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Résumé 

LES INSTITUTIONS DE DgpOTS - RISQUES ET INSOLVABILITE 

Depuis les années 70, la transformation des avoirs par les 

institutions de dépôts a évolué et s'est adaptée ~ un nouveau 

contexte caractérisé par une inflation accélérée et prévue, 

l'instabilité des taux d'intérêt et un accroissement de la 

concurrence sous l'effet du progrès technologique et des innovations 

financières. Au cours du processus, ces institutions ont été 

exposées de plus en plus aux risques, ce qui les a rendues plus 

vulnérables à l'échec. 

Le présent document définit six grands types de risques auxquels 

font face les institutions de dépôts: il s'agit des risques liés au 

crédit, aux taux d'intérêt, au financement, au passif éventuel, à la 

gestion et aux prestations de services. Il examine les principaux 

facteurs relatifs aux institutions et aux marchés, qui ont peut-être 

modifié le profil de risque de ces institutions et influé sur leurs 

tentatives pour contrôler leur exposition aux risques. 

L'auteur évalue les diverses définitions de l'insolvabilité des 

institutions et des modalités de fermeture. Bien que les 

définitions juridiques de l'insolvabilité soient ambiguës, les 

procédures qui précèdent la fermeture ont permis aux organismes de 

réglementation ainsi qu'aux tribunaux d'explorer suffisamment la 
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viabilité éventuelle d'une institution en difficulté ainsi que les 

facteurs externes liés à la fermeture. Toutefois, l'auteur soutient 

que la Société d'assurance-dépôts du Canada devrait être autorisée à 

jouer un rôle plus direct dans la détermination de l'insolvabilité 

et de la fermeture. En outre, l'utilisation, par cette institution, 

d'accords avec des sociétés mandataires et d'ententes 

administratives, en vue de dissoudre des institutions ayant fait 

faillite, devrait être une exception à la liquidation immédiate 

plutôt que la rêgle. , 

~ I 

On ne s'entend pas sur la quantité de capital qui permettrait de 

maintenir la confiance dans le système des institutions de dépôts, 

non plus que sur les articles du bilan d'une institution qui peuvent 

le mieux y contribuer. Le document explore certaines des questions 

concernant les normes de suffisance du capital et examine les ratios 

de levier financier de certaines institutions canadiennes. 

Les organismes qui réglementent les institutions de dépôts 

estiment que leur mandat de veiller à la "sécurité et à la 

solvabilit~" de ces institutions consiste â empêcher leur faillite. 

Le Document se fonde sur l'expérience américaine et sur les écrits 

au sujet des modèles de prédiction des faillites, en vue de 

justifier des examens sur place ainsi que le recours à des systêmes 

de pré-alerte. 

4 

Dans l'analyse du cadre de réglementation pour la prévention des 

faillites, les propositions de réduire les incitations à prendre 
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des risques ûxag~rês comprennent des rêformes a apporter au rêgime 

d'assurance-dépÔts, aux r~gles de divulgation ainsi qu'â 

l'auto-rêglementation prévue par le mandat des institutions 

financières. 

Enfin, l'étude fait valoir que le cadre de réglementation ne peut 

pas, et ne devrait pas, refuser aux diverses institutions de dépôts 

le droit de sortir du système, lequel peut avoir une valeur 

thérapeutique et disciplinaire. La politique publique doit 

permettre aux institutions non solvables et mal gérées de faire 

faillite, mais elle doit en même temps assurer la sécurité et la 

Solvabilité du système financier. 
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DEPOSITORY INSTITUTIONS: RISKS AND INSOLVENCIES 

Abstract 

Starting in the 1970s, the asset transformation 
performed by depository institutions changed to accommodate itself 
to a new environment of accelerated and anticipated inflation, 
interest rate volatility, and more competition fostered by 
technological and financial innovation. In the process these 
institutions increased their exposure to risk which made them more 
vulnerable to failure. 

This paper defines six major types of risk-credit risk, 
interest rate risk, funding risk, contingent liability risk, 
management risk and delivery risk - faced by depository 
intermediaries. It considers the major institutional and market 
factors that may have changed the risk profile of these 
institutions and their attempt 'to manage their exposure to risk. 

In the discussion of the regulatory framework for 
failure prevention, proposals for reducing incentives towards 
excessive risk taking include reforms to the deposit insurance 
system, disclosure rules and mandated self-regulation. 

The various definitions of institutional insolvency and 
procedures for closure are assessed. Despite the ambiguity of the 
legal definitions of insolvency, the procedures used before 
closure applies have allowed the regulators and the courts to 
adequately explore the potential viability of a problem 
institution and the externalities associated with closure. 
However, it is argued that the Canada Deposit Insurance 
Corporation should be authorized to play a more direct role in 
determining insolvency and closure. Moreover, the Corporation's 
use of agency and administration agreements for winding-down 
failed institutions should be the exception to immediate 
liquidation rather than the rule. 

Disagreement exists concerning both the appropriate 
amount of capital adequate for maintaining confidence in the 
depository system and the items on an institution's balance sheet 
that best serve this purpose. The Paper explores some of the 
issues with respect to capital adequacy standards and examines the 
capital leverage ratios of some Canadian institutions. 

,. 
Regulatory agencies of depository institutions interpret 

their "safety-and-soundness" mandate as one of failure prevention. 
The Paper draws on American experience and the literature on 
failure prediction models to make a case for on-site-examinations 
and the use of early warning systems • . ' 

Finally, it is argued that the regulatory framework 
cannot, and should not, make individual depository institutions 
immune from the therapeutic and disciplinary role of exit. Public 
policy must allow unsound and poorly managed institutions to fail, 
but at the same time protect the safety and soundness of the 
financial system. 
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FOREWORD 

This paper is one of the outputs from the Council's eighteen month 

study of the Canadian financial system and the regulation of 

financial institutions. The decision by the Economic Council of 

Canada to undertake a major study of the financial system in 

Canada was motivated by several factors. The most important of 

these was the fundamental changes taking place in the operations 

of financial institutions and markets that produced increased 

diversification and competition, while at the same time a number 

of institutions were facing insolvency. 

In March of this year, the Council published the detailed results 

of this study in a research report entitled A Framework for 

Financial Regulation. Based on this research, in November 1986, 

the Council had published a statement entitled Competition and 

Solvency: A Framework for Financial Regulation which contained 

31 recommendations designed to improve the framework of financial 

regulation, to improve public confidence in the stability of the 

financial system and to promote competition. Public confidence in 

the operation of the financial system is a crucial ingredient for 

its efficient operation and insolvencies of financial institutions 

can severely damage that confidence as well as imposing severe 

hardship on those who had placed their trust in these 

institutions. An evaluation of risks undertaken by financial 

institutions and of the mechanisms in place to control those risks 

and to minimize loss to depositors when an institution fails is 

the objective of this present study. 

H.H. Binhamrner is Dean of Arts and Professor of Economics at the 

Royal Military College of Canada at Kingston. He has many 

publications in the field of financial institutions including 

several editions of a textbook on money and banking. 

Judith Maxwell 
Chairman 
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I - I NTPDOLCT ION 

An essential function of financial Institutions Is to facl I I tate the 

transfer of funds between surplus and deficit spending units to al low them to 

reorder Intertemporaly their consumption pattern from that possible by their 

expected lifetime earning or Income pattern. Financial Institutions are 

Involved In this process as market Intermediaries and financial Intermediaries. 

The essential difference between these two types of Intermediaries is that 

financial Intermediation Involves asset transformation. 

There are two basic kinds or types of asset transformation: payment 

Intermediation and maturity-risk transformation, both of which fal I under the 

rubric of financial Intermediation. (see Bryant (1980), Diamond and Dybvlg 

(1983), Merrick and Saunders (1985». Payments Intenmedlatlon Is known as 

banking undertaken by so-cal led depository Institutions which In canada Includes 

the chartered banks, trust companies, mortgage loan companies, credit unions and 

caisses populaires. These Institutions engage In payments Intermediation when 

they hold portfol los of financial assets against which they Issue claims In the 

form of deposits which serve as a medium of exchange. The most Important 

payments Intermediary, aside from the private depository Institutions, Is the 

central bank which holds financial assets of the federal government against 

which It Issues claims In the form of currency and deposits held by a specified 

group of private financial Institutions as reserves and clearing balances. 

Maturity-risk Intermediation refers to the transformation of assets' 

where Institutions hold assets and Issue claims which have different 

characteristics with respect to denomination, term and capital value. 

Denomination Intermediation takes place when a financial Institution provides 
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funds to borrowers In different denominations from the sources of their funds. 

Term Intermediation results when a financial Institution suppl les funds for a 

different term than that for which they have been borrowed. capital value 

Intermediation occurs when a financial Institution lends (borrows) at fixed 

rates and borrows (lends) at variable rates. 

Asset transformation Is a market solution for optimal risk sharing 

among people with different consumption patterns. Because the pub I Ie holds a 

preponderance of I I liquid assets It faces the risk of being I I liquid and hence 

unable to satisfy Its desired consumption patterns. With asymetrlcal states of 

Infonmatlon, these risks are not pUb I Icly verifiable and can therefore not be 

directly Insured. An alternative Is asset transfonmatlon where financial 

Intermediaries exchange their liquid assets for the publ Ie's I I liquid assets. 

In this way financial Intermediaries assume some of the pub I Ie's I I liqUidity 

risk. However, efficient risk sharing by private sector financial 

Intermediaries depends critically on the publ Ie's confidence In the continued 

solvency of these Institutions. 

