, which pay interest at regular
intervals and repay the principal either periodically or at matur-
ity. These are asset-backed securities in which a pool of mort-
gage loans acts as collateral; however, the bonds remain a direct
liability of the issuing company, and the loans remain on the
book of the originator.

Mortgage-backed securities. ~ Asset-backed securities based ona
pool of mortgages.

Mortgage pass-throughs (MPTs). A form of mortgage-backed
security, in which interest and redemption payments on the
mortgagesreceived by the pool are redistributed to the certificate
holder at the prorata of their share in the pool.

Nationaltreatment. In trade negotiations, an agreement between
the parties that foreign and domestic institutions will be treated
in exactly the same fashion by the host country.

Note-issuance facilities (NIFs). A medium-term (i.e., five to
seven years) binding commitment, under which a borrower can
issue short-term paper in its own name with a maturity of three
to six months. The facility is generally underwritten by a bank,
and the bank normally undertakes to extend credit to the issuer
or to buy its notes if they cannot be sold at an agreed-upon
minimum price.

Off-balance-sheet activity. The share of the business of financial
institutions that does not involve the reporting of assets or
liabilities on the balance sheet. This activity is generally of the
type that creates a contingent liability for the institution.

Options contract. A contract that gives the holder the right, but
not the obligation, to buy or to sell a specified amount of a com-
modity, financial asset, or currency at a predetermined price-or,
in the case of an interest-rate option, to fix the interest rate at a
specified future date on a hypothetical (notional) amount.

Originator. The institution or lender that originally extends a
loan to a borrower.

Over-the-counter transactions. Trading in financial instruments
that is conducted outside of organized exchanges. These trans-
actions include bank loans, swaps, and so on.

Perpetual floating-rate notes.  Floating-rate notes issued mainly
by banks and corporations, without a set redemption date.

“Pillar.” Group of institutions performing a major financial
function. The Canadian financial system is often described as
consisting of four “pillars™: banks, trust companies, insurance
companies, and securities dealers.

Position risk or price risk. The risk that the financial position of
a market participant will be adversely affected by a change in
interest or exchange rates if its assets and liabilities are not
matched with respect to interest-rate structure or currency
composition.

Private pension plan. A pension plan sponsored by an employer
(in either the private or the public sector) or by a union for its
members. Private plans include: trusteed pension plans, in which
funds collected from employees and employers are managed by
a trustee; insured plans, where the funds collected are merged
with an insurance company’'s insurance funds; registered retire-
ment savings plans (RRSPs); and some government employee
plans where funds are held by governments in their consolidated
revenue accounts. By contrast, public pension plans are provided
by governments to all residents who qualify by reason of
age or income or both. They include the Canada and Quebec
Pension Plans, Old Age Security, and Guaranteed Income Sup-
plement.




Prospectus. A legal document prepared by a corporation as a
prerequisite to a bond or stock issue. It describes the conditions
of the issue and provides information on the corporation. A
prospectus must be filed with most securities commissions
before they will allow a corporation to offer its securities for
public sale.

Reciprocity. In trade negotiations, the exchange of concessions
to the mutual, equal advantage of each party. This differs from
“national treatment” (q.v.) in that under the latter, an institution
from one country can do in the host country whatever the host
country’s own institutions can do, whereas under reciprocity,
the emphasis is on each country giving concessions of equal
value.

Securitization. This term is used with two meanings: 1) the direct
issue of securities by corporate borrowers; and 2) the repackag-
ing of mortgage, credit-card, or car loans into securities pools
through the issuance of asset-backed securities. In the first
meaning, securitization refers to the increased use of traditional

—
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securities — such as bonds — and a variety of new negotiable
instruments such as NIFs, FRNs, and Euro-commercial paper. In
the second meaning, it refers to the conversion of loans or
receivables into negotiable instruments, which are then offered
to investors.

Settlements mechanism. An organized system used by financial
institutions to effect final payments for transactions.

Swap. A financial transaction in which two parties agree to ex-
change streams of payments over time, according to a predeter-
mined rule. See “currency swaps” and “interest-rate swaps.”

Thrift. Regional banking institutions in the United States, con-
sisting of credit unions, mutual saving banks, and savings and
loan associations. Thrifts are the major group of institutions
originating mortgages in the United States.

Underwriting. The process by which securities or insurance poli-
cies are issued.
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