Uni Ike Insolvency by real sector firms, that by Individual depository 

Intermediaries has much broader Implications for economic welfare because of the 

so cal led "contagion effect", This effect refers to the posslbl I Ity that 

Insolvency and the Inabl I Ity of one Institution to honour Its I labl I Ity 

contracts affects the solvency of other Intermedlalrles. In the case of 

depository Institutions, if one Institution Is unable to redeem Its deposits and 

the pUb I Ie perceive that other Institutions may do likewise, those who need not 

withdraw (have no liquidity need) wi I I find It optimal to withdraw based on 

their perception because institutions use a sequential serving rule In honouring 

deposit redemption. Hence the solvency of al I depository Institutions can be 

threatened by the Insolvency of one or a sma I I group of Institutions and prudent 
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management of a single Institution Is not necessarily sufficient to protect It 

fran failure. 

Another feature of depository Institutions which separates them from 

other types of business Is their central role In the payments system. A 

peculiar aspect of this system, as with the telephone, Is that a user's benefit 

depends upon the extent to which It Is uti I I zed by others. This Is optimized 

when depositors have confidence In the soundness of depository Institutions. 

This Is an additional reason why the solvency of these Institutions Is an 

Important concern for pub I Ic pol Icy. 

The remainder of this study Is organized as fol lows. Section I I 

presents a discussion of the risks faced by the depoSitory Intermediaries which 

affects their solvency. Major Institutional and market factors that may have 

changed the risk prof I Ie of these Institutions are considered as wei I as the 

ways In which the Institutions have attempted to manage their risks. Section 

I I I deals with Institutional Insolvency and capital adequacy. Early warning 

systems are reviewed In Section IV. Section V considers the role of depoSit 

Insurance and other regulatory changes proposed to satisfy the safety and 

soundness of the financial system for purposes of asset transformation and' 

optimal risk sharing. 
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I I - I NST I TUT IONAL RISK ~ I TS MANAGEMENT 

In the 1970's, Induced by accelerated and anticipated Inflation, and 

greater competition fostered In large part by technological and financial 

Innovations at home and abroad, depository Institutions' asset transfonmatlon 

function changed to accommodate Itself to this new environment. Whl Ie this 

Increased their traditional risks, It also exposed them to new risks calling for 

new approaches for their management. Risks that can threaten an Institution's 

solvency can be classified Into six major categories: credit risk, Interest rate 

risk, funding risk, contingent I labl I Ity risk, management risk and del Ivery 

risk. 

( I) Cred I tRI sk 

AI I financial Intermediaries are exposed to credit risk; that Is, the 

risk of borrowers defaulting on the pa~nt of principal and Interest. An 

Institution's exposure to credit risk depends upon the risk associated with any 

one loan or Investment and the average default risk of Its asset portfolio. 

Before the 1970's the preponderance of chartered bank lending took the 

fonn of commercial loans which were considered to be self-liquidating Insofar as 

they financed business Inventories and current operating expenditures. 

Moreover, these loans were extended to businesses against rather conservative 

I Ines of credit based on the borrower's credit worthiness and the quality and 

amount of col lateral available. Aside fran carefully monitoring the default 

risk of Individual loans, the banks managed the composition of their loans to 

control the average default risk of their asset portfol los. This Impl led 

selecting loans or activities where the correlation among the activities Is 

either negative or si Ight. Portfolio diversification presented few prOblems 

Insofar as their Operations were national In scope. Moreover, withoUt pressures 
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of competition, the banks could be selective In loan placement and usually 

restricted the size of anyone loan to a relatively sma I I proportion of their 

capital or equity base. From the point of view of the chartered banks' exposure 

to credit risk, their solvency remained unquestionable. 

Today the solvency of al I the chartered banks can no longer be 

considered to be as Immune from credit risk as fonnerly. This Is the result of 

their domestic lending practices, their foreign lending, the regional nature of 

same of the banks' operations, and macro-eoonamlc uncertainties. 

During the latter half of the 1970's canadian businesses turned 

Increasingly to the chartered banks for financing. The banks' business loans 

Increased fram $5.2 bl I I Ion In 1978 to $32:1 bl I I Ion In 1981. Over the same 

period the share of business financing originating fram the chartered banks 

Increased from 31.7 percent to 78.2 percent. Insofar as bank borrowing was used 

as a substitute for equity. the business sector's debt/equity ratios reached 

historically high levels. When Interest rates Increased and economic conditions 

deteriorated, corporations experienced debt management problems which adversely 

affected the quality of the banks' asset portfol los. 

Aside from the overal I Increase in the banks' lending to business, the 

banks also Increased the size of Individual loans, especially those extended to 

businesses to facl I I tate take-overs In the 01 I and gas Industry. The Inspector 

General of Banks, In testimony to the House of COmmons Standing COmmitte on 

Finance Trade and Economic Affairs (Bank Profits, 1982:99) revealed that there 

were four loans outstanding that exceeded $500 ml I I Ion to a single borrower and 

15 loans exceeding $500 ml I I Ion to connected companies with closely related 

risks. He observed that such large loans created "fragl I Ity within the banking 

systan" and that he "became concerned that the systan was running ahead of what 

[he) considered to be prudential limits" (canada, House of COmmons, Issue 84, May 

1982). He also Indicated that he had Informed the banks that their total loans 
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to anyone borrower should not exceed 50 percent of a bank's shareholders' 

equity and preferred shares. In some cases, the amount of these loans had 

approximated 75 percent to 100 percent of the lending bank's capital. The major 

banks subsequently reassessed their Internal guldel Ines and announced that they 

were restricting the maximum of their loans to a single borrower to 15 percent 

and to associated borrowers to 25 percent of their total capital. The House of 

Commons COmmittee on Finance Trade and Economic Affairs recommended In 1982 that 

the size of loans to anyone borrower or associated group of borrowers should 

not exceed 25 percent of a bank's total capital unless approved by the Inspector 

General of Banks1. (Bank Profits, 1982:99) 

Restricting the total amount of a bank's loans to a single borrower 

and associated borrowers to a specified proportion of Its capital base 

encourages loan syndication which spreads risk among lenders. However, It may 

also shift more risk onto borrowers If a bank has less Incentive to keep a 

borrower In financial difficulty afloat when It Is a participating rather than a 

sole lender. Whl Ie this makes Individual bank loans rlsker, the overal I risk of 

a bank's loan portfolio Is reduced If as a result of loan syndication better 

diversification can be achieved. 

During the 1970s, the banks also started to make more project loans. 

With this type of financing, the debt Is serviced from the expected cash flow of 

the project Itself and security Is limited to the assets of the proJect.2 Known 

as non-recourse lending, the banks have recourse against the project only and 

not against the sponsoring company. Large energy and real estate projects, 

whose success depended on higher prices, were financed with bank loans under the 

assumption that Inflation would continue Into the future. However, with 

recession In the early 1980s, the anticipated cash flows to be generated by many 

of these projects did not material Ize, and the banks' loans either went Into 
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default or had to be restructured. The banks suffered simi lar difficulties with 

their so-cal led prOduction loans which were to be serviced by 01 I and gas 

reserves that were expected to be prOduced. In effect, the banks had became 

Important market Intermediaries which exposed them to risks not usually 

associated with their traditional function of financial Intermediation. 

The major canadian banks, because of their size and the national scope 

of their operations, have little difficulty In reducing the average risk of 

their loan portfol los by diversifying them by type of loan and sector of 

Industry. This was also made easier fol lowing the last two revisions of the 

Bank Act which provided them with the opportunity to expand their personal and 

residential mortgage lending actlvlty.3 

The more recently chartered and sma I 1er canadian banks, partlcul~rly 

those with a regional concentration, have experienced difficulties due to their 

Inabl I Ity to appropriately diversify their portfol los. Inappropriate portfolio 

diversification resulted In difficulties experience by the Bank of British 

COlumbia, the canadian Commercial Bank and the Northland Bank fol lowing the 

sustained downturns In the economies of British COlumbia and Alberta after 1981. 

The canadian banks exposure to credit risks have also Increased as a 

result of their expanded International operations. (See Wright, 1983). By 1980 

same 41 percent of their asset portfol los were denominated In foreign 

currencles4. Credit risks can be higher In foreign than In domestic lending 

because of the difficulty and cost of acquiring Information on the credit 

worthiness of borrowers. In addition, to the usual credit risks associated with 

domestic loans, foreign loans expose the banks to so-cal led country risks. 

These Include the risks of political and social upheaval, nationalization or 

expropriation, government repudiation of external debts or foreign exchange 
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control In a country where the banks have loans outstanding. An Important part 

of country risk Is now referred to as sovereign risk which Is the result of 

claims against foreign governments and their agencies and enterprises. 

The canadian banks Increased credit risk exposure Is reflected both In 

their loan loss experience and In the amount of non-performing loans.5 The loan 

loss provision In anyone year Is Included as an expense In a bank's 

Con so I I dated Statement of Income and In turn Is added to Its Appropriations for 

COntingencies In Its consolidated balance sheet. The amount of each year's 

provision for loan losses is calculated by applying a five-year moving weighted 

average ratio of loss experience on loans to outstanding eligible loans at 

year-end. The method of calculation and the definition of eligible loans are 

prescribed In rules Issued by the Minister of Flnance.6 A bank's actual loan 

losses In anyone year are deducted from Its accumulated appropriations for 

contingencies which are part of Its capital base. Hence, In anyone year when 

the actual amount of loss experience Is larger than the loan loss provision, a 

bank's capital is reduced by the difference. As Is shown In the table 1, In six 

of the last seven years the actual loan loss experience of the canadian banks 

has exceeded their loan loss provisions. In 1983 the total loan loss experience 

was equal to 23.48 percent of their shareholders' equity, which by historical 

standards was exceptionally high. Had It not been for federal government 

assistance to major bank borrowers such as Dome, Massey-Ferguson, Malsl In and 

the Atlantic fishing Industry, their loan loss In recent years probably would 

have been substantially higher. 

The actual loan loss experience has also been high relative to the 

coverage provided by the banks' net Income before the prOVision for Income 

taxes. As Is shown in the table, this coverage was 4 times In 1978, and 

negative In each of the three years after 1981. 

J 

• 
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TABLE 1 

LOAN LOSS: CANAD I AN--œNED a-tARTERED BAN<S 

($ MILLIONS) 

( 1 ) (2) (3) (4) (5) (6) (7) 
Year End. Loan Loss Actual Loans Shareholders' Actual Net Incane Loan 
October 31 Provision Loss EqUity Loan before loss as 

Experience loss Taxes percent 
as a of net 
percent Incane 
of 
Equity 

" % 

1978 382.6 383.9 5,672.0 6.77 1,582.9 24.25 
1979 486.3 437.0 6,848.1 6.38 1,443.0 30.28 
1980 624.7 787.2 8,039.6 9.79 1,561.1 50.42 
1981 864.6 934.8 10,105.9 9.25 2,229.4 41.93 
1982 1,397.5 2,448.4 11,257.6 21. 75 1,630.1 150.2 
1983 1,710.6 2,939.1 12,513.0 23.48 2,772.5 106.0 
1984 2,003.2 2,473.5 14,976.5 16.51 2,423.2 102.1 

Source: Bank of canada Review, Apr I I 1985 
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As IS shown In Table 2, a large proportion of the banks actual loan 

losS has been on account of their foreign loans. In the last three fiscal years 

the International loan loss of the six largest canadian banks was 39.4 percent 

of their total loss. At the end of their 1984 fiscal year their loans to Latin 

American countries alone amounted to some $20 bl I I Ion which was the equivalent 

Of over 150 percent of their primary capital. The Inspector General of Banks has 

suggested to the banks that they set up over their 1985 and 1986 fiscal years 

reserves equal to between 10 and 15 percent of their total exposure to 32 

designated countries experiencing debt-repayment difficulties. Before the 

request was made, the banks generally had set aside reserves equal to between 

two and four percent of their exposure to these countries. The banks are now 
I 

also required to disclose to the Inspector General of Banks their exposure to 

anyone country which Is greater than one percent of their assets.7 

Deterioration In the quality of the banks' asset portfol los Is also 

Indicated by Increases In their non-accrual loans, formerly referred to as 

non-performing loans. Loans are Identified as non-accrual when Interest has not 

been paid for more than 90 days or where in the opinion of a bank's management, 

there is doubt as to the col lectlbl i Ity of principal and interest. When loans 

are placed on a non-accrual basis, unpaid interest previously accrued Is 

reversed and charged against current earnings. Should Interest be received 

whl Ie repayment of principal Is In doubt, It Is usually appl led toward reducing 

loan principal outstanding. 

The amount of non-accrual loans as reported by most of the banks In 

their Annual Report Is shown In table 3. The significant Increases In domestic 

non-accrual loans after 1981 reflects cash flow difficulties of corporate 

borrowers In the gas and oi I, commercial real estate and forestry sectors In 

Alberta and British Columbia. As with their loan loss experience, the amount of 
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TABLE 2 

LDAN LDSS, I I'D I V I Cl.JAL CANAD I AN BAI'I<S 
(As of October 31, $ ml I I Ions) 

1980 1981 1982 1983 1984 

The Royal Bank of canada 
Danestlc 91 144 530 454 380 

International 147 219 680 772 74;2 
Total 238 363 1,210 1,226 1,122 
Percent of eligible loans 0.35 0.36 1.00 1.18 1. 11 

canadian Imeerlal Bank of Commerce 
Dcmestlc 217 151 428 496 314 

International 5 17 60 226 186 
Total 222 168 488 722 500 
Percent of eligible loans 0.60 0.34 0.87 1.36 0.92 

The Toronto-Dominion Bank 
Danestlc 41 5~ 150 220 175 
International 3 29 48 68 117 
Total 44 85 198 288 292 
Percent of eligible loans 0.19 0.25 0.56 0.84 0.79 

The Bank of Nova Scotia 
Dcmestlc 68 98 224 298 181 
International 5 89 62 104 
Total 73 98 313 360 285 
Percent of total loans 0.26 0.28 0.84 0.96 0.71 

Bank of M:>ntrea I 
Domestic 127 181 360 373 155 
International 27 87 190 178 210 
Total 154 268 550 551 365 
Percent of eligible loans 0.46 0.60 1.13 1. 19 0.68 

National Bank of canada 
Domestic 121 59 98 77 48 

International 20 43 68 
. Total 121 59 117 120 116 

it Percent of eligible loans 1.28 0.51 0.89 1.02 0.91 

COntinental Bank of canada 
Total 10.7 9.52 29.78 32.13 26.50 
Percent of eligible loans 0.41 0.33 0.86 0.80 0.57 

Mercanti le Bank of canada 
Total 6.2 16.8 30.6 23.8 31.4 
Percent of eligible loans 0.20 0.53 0.85 0.68 0.78 

Bank of British COlumbia 
Total 51.3 85.4 
Percent of eligible loans 2.16 3.24 

Source: 1984 Annual Reports of the respective banks. 
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TABLE 3 

l'ON ACCRUAL LOANS ( 1 ) CANAD I ~ œ'NED BAN<S 
As of October 31, s millions) 

1980 1981 1982 1983 1984 

The Ro~al Bank of canada 
Danestlc 171 216 1,252 1,632 1,407 
Foreign 33 12 788 1,206 1,276 
Total 204 228 2,040 2,838 2,683 
Percent of total loans 0.50 0.40 3.38 4.89 4.55 

canadian Imeerlal Bank of Commerce 
Danestlc 236 392 1,113 1,715 1,415 
Foreign 2 1 103 169 381 
Total 238 393 1,216 1,884 1,796 
Percent of total loans 0.65 0.80 2.27 3.84 3.52 

The Toronto-Damlnlon Bank 
Danestlc 109 185 733 1,025 962 
Foreign 150 ~ 312 338 380 
Total 259 284 1,045 1,363 1,342 
Percent of total loans 1.15 0.87 3.21 4.42 3.99 

The Bank of Nova Scotia 
Dcmestlc 1,048 752 
Foreign 327 411 
Total NIA NIA NIA 1,375 1,163 
Percent of total loans 3.87 3.04 

Bank of Wont rea I 
Danestlc 687 736 640 
Foreign 437 526 784 
Total NIA NIA 1,124 1,262 1,424 
Percent of total loans 2.55 3.04 2.97 

National Bank of canada 
DcJnestlc 174 169 
Foreign 42 53 
Total NIA NIA NIA 216 222 
Percent of total loans 1.63 1.48 

COntinental Bank of canada 
Danestlc 22 77 78 70 
Foreign 
Total NIA 22 77 78 70 
Percent of total loans 0.72 2.25 2.02 1.56 

Mercanti le Bank of canada 
Total 25 14 216 266 208 
Percent of total loans 0.90 0.48 6.60 8.29 5.55 

Bank of British COlumbia 
Total 88.5 59.5 
Percent of total loans 3.72 2.39 

( 1 ) After deductions for specific provisions for losses. 

Source: 1984 Annual Report of the respective banks. 
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the banks non-accrual loans probably would have been higher had It not been for 

governnent assisted "bal louts" of sane of the banks' larger borro.vers and bank 

assisted corporate debt restructuring agreements. In sane cases, loans that 

could not be repaid were replaced on the banks balance sheets with corporate 

preferred and common shares. 

The amount of non-accrual foreign loans, In particular, would have been 

substantially higher had It not been for debt rescheduling arrangements by the 

international banking community for countries In economic distress. SOme 

non-accrual loans were made current with additional loans extended by the banks 

to al low borro.vers to meet their pa~nts on existing loans. In other 

Instances, the banks al lowed debtors to capital Ize overdue Interest. Both 

methods for dealing with non-accrual loans adversely affected the quality of the 

banks' foreign loan portfol los which prompted the Inspector General of Banks' 

to request additional reserves against these loans. 

The evidence that Is available suggests that during the period of rapid 

business loan expansion after the mld-1970's, the canadian chartered banks 

lending strategies accepted higher credit risk exposure both in terms of the 

quality of Individual loans and the degree of portfolio diversification. Their 

credit risk exposure also Increased as their term loans were replaced with 

variable rate loans which had the effect of substituting Interest-rate risk for 

credit risk. In addition, the credit risks assumed by same institutions were 

primarily the result of mismanagement. The latter two reasons explaining the 

higher credit risk exposure are considered separately below. 

Legislation requires that Trust and Mortgage loan companies hold the 

predominant proportion of their assets In loans secured by real estate. 

Moreover a mortgage loan may not exceed 75 percent of the value of the 

underlying real estate, unless the excess is appropriately Insured. Hence the 
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credit risk of these companies depends upon the market value of real properties 

when loans have to be foreclosed and the abl I Ity of the borrower to repay. 

As early as 1935 under the Dominion Housing Act, In 1937 under the 

Home Improvement Loans Guarantee Act, and with the National Housing Act and the 

establishment of the canada Mortgage and Housing COrporation, the federal 

government shared the risks of residential mortgage loans. However, Its risks 

on Insured residential mortgages have been control led by construction quality 

standards and In the case of owner-occupled housing by gross debt service to 

Income ratios. In effect, mortgage Insurance has Insulated from default risk 

the Institutions' residential mortgage loans extended under the National Housing 

Act. 

COnventional residential mortgage loans, which are usually second or 

lower ranking, are not Insulated fram risk by government Insurance but may be 

covered by private Insurers. These loans constitute 42 percent of trust and 

loan companies asset portfol los. For most companies residential mortgage loans 

have not been a major source of Increase In their credit risk exposure. The 

exception has been companies In Western Canada who experienced an Increase In 

foreclosures fol lowing a large dec I Ine In real estate values after 1981 In 

Alberta and British COlumbia. 

Excessive credit risk associated with commercial mortgage lending 

explain the higher recent Incidence of fal lure among trust and mortgage loan 

companies. In most cases of fal lure, excessive credit risk has been related to 

mismanagement and self dealing. Loans were made based on unrealistic and In 

same Instances fraudulent property values. In other Instances, the expected 

Income from property development and construction being financed fel I far short 

of what was required to service mortgage loans and to meet administrative costs. 

, 
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Furthermore, ever Increasing complexity was added to loan contracts to 

circumscribe prudent lending practices and at times to escape the attention of 

regulators. 

(I I) Interest Rate Risk 

Before the mid-1960's when the yield curve of the structure of 

Interest rates remained stable and positively Sloped. and the financial 

Institutions could depend almost entirely on growth In their stable retal I 

deposit base to fund their assets, their major risk was credit risk which they 

could control with appropriate asset management techniques. After 1967. with 

the removal of the legislated six percent cel ling on their loans, and later with 

the Introduction of foreign banks and new domestic banks, competition for 

deposits, particularly at the wholesale level, Intensified. The major canadj an 

chartered banks gained their first experience In competing for wholesale 

deposits when they expanded their operations into foreign markets during the 

1960's. The growing rei lance on wholesale rather than retal I deposits 

Introduced funding risks which the institutions control led with requisite 

I labl I Ity management. In the mid-1970's, with higher levels and volatl I Ity of 

Interest rates, and In partlcul~r sudden reversals In the slope of the Interest 

rate yield curve,deposltory Institutions became subject to Interest rate risk, 

commonly referred to as mismatch risk. To control these risks asset-I labl I ity 

management was developed. 

Interest rate risk has two components: Income risk and Investment 

risk. Income risk Is the risk of loss In net Interest Income as a result of 

unsynchronlzed movements in an Institution's borrowing and lending rates. 

Investment risk Is the risk of loss In net worth due to Interest rate changes. 

Net worth Is the difference In the market values of assets and nonequlty 

I I ab I lit I es . 
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To facl I I tate control of Interest rate risk, two measures have been 

developed - "gap" and "duration gap" - to Identify an Institution's exposure to 

Interest rate rlsk8. These measures, In turn, can be used to develop 

appropriate asset-I labl I Ity strategies for control ling Interest rate risk. 

Gap management can be used to Insulate net Interest Income from 

unexpected changes In market Interest rates. A gap Is defined In tenms of 

rate-sensitive assets (RSA) and rate sensitive I labl I Itles (RSL) and expressed 

either as dollars or as a percentage of total earning assets. Assets and 

I labl I Itles that mature or can be repriced within a year are usually considered 

as being rate sensitive or variable. When RSA) RSL, a positive dollar gap Is 

said to exist which exposes an Institution's net Interest Income to unexpected 

dec I Ine In interest rates9. Alternatively, when RSA(..RSL, a negative gap exists 

which exposes an Institution to a rise In Interest rates. For example, when 

Interest rates rise unexpectedly, as rate-sensitive I iabi I Itles mature or are 

repriced, they are replaced with I labl I itles at the higher rates, thus 

Increasing the Institution's Interest expense and reducing Its net Interest 

Income. But as rate-sensitive assets mature or are repriced, they are replaced 

with assets that earn the higher rates, thus Increasing the Institution's net 

Interest Income. With an Initial negative gap, and an unexpected increase of 

Interest rates, net Interest Income dec I ines because the Income-reducing effects 

are larger than the Income-increasing effects. Alternatively, with an initial 

positive gap, an increase In Interest rates enhances net interest income. On 

the other hand, with an Initial gap of zero, the income-reducing effects 

apprOXimately offset the Income-Increasing effects, leaving net Interest Income 

more or less unchanged. 

The degree to which a zero gap Insulates an Institution's net-Interest 

income from unexpected Interest rate fluctuations depends upon the extent to 

I 

J 
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which Interest rates on assets and I labl I Itles move together over the gapping 

period. The longer this period, the greater the probabl I Ity that unequal 

changes wi I I occur. For example, suppose the gapping period Is one year and al I 

rate sensitive assets are repriced on day 1, whl Ie al I rate-sensitive 

I labl I Itles are repriced on the last day of the year. If RSA = RSL, the gap 

measurement would show Incorrectly that the Institution Is hedged against 

unexpected changes In market Interest rates. To overcome this difficulty, more 

sophisticated techniques have been developed that define Incremental gaps for 

non-overlapplng subperlods of longer specified planning periods (see Toevs 

(1983». For Instance, balance sheet Items can be grouped Into a number of 

maturity "buckets" such as one to three months, three to six months, six to nine 

months and so on. Incremental gaps are then computed for each maturity bucket. 

Another draw back with the basic gap technique Is that It assumes 

Interest rate changes for assets and I labl I Itles of al I maturities are of the 

same magnitude. This difficulty In handled by the so cal led "standardized gap" 

which adjusts for the relative volatl I Itles of various financial Instruments. 

For example, using historical Interest rate change data on various 

rate-sensitive assets and I labl I Itles, Interest rate change proportional Itles 

can be estimated. These proportional factors measure the rate volatl I Ity of the 

various financial Instruments of different maturities. 

The large depository Institutions now use gap analysis to monitor and 

manage their risk exposure and same of them disclose In their annual reports 

their Interest sensitivity gap. For example, the Toronto-Dominion Bank reported 

a positive gap for Interest sensitive assets and I labl I Itles within one year of 

$270 ml I I Ion or 0.7 percent of Its assets at the end of October 1983. At the 

end of Its fol lowing fiscal year, this gap was negative and amounted to $200 

ml I I Ion or 0.5 percent of total assets. The positive gap at the end of Its 1983 
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fiscal year exposed Its net Income to a dec I Ine In Interest rates whereas the 

negative gap at the end of Its fol lowing fiscal year exposed Its net Income to 

an unanticipated Increase In Interest rates. The National Bank of canada reduced 

Its gap as a percent of total assets from 5 percent as of OCtober 1982 to 1.6 

percent In 1983 and 0.8 percent at year end 1984. The canadian Imperial Bank of 

COmmerce had a positive gap as at Its 1984 fiscal year end of $3.5 bl I I Ion or 5 

percent of Its total assets. 

Whl Ie gap management can be used to Insulate an Institution from the 

Income risk campement of Interest rate risk, It provides no Insulation from the 

Investment risk component. For this purpose, duration gap management has been - I 

I developed. It measures Interest rate risk resulting from the effect of changes 

In Interest rates on the present values of cash flows and periodic principal 

payments of assets and I labl I Itles. Duration Is defined as the period of time 

that elapses untl I a financial Instrument earns Its average payment, In present 

value terms 10. For Instance, consider a $1000, 10-percent three year bond. The 

Institution holding this bond expects to receive $100 at the end of each of the 

first two years and $1100 (principal plus Interest) at the end of the third 

year. The bond's duration Is 2.7 years because theoretically the Institution 

receives Its average payment In 2.7 years11. Duration of a stream of positive 

payments Is always less than the time untl I the last payment or maturity, unless 

the Instrument Is a zero-coupon bond, In which case duration Is equal to 

maturity. 

Duration can be used to calculate the Interest sensitivity of an 

Institution's net worth given the fol lowing relationship between Interest rate 

change, the price change of a financial Instrument and duratlon:12 

percentage change In 
financial Instrument 

price 
-duration x 

unexpected 
Interest rate 

change 
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The percentage change In the price of an Instrument Is equal to the negative of 

duration multipl led by the unexpected Interest rate change. The greater a 

financial Instrument's duration, the larger the impact of a given change in 

Interest rates on the Instrument's price. 

Duration gap is the difference between the duration of an 

Institution's assets and the duration of Its I iabl I ities13. If the duration gap 

is zero, an unexpected Interest rate movement changes the market value of assets 

and I labl I Itles by about the same amount and leaves its net worth essentially 

unchanged. Interest rate sensitivity of an institution's net worth Increases 

with Increases In the difference between Its asset and I labl I Ity durations. For 

example, If an Institution holds assets with relatively short durations and 

I labl I Ities with relatively long durations, an unexpected Interest rate dec I Ine 

causes a si Ight rise In the market value of Its assets but a large dec I Ine In 

the market value of Its I labl I Itles causing net worth to dec I Ine. 

If an Institution maintains a zero gap It may have a nonzero duration 

gap and If It maintains a zero duration gap It may have a nonzero gap. If It 

prefers a steady Income for Its stockholders It wi I I emphasize gap management to 

control Income risk. On the other hand, If It prefers maintaining the value of 

Its shares, It wi I I put more emphasiS on duration gap management to control 

Investment risk. 

Whl Ie the canadian depository Institutions have been faced with 

higher Interest rate risks, and in some cases the consequence of these risks has 

played an Important role In explaining their Insolvency, by and large they have 

been much more successful than their American counterparts in managing these 

risks because they have been free of Interest rate eel lings on their deposits. 

The canadian depository Institutions' asset and I labl I Ity mismatch 

first appeared after the mid-1970's when with higher and more volatl Ie Interest 

rates, together with Inflationary expectations, savers demanded shorter term 
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deposits. This created particular difficulties for the trust and mortage loan 

companies, with a large proportion of their asset portfol los consisting of 

longer-term fixed rate mortgage loans. They attempted to rei leve their mismatch 

over time by Introducing variable rate mortgages and to the extent possible 

within their regulatory constraints by expanding their short-term consumer and 

commercial lending activities. SOme companies which fol lowed a strategy of 

rapidly expanding their portfol los with the addition of higher yielding mortgage 

loans, because of competitive pressures were forced to take higher ranking 

mortgages of dubious quality. In effect, these companies replaced their 

mismatch risk with credit risk. The mismatch of assets and I labl I Itles, and 

their strategies to resolve their consequent difficulties, were Important 

contributing factors to the fal lures of Fidei Ity Trust, Seaway Trust and Western 

capital Trust. 

Interest rate risks and the difficulty In managing them, also 

explalnsfal lures among many credit unions and caisses populaires. Whl Ie the 

chartered banks have been faced with simi lar difficulties, because the Interest 

rates charged on their loans are usually tied to their prime rates, repricing 

has been somewhat easier. Moreover, some of the larger banks have attempted to 

manage their Interest rate risks with new types of financial Instruments such as 

Interest rate futures, swaps, and cal I and put options. 

To the extent that repricing prof I les of the depository Institutions 

loans and deposits are matched, their exposure of net Interest Income to 

Interest rate risk Is reduced. But, a fui Iy~tched position, whl Ie eliminating 

Interest rate risk, also I imlts their profit potential. Hence these 

Institutions must constantly weigh opportunities for enhanced returns arising 

from mismatched positions and favorable Interest rates movements against the 

costs that could arise fram unfavourable Interest rate changes. Furthermore, 
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restructuring which Introduces more rate sensitive assets to match rate 

sensitive I labl I Itles, substitutes credit risk for Interest rate risk by 

shifting Interest rate risk to borrowers14. The Increased Interest rate 

exposure shifted to the Institutions' borrowers created difficulties for both 

the borrowers and the lenders In 1981 when Interest rates Increased at the same 

time that economic recession adversely affected the cash flows of borrowers. 

When the depository Institutions' assets and I labl I Itles cannot be 

restructured to achieve a zero gap or a zero duration gap, or when Institutions 

fol low a strategy to maintain either positive or negative gaps, financial 

futures can be used to hedge Interest rate rlsk.15 A financial futures contract 

Is an agreement between two parties to sel I a financial Instrument at same 

future date at a price agreed upon now but paid In the future at the time of 

del Ivery. By agreeing on a price In advance, both parties to a financial 

futures contract wager a bet on Interest rate movements between the agreed date 

and the del Ivery date. Financial futures can Insulate or Immunize an 

Institution from Interest rate changes by offsetting a potential loss (gain) of 

net Interest Income or net worth with a potential gain (loss) from futures 

trading. 

• 

Hedging cannot remove completely an Institution's risk of Interest 

rate volatl I Ity because "basis risk" Is substituted for Interest rate risk. 

("basis" Is the price (or yield) difference between a futures contract and the 

financial Instrument on which the contract Is based.) Basis risk Is generally 

smaller and more predictable than Interest rate risk. 

Whl Ie financial futures provide opportunities for Institutions to 

reduce their exposure to Interest rate risk, under certain conditions the use of 

such contracts can also Increase exposure, and In the extreme case Jeopardize an 

Institution's solvency. For example, an Increase In exposure could occur If an 
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Institution's assets and I labl I Itles were affected equally by changes In market 

Interest rates. In this case portfol los would be hedged already. and taking a 

position with futures would serve only to establ Ish a new unhedged position. 

The use of futures can also create cash flow problems when Institutions 

experience cash losses In future positions and are required to meet margin 

cal Is. In order to Insure that Institutions enter futures markets as hedgers 

rather than speculators. and that appropriate management and accounting 

procedures are fol lowed. In the United States the Oomptrol 1er of the Currency. 

the Federal Deposit Insurance Corporation and the Federal Reserve Board have 

Issued trading guldel Ines to financial Institutions under their Jurisdiction.' 

(See Morris. 1984) 

In canada. depository Institutions have only started to use financial 

futures to hedge their Interest rate exposure. Greater use of this technique 

probably awaits the development of more mature financial futures markets. 

(I I I) Funding Risk 

Funding risk Is associated with an Institution's abl I Ity to acquire 

and retain the requisite amount of deposits to fund (finance) Its assets. Histo 

rlcally. soundness of the canadian chartered banks was characterized by their 

stable base of domestic retal I deposits collected through their extensive 

natlon~lde branch networks fram a wide cross-section of Individuals. corpora 

tions and Institutions. Moreover. as a cushion to cover not only expected with 

drawals and adverse clearings but also unexpected deposit drains. they malntal 

maintained relatively high liquid asset ratios. The larger banks stl I I enjoy a 

stable base of domestic retal I deposits. but have al lowed their liquid asset 

ratios to dec I Ine. The liquid asset ratio of al I the canadian banks which was on 

average 21.7 percent during the decade of the 1970's fel I to an annual average 

of 11.6 percent and In 1982 to a low of 9.3 percent16. At the same time their 

• 
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wholesale deposits, or purchased funds, Increased from same 20 to 30 percent of 

their total canadian dollar deposits. These data suggest that the banKs have 

turned to I labl I Ity sources for liquidity. Their foreign currency assets are 

almost entirely funded with wholesale deposits. Such funding Is not only 

uncertain, but at times also expensive. The banKs have attempted to control 

their funding risKs with a greater diversification among depositors and by tying 

the terms of their loans to those of the deposits which fund them. 

Funding risKs can affect an Institution's solvency In two ways: 

Indirectly where the terms of Its assets are not tied to the costs of depoSits 

and a Sharp and prolonged Increase In the level of Interest rates reduces Its 

net Income; directly where the wlthdrawl of deposits requires It to reduce Its 

assets and capital base. 

As Interest rate levels Increased and became more volatl Ie, funding 

risKs of the newer established chartered banKs and most of the trust and 

mortgage loan companies Increased. Without a nationally established networK of 

branches and offices, these Institutions have to rely on purchaSed I labl I Itles 

to fund their asset growth. Many of them use agents or broKers, who recel~e a 

fee or commission, to solicit deposits for them. The existence of deposit 

Insurance, and pub I Ic perception that governments guarantee the safety of 

deposits and other I labl I Itles not covered by insurance, has made It easier for 

these I nst I tut Ions to "se I I" the I r I I ab I I I t I es and probab I y has encouraged them 

to do so. 

.. 

An Institution's funding risK may Increase as a result of an Increase 

In Its own exposure to other risks, or as a result of an Increase In risK 

exposure by other depository Institutions causing a loss of confidence In Its 

soundness. The latter Is referred to as the "contagion effect" where a sound 

Institution Is subject to a withdrawal of funds because of a fi Ight of deposits 
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from Institutions with perceived or actual difficulties. For example, In 1985, 

the Increase In the Northland Bank's funding risk was closely related to the 

financial difficulties experienced by the Pioneer Trust and the canadian 

COmmercial Bank. To the extent that financial Institutions are purchasing more 

of each others I labl I Itles, the depository system's vu I nerab I I Ity to the 

contagion effect also Is larger. 

In the short run a depository Institution's exposure to funding risk 

Is covered by the aval labl I Ity of Bank of Canada advances. Traditionally, these 

secured advances have not been considered a continuing source of funds and have 

only been available on a last resort and temporary basis to al low the banks to 

adjust thel~ cash reserve or liquidity positions. However, In 1985 to prevent 

longer term and more serious liquidity problems of the canadian COmmercial Bank 

from spi I ling over Into financial markets, the Bank of Canada extended advances 

to the troubled bank over a six months period. Without these advances, which in 

effect replaced deposit withdrawals, the bank would have become Insolvent as 

eventually was the case when the central bank removed its support. 

The large and extended advances provided by the Bank of Canada to the 

canadian Ccmnerclal Bank were simi lar to the "extended credit" program of the 

Federal Reserve System in the United States (see Board of Governors of the 

Federal Reserve System, 1984). In addition to the usual central bank adjustment 

credit, the Federal Reserve System provides "seasonal extended credit" and 

"other extended credit". The latter Includes needed Interim financing to al low 

the borrowing Institution to restructure Its loan portfolio, or replace current 

management, or to al low regulators to merge or close the Institution. 

The Canada Deposit Insurance Corporation (COIC) also extends secured 

loans and advances to depository Institutions for liquidity purposes. The 

aval labl I Ity of lender of last resort facl I Itles from both the COIC and the Bank 

• 
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of canada on an extended basis provides an Incentive for depository Institutions 

to pay less attention to their liquidity requirements and to Increase their 

exposure to funding risk. 

(iv) Contingent Llabi I ity Risk 

In the normal course of their business, deposl~ory Institutions, 

especially the larger banks, undertake commitments and have contingent 

I labl I Itles. These Include commitments to extend credit, loan guarantees, 

letters of credit, forward exchange contracts, Interest rate and currency swaps, 

financial futures, option contracts, note Issuance facl I Ities (NIFS) and 

revolving underwriting faci I Itles (RUFS) (See Goldberg, Altman and Farash 

(1983». The banks report only the amount of their loan guarantees and letters 

of credit and only in a footnote to their annual statements. Hence the total 

extent of their contingent I labl I Ity risk Is unknown. 

The banks repOrted contingent I labl I Itles In 1984 are shown In table 

4. The five largest banks had an average contingent I labl I Itles equal to 5.4 

percent of their assets. Of the ten banks shown In the table, only three had 

capital and reserves sufficient to completely cover their contingent 

I labi I Itles. The contingent I labi I Itles reported by the canadian Imperial Bank 

of Commerce, for example, amounted to 152.5 percent of Its capital and 

reserves. 

Commitments to extend credit, that Is unused I Ines of credit, can 

Increase an Institution's funding risk and under certain circumstances also Its 

credit risk. For example, an Institution's credit risk exposure may Increase If 

the credit worthiness of customers with unused I Ines of credit Is not regularly 

monitored by It. 

Bank guarantees with respect corporate preferred share Issues became a 

concern of the Inspector General In 1984.17 So cal led bank-backed preferred 
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TABLE <4 

CANAD I AN CHARTERED BAN<S 
REPORTED CONTINGENT LIABILITIES 

(As of OCt 31, 1984; millions of dollars) 

Percent of 
Letters of Percent of capital and 

Bank* Guarantees credit Total Assets Reserves 

Canadian Imperial Bank of 
COmlerce 2,486 1,946 4,432 6.5 152.5 

Royal Bank of Canada 2,808 1,592 4,400 5.0 117.6 
Bank of rIontrea I 1,571 1,772 3,343 4.4 140.0 
Toronto-Danlnlon Bank 1,682 1,323 3,005 6.4 126.5 
Bank of Nova SCotia 1,585 2,272 2,665 4.5 116.9 
National Bank of Canada 389 321 710 3.7 75.6 
Mercanti le Bank of Canada 135 107 242 5.0 114.2 
Bank of British COlumbia 62 20 82 2.7 109.3 
COntinental Bank of Canada 71 25 96 1.7 82.1 
canadian COmlerclal Bank 71 2.3 29.2 

* not reported: Bank of Alberta, Morguard Bank of Canada, Northland Bank and 
Western and Pacific Bank of Canada whose contingent abl I Itles represent less 
than one percent of their assets. 

Source: Annual Report, 1984, various banks. 

" 
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shares expose a bank to additional risk because It guarantees any unpaid 

dividends or redemption amounts. 

The extent to which the banks have Increased their risk exposure In 

facl I Itatlng corporate and government International security Issues Is unknown. 

With "RUF'S" a bank prOVides back-up I Ines of credit for short-term International 

security Issues which requires It to extend loans If borrowers cannot resel I 

their short-term paper on maturltYi and with "NIFS" It Is obi Iged to take up the 

Issue. 

By Increasing the amount of their off-balance sheet I labl Iitles, the 

Institutions have been able to Increase their Income without adding to their 

assets. This has a particular attraction for Institutions who have high capital 

leverage ratios. However, It exposes their depoSitors and creditors to 

additional risk when the underlying risks are not appropriately priced by the 

Institutions. This Is usually the result of an Inherent difficulty In 

evaluating the related contingency risks. 

(v) Management Risk 

In the final analysis, the risk to a depository Institution's solvency 

stems from Its management's (1) Inabl I Ity to recognize excessive risks, (2) Its 

Inabl I Ity to manage excessive risks or (3) Its propensity to assume excessive 

risk. Management's Inabl I Ity to recognize excessive risk, that Is an amount of 

risk that threatens an Institution's solvency, may be the result of Ineptness 

because of unfaml I larlty with Inherent fragl I Ity of depository Institutions or 

sudden and unanticipated reversals In macroeconomic conditions as a result of 

government pol Icy Initiatives rather than market forces. Given the Inflationary 

climate and the 01 I surpluses enjoyed by the 01 I producing countries, little 

risk was attached to sovereign loans and loans to the energy sector during the 

1970's. Many of these loans became risky only after monetary pol Icy Initiatives 
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In the Industrial countries not only succeeded In halting the Inflationary 

spiral but also severely dampened economic growth. When financial Institutions 

became victims of unanticipated reversals In government policies many of them 

were unable to manage their excessive risks due to their Inexperience, size and 

In same cases regulatory contraints. 

In comparison to American experience, canadian depository Institutions 

have been more successful In coping with macroeconomic changes. This has been 

the result of the absence of eel lings on deposit Interest rates In canada, and 

the existence of sufficient reglilatory flexlbl I Ity to al low diversification Into 

non-traditional activities. For example, the trust and mortgage loan companies, 

and to a lesser extent the caisses popUlaires and credit unions, have expoltlng 

their unused statutory powers to Increase their commercial lending activities. 

The canadian Institutions were aiso abie to better weather perversity In the 

international macroeconomic environment because those that had greatly expanded 

their foreign operations were sufficiently large to absorb unanticipated losses 

without disastrous effects on their solvency. 

Most of the depoSitory Institutions Insolvencies or near Insolvencies 

In recent years, both In canada and the United states can be traced to an 

Increased propensity by these Institutions starting In the 1970's toward risk 

taking. In retrospect, their additional risk exposure would have been excessive 

even without the subsequent turn in macroeconomic variables. 

Most of the reasons explaining the higher propensity to assume 

excessive risk fal I under the rubric of mismanagement. The Incidence of 

mismanagement has increased because of an erosion of market discipline and 

because of regulatory laxity. 

it is now generai Iy assumed that a major cause of the erosion of 

market dlscipl ine has been government deposit Insurance. An extensive 
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literature exists on the impact of deposit insurance on risk decisions. (For 

example, Bentson (1983), Buser, Chen and Kane (1981), Cialr (1984) Kane (1985), 

Flannery (1982), Kareken (1983), Kareken and Wal lace (1978), Short and 

Q'Driscol I (1983». 

With government deposit Insurance, and more recently government 

guarantees to uninsured depositors, depositors perceive I ittle or no need to 

concern themselves with the soundness of the Institution in which they have 

placed their deposits. At the same time institutions can attract funds at a 

rate commensurate with depositors perception of their riskless status. This 

al lows institutions to Invest in risky assets and to engage In risky activities 

without bearing the costs of such risks. In case of Insolvency these costs are 

borne by the deposit insurer or directly by government under guarantee or "bai I 

out" arrangenents. 

Morai hazard problems associated with Insurance contracts are wei I 

known in the insurance industry which has learned to cope with changes In 

behaviour when insurance is introduced. Economists have analysed moral hazard 

problems in terms of the theory of contracts, principal-agent relationships and 

information theory.18 With Imperfect Information or asymetrlc Information, 

depository Institutions are able to conceal activities, that may adversely 

affect their solvency, fram their regulators, the deposit Insurer, and their 

depositors and other creditors. This provides them with the Incentive to 

undertake riskier activities that promise higher returns to their 

shareholders.19 This Incentive Is reinforced by deposit Insurance with uniform 

or flat-rate Insurance premiums. Under such a system Institutions with a high 

risk exposure not only are not charged Insurance premiums that reflect their 

higher exposures, but also are subsidized by Institutions with lower risk 

exposures. Furthermore, if the pub I Ic perceives that the safety of Its deposits 
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Is assured by the deposit Insurer, Institutions wi I I experience little or no 

difficulty to fund their riskier activities. Regardless of the risks Involved, 

depositors wi I I have the Incentive to place their funds with Institutions that 

pay the highest Interest rates. Moreover, competitive pressures may force 

prudently managed Institutions to undertake riskier activities In order to match 

the higher deposit rates offered by their less risk averse rivals. 

Postmortems of trust and mortgage companies and bank fal lures Indicate 

a high Incidence of moral hazard problems among financial Institutions that 

were narrowly held. Table 5 reproduces the summary by James Morrison of 

mismanagement In five Institutions, al I narrowly held, that fal led In Ontario In 

1983. A simi lar list of management deficiencies explain the fal lure of the 

canadian Commercial Bank In 198520. In al I these fal lures, a cammon theme Is 

the assumption of excessive risk due to self-deal lng, that Is, non-arms length 

transactions between a financial Institution and Its major shareholders, 

directors, senior officers and close associates. Many of the self-dealing 

abuses have Involved extremely complex and Innovative arrangements which have 

made It difficult for auditors and regulators to Identify. Others Include real 

estate and mortgage transactions at artificial prices with closely associated 

shareholders and affl I lates, the purchase of assets from shareholders at prices 

that do not reflect market values, and large loans to senior officers, 

shareholders and their close associates. Postmortems of narrowly held trust and 

mortgage companies that fal led suggest that their shareholders acquired control 

of these Institutions as a vehicle for financing their associated real estate 

development and construction companies and other speculative enterprises. 

In the case of the fal lure of the canadian Commercial Bank, Imprudent management 

practices Included the moving of "bad" loans to neN names and showing them as 

"good", collecting past due Interest on a loan and providing for future Interest 
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TABLE 5 

Summary of Significant Deficiencies In Operations Noted by 
Touche Ross Limited with Respect to the Greymac and Seaway 
Companies and by Woods Gordon with Respect to Crown Trust 

Greymac Seaway Greymac Seaway Croon 
Trust Trust IVortgage IVortgage Trust1 

Books and records Incomplete 
and not current X X X X 

Management lacking In depth 
and canpetence X X X 

Accounting records do not 
penmlt adequate control 
of business X X X 

FI les lack Information 
resulting In poor 
lending practices X X X X 

Transactions of unusual 
complexity and Involving 
rapid value escalations X X X X 

Lack of camp I lance w I th 
various legal requirements X X X X X 

Transactions for benefit 
of senior officers X X X X 

(1) Crown Trust - Since control by Rosenberg (October 7, 1982) 

Source: Report of the Special Examiner by J~es A. Morrison F.C.A. of Crown 
Trust Company, Gre~re Trust company, Seaway Trust Company, Greymçre 
Mortgage Corporation and Seaway Mortgage Corporation to The Honorable 
Robert G. Elgie M.D., Minister of Consumer and Commercial Relations, 
Province of Onatarlo, June 30, 1983, P 110 . 

• 
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by Increasing the amount of the loan outstanding and artificially Increasing 

profits with fees collected from such Imprudent loan restructurlng21. 

(vi) Delivery Risk 

In recent years depository and other financial Institutions have added 

to their traditional activities and have changed the mode whereby services are 

provided to the pUb I Ie. (Blnhammer and WI I I lams (1976), Freedman (1983) 

and (1985». This has exposed the Institutions to additional risks which have 

been I dent I f led as "de I I very" risks (S I nkey (1984». 

The metamorphosis In financial services production and del Ivery has 

been the result of technological Improvements In the transmission, processing 

and storage of Information. This has Introduced technological risks which need 

to be monitored and managed. In order to remain cost competitive and to offer 

new services directly related to the new technology, the Institutions have had 

to acquire equipment subject to uncertain costs of obso I escense. 

The Institutions have added to their traditional services provided to 

the pUb I Ic with the expectation of enjoying economies of scale and scope. The 

evidence that Is avai Jable suggests that in most Instances economies of scale 

are usually exhausted with relatively sma I I size both In terms of assets and 

activities. (Benston, Hanweck and Humphrey (1982» The existence of economies of 

scope, whl Ie less uncertain, the costs of their exploitation may exceed any 

expected returns. (GI I ligan, Smlrlock and Marshal I, (1984» Evidence of this 

may be the withdrawal of the banks from mutual funds, factoring and real estate 

Investment trusts. 

The desire to offer a broader range of financial services to the 

pub I Ic has been accompanied by organizational or structural changes In the form 

of financial conglomerates or financial holding companies. U.S. experience 

suggests that depository Institutions cannot be adequately Insuiated from the 
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risks assumed by other companies In a holding company structure. (See Eisenbeis 

(1983) and Wal I (1984» Beneficial synergistic or other relationship which 

might result from financial conglomeration Impl les the exercise of management, 

operational or other Influence by the parent Institution. This Increases the 

risks of depository Institutions beCause of the greater potential for self 

dealing and abusive confl icts of Interest. 

Another way for a financial institutions to deliver a broader range of 

services to the pub I ic Is through "networking". With networking a financial 

Institution Is the vendor of financial services produced by others. Where 

networking takes place among unaffi I iated or otherwise unrelated companies, the 

vendor may be exposed to risk because of the loss of control over the qual ity of 

the products and the future terms and conditions under which he can offer than 

to the pub I Ie. Contractual arrangements to avoid such dei Ivery risks could 

Introduce undesirable antlcompetltlve practices (calan (1984». 
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I I I I NST I TUT IONAL I NSOLVEI\CY Af\O CAP I TAL AOEQJACY 

(I) Insolvency and Closure 

When Is a depository Institution insolvent and how soon should It'be 

closed? These questions have relevance both for the maintenance of confidence 

In the depository Institutional system and for the deposit insurer's risk 

exposure and ultimate cost. 

A deposit Institution Is usually considered to be Insolvent when 

(1) It can no longer pay Its obi Igatlons as they fal I due, that Is, a negative 

cash flow cannot be met, or (2) the value of Its I labl I Itles exceed the 

realizable value of Its assets, that Is, Its real net worth Is negatlve.22 As 

described below, the legislation applying to the banks provides a legal 

definition of Insolvency centered on the first criterion. This reflects the 

time when the banks could, and did, suspend convertlbl I Ity of their own notes 

Into cash or gold. It also takes cognizance of their historical role In 

providing the country's medium of exchange In the form of demand and chequable 

deposits. 

On the other hand, the legislation applying to trust and mortgage loan 

companies emphasises the net worth criterion which was probably considered more 

relevant for them when only a sma I I proportion of their I labl I Itles was In the 

form of deposits simi lar to the banks. 

Determining when an Institution's I labl I Itles exceed the real izable 

value of Its assets Is subjective, particularly under book value accounting 

conventions. Short of closure and the sale of assets, there Is no way 

objectively to determine the market or real izable value of an institution's loan 

and Investment portfol io. Objectivity Is further exacerbated by the lack of 

secondary markets for most of the loans held by these Institutions. Given the 

uncertainties associated with asset valuation, the real net worth criterion 
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probably when used Is biased toward closing an Institution long after Its 

networth (In market value terms) has become negatlve.23 Such delay adds to the 

deposit Insurer's cost of closure. On the other hand, If the probabl I Ity of 

Incorrect assessment of net worth Is high, delay may be desirable where the cost 

of closure with respect to a loss In the confidence of the soundness of the 

depository system Is high. 

Even with appropriate asset valuation, there could be difficulties 

when using the net worth criterion of Insolvency. An Institution may have 

positive networth but be unable to meet Its obi Igatlons as they fal I due. This 

can occur when the time pattern for meeting obi Igatlons Is shorter than that for 

the realization of assets. On the other hand, the time pattern for the 

realization of assets may be sufficiently short to al low an Institution to 

continue to meet Its obi Igatlons whl Ie already In a negative net worth position. 

An Inabl I Ity to meet obi Igatlons as they fal I due Is a more objective 

criterion of Insolvency. However, It too has Its difficulties because of the 

uncertainty of knowing whether an Institution's Inabi I Ity to meet contractual 

cash-flow obi Igatlons Is due to I I liquidity or Insolvency. If It Is a liquidity 

problem It can be dealt with by the lender-of-Iast resort facl I Ity of the Bank 

of canada or the Canada Deposit Insurance Corporation. However, Insolvency can 

be mistaken for I I liquidity as was the case In 1985 with the canadian Commercial 

Bank. This can prove very costly for the deposit Insurer. Insolvency can be 

masked not only by lender-of-Iast resort assistance but also by deposit 

Insurance which removes depositors' Incentive to withdraw funds from an 

Institution In danger of fal ling. 

Another approach to defining Insolvency Is to relate the present value 

of an Institution's expected cash flow over some appropriate period to the 

- 
market value of Its net worth. For example, an Institution might be declared to 
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be Insolvent If the present value of Its expected cash flow, say over a five 

year period, Is less than the current market value of Its net worth. This 

approach focuses on an Institution's potential vlabl I Ity as an ongoing concern 

and recognize the dynamic nature of the operations of depository Institutions. 

However, Its Implementation requires a measurement system which may be very 

difficult to obtain both as a theoretical and practical matter. 

Despite the legal definitions of Insolvency stated In the legislation 

applying to depository Institutions, the procedures that have to be fol lowed 

before an institution can be closed al low the regulators and the court to 

explore the potential viabl I Ity of an institution In determining Its Insolvency 

and closure. 

The Bank Act states that "Any suspension by a bank in Bank of canada 

notes of any of Its I labl I Itles as they accrue, If It continues for ninety days 

consecutively, constitutes the bank insolvent". (Part XI Section 276). The 

procedure, after this condition of Insolvency is recognized, before ultimate 

closure can be protracted. After the Inspector General of Banks reports to the 

Minister of Finance that a bank can no longer pay its I iabl I itles as they fal I 

due, the Minister may appoint a curator to take over management of the bank's 

affairs. The curator may attempt to reorganize the bank's affairs or amalgamate 

It with another financial institution. Fal ling this, he wi I I seek a court order 

under the Winding-up Act (R.S., c296s1) to I iQuidate the bank. This order 

cannot be issued before meetings of shareholders and creditors have been 

convened to "ascertain their respective wishes as to the appointment of a 

liQuldator".24 The Court may delay the appointment of a liquidator if it can be 

persuaded that the curator has not sufficiently explored al I possibi I Itles for 

reorganization or amalgamation. 
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Procedures for declaring legal Insolvency and for closing a trust 

company and a mortgage loan company are set out In the federal Loans Company Act 

(R.S.,c 170s1) and simi lar provincial statutes. Under federal leglsl~tlon, the 

Superintendent of Insurance Is required to report to the Minister of Finance 

when an Institution exceeds Its authorized borrowing limit In terms of Its 

capital; or Its assets are less than Its I labl I Itles; or Its assets are 

considered Insufficient to give adequate protection to depositors, debenture 

holders. and other creditors. The Minister, after considering the 

Superintendent's report and after giving the Institution a chance to be heard, 

may take one or more of three courses of action. He may give the Institution a. 

period of time to correct violations and meet deficiencies; he may place 

I Imitations on Its licence to operate; or he may direct the Superintendent of 

Insurance to take control of Its assets. Subsequently, If matters are not 

rectified, the Minister may apply for a court order under the Winding-up Act to 

liquidate the Institution or to have the Superintendent take control of the 

Institution for Its management and rehab I I Itatlon. 

Under the present legislation the power to Initiate liquidation 

proceedings rests with the regulators and their respective Ministers whl Ie the 

power to order closure rests with the Court. Without the Insurance I labl I Ity of 

the COIC their concern for the vlabi I ity of an Institution wi I I tend to keep It 

open longer than may be optimal from the Insurer's point of view. The COIC does 

not have the legal authority to require an Institution to be wound-up or to be 

liquidated nor can It became, if It so chooses, the liquidator of an insolvent 

Institution. The W~n Committee (Final Report of the Working COmmittee on the 

Canada Deposit Insurance Corporation, (1985» would give such powers to the 

COIC. Since closure of a depository Institution usually Involves externalities 

beyond the costs that have to be borne by the COIC, ordering liquidation 
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probably should remain the sole prerogative of the COurt. However, where the 

COurt orders liquidation proceedings the COIC should be given the power to act 

as lIquidator with the authority to close the Institution In a manner that wi I I 

minimize Its own I labl I Ity and Is least disruptive to the financial system. 

The manner In which the COIC should proceed In closing an Institution 

to reduce the cost to It Is not clear. In the past It has used one of two 

methods: Immediate liquidation or wind-down under agency and administrative 

agreements. With Immediate liquidation, It pays off Insured depositors, assumes 

their claims, and becomes a general creditor of the fal led Institution. The net 

cost to the COIC Is the Initial payment made to Insured depositors less the 

proceeds It may real Ize as a creditor from the liquidation of assets. With 

agency and administrative agreements, the COIC appoints other Institutions as 

Its agent to administer and wind-down the fal led Institution's assets and 

I labl Iities. During the wind-down period the COIC advances funds and guarantees 

funds advanced by the agent as required to meet ~ depositors' claims as they 

fal I due. Uni Ike Immediate liquidation where the COIC's I labl I Ity Is limited to 

the amount of Insured deposits held with the Institution In receivership, with 

the agency and administrative approach ~ deposits (Insured and uninsured) are 

paid by the agent as they fal I due. Whether the net cost to the COIC In 

paylng-off al I depositors wi I I be more or less than when paying-off only insured 

deposits depends on the additional proceeds to be gained on the orderly 

realization of assets over time. The COIC's experience with agency and 

administrative agreements Is too recent to al low Judgement on this matter. 

In any case, the net cost to the COIC In closing anyone Institution 

may not be the most Important factor In deciding whether It should use one or 

the other procedure for closing an Institution. Where a large institution fal Is 

Immediate liquidation should be avoided If It results In undesirable money and 
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capital market conditions. On the other hand, aside from the fal lure of large 

Institution, the use of agency and administration agreements, where ~ deposits 

are made whole, should be the exception rather than the rule. With frequent use 

the pUb I Ic wi I I came to believe that al I Its depoSits are guaranteed and have 

little or no Incentive to monitor the riskiness of Institutions. As a result, 

over the longer run the costs to the Insurer may be higher. 

In the United States, when a federally chartered bank Is closed, the 

Federal Deposit Insurance COrporation (FDIC) Is autamatlcal Iy appointed receiver 

by the Comptroller of Currency. Although state banking regulators are not 

required to appoint the FDIC receiver for state chartered banks, they almost 

always do. The FDIC uses one of two settlement options: It pays off Insured 

depositors up to the Insurance maximum which Is currently $100,000 or It makes a 

so-cal led purchase and assumption transaction (P&A)25. Of the 747 bank fal lures 

fram 1934 to 1985 In which the FDIC was receiver, 407 were concluded with P&A 

transactions. P&A's are In effect merger arrangements. The FDIC arranges for 

another Institution to purchase the assets and assume the I labl I Itles of the 

fal led bank. The acquiring Institution assumes ~ the deposit I labl I Itles and 

most of the other non-subordinated I labl I Itles of the fal led bank. With these 

I labl I Itles It acquires "clean" assets of equivalent value. Where the value of 

these assets Is Insufficient the FDIC can make up the deficiency with a 

subsidized loan or the purchase of unacceptable assets at their book value. In 

the case of mutual savings banks that have fal led because of duration mismatch, 

the FDIC has entered Into Incame maintenance agreements with the acquiring 

Institution. Here It agrees to pay the difference between the average cost of 

funds and the yield on the acquired earning assets over same period of years. 

Four reasons are usually given for the FDIC's bias In favor of merger 

settlements, particularly for large banks. First, the premium price paid to 
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acquire the fal led bank's charter Is ordinarily large enough to reduce the 

estimated cost of a merger below that of a deposit paY-Off. Second, the deposit 

payoff with large banks Involves a substantial Immediate cash outlay by the 

FDIC. The consequent dec I Ine In Its Insurance fund could reduce the pub I Ie's 

conflde~:e in the banking system. Third, since large banks In the U.S. tend to 

have a large proportion of their I labl I Itles in uninsured deposits, payoff of 

only Insured deposits can have a disruptive effect. Finally, the FDIC Is 

concerned with the possible negative spi I lover effects for sound banks from the 

closing of unsound banks, especially large ones. For example, when It was 

unable to arrange an Independent merger for Continental I I I Inols, the seventh 

largest bank, the FDIC arranged a major rescue package26. Because of the 

potential losses to holders of uninsured deposits and their possible Impact on 

other financial Institutions, the FDIC offered fui I protection to al I general 

creditors of Continental I I I inols In case of closure. Subsequently during 

congressional testimony on the bank's settlement package, the Comptroller of the 

Currency testified that the Federal Government would not al low the nation's 11 

largest banks to fal i27. This means that uninsured deposits at large banks can 

be seen as fui Iy Insured deposits. The Canadian government probably would not 

al low any of our six largest banks to fal I for simi lar reasons. 

The government's unsuccessful rescue package arranged for the canadian 

Commerical bank was Induced by the fear of possible spi I lover effects on other 

financial institutions and the economy of western canada. As It turned out, 

when the financial rescue was seen to be faltering, the Northland Bank also 

became a victim of fai lure, whi Ie the Mercanti Ie Bank of canada was forced to 

find a parent. Loss of confidence In the other sma I 1er banks probably was 

allayed by audit reports by bankers arranged by the Inspector General of Banks. 
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The COIC'a agency and administrative agreements, the FDIC's purchase 

and assumption transactions, as wei I as government financial rescue packages, 

address Immediate prOblems associated with depository Institution failure. 

However, Insofar as their legacy Is the perception that the safety of al I 

deposits Is guaranteed, they also reduce the constraints against risk taking 

that would normally be Imposed by holders of uninsured depositors. 

In order to promote market discipline by uninsured depositors of the 

risks assumed by banks, In 1983 the FDIC started to experiment with a new so 

ca I led "rrod I fled payout procedure". W I th th I s procedure, used to dea I w I th 

sma I 1er banks that have fal led, the FDIC makes fui I payments to Insured 

depositors and only partial payments to the large depositors on the uninsured 

portions of their deposits. Partial payments, which have ranged from 35 percent 

to 75 percent of the dollar value of deposits, are based on the FDIC estimate of 

the proceeds from the liquidation of the assets of the fal led bank. If 

recoveries on the assets eventually exceed the Initial estimate, the uninsured 

depositors receive additional payments; If the proceeds fran liquidating those 

assets fal I short of the Initial payment, the FDIC absorbs the loss. 

(I I) Capital Adequacy 

A depository Institution's capital funds come from three sources: 

(1) shareholders equity which comprises funds Invested by shareholders, 

contributed surplus and retained earnings, (2) general reserves and reserves set 

aside as appropriations for contingencies, and (3) subordinated debt. Capital 

serves as a buffer against losses which can lead to an Institution's 

Insolvency. When an Institution experiences operating losses and when the 

realizable value of Its assets fal I short of the value of Its I labl Iitles, 

capital resources when adequate, make up the deficiency. If the amount of 

capital Is Inadequate, the Institution may be forced Into Insolvency. Hence, it 
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fol lows that the protection capital provides to depositors and other creditors 

also enhances the pub I Ic's confidence In the safety and soundness of depository 

Institutions. (see Santamero and Watson (1977». In case of Insolvency, 

capital also protects the losses sustained by the canada Deposit Insurance 

Corporatlon.28 

The lack of capital, by Itself, usually does not cause fal lure. 

Fal lure Is precipitated by losses due to exposure to credit risk, funding risk 

and any of the other risks that have already been Identified. However, with 

adequate capital to absorb losses, Insolvency can be avoided. Inadequate 

capital may be a direct cause of fal lure when depositors and other creditors 

view It as a sign of weakness and respond by withdrawing their funds. Fal lure 

may also occur, when Institutions are unable to Increase their capital resources 

to meet the requirements of their regulators. 

Disagreement exists both to the appropriate amount of capital adequate 

to prOVide an acceptable level of confidence In the depository system and to the 

Items on an Institution's balance sheet that best serve this purpose. To 

provide additional protection to depositors and creditors, an Institution's 

capital base should contain three essential properties: (1) It should be 

permanent, Implying that it cannot take fi Ight when It is needed to 

maintain solvency; (2) It should be free of any mandatory fixed charges against 

earnings so that It does not contribute to an Institution's cash deficiencies; 

(3) It should be subordinate to the legal rights of depositors and other 

creditors. Common share equity (cammon shares, contributed surplus and retained 

earnings) as wei I as accumulated general and contingency reserves best meet 

these three properties for Inclusion In an institution's capital base. 

Historically, the adequacy of a depository institution's capital base was 

usually assessed in terms of common share equity and reserves, Its so cal led 
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"OlIn funds". IV10re recently, both In the United States and In Canada, regulators 

have broadened their concept of capital for appraising capital adequacy. 

In March 1983 the Inspector General of Banks, In a letter to the 

canadian banks, set out capital adequacy guldel Ines which Included definitions 

of capital for this purpose. These guldel Ines and their definitions of capital 

fol lowed closely those Issued by American bank regulatory authorities two years 

earl ler.(see GI Ibert, Stone and Treblng (1985). The Inspector General's 

definition of capital Is summarized In Table 6. As Is shown In the Table, total 

capital, referred to as "adjusted total capital", Is divided Into primary 

capital and secondary capital. Primary capital, which most closely meets the 

three essential properties of capital, Is sanewhat broader than the former "OlIn 

funds" concept with the Inclusion of preferred shares and subordinate debentures 

which satisfy the criteria of being permanent. Minority Interest common 

shareholders' equity Is Included for the same reason In primary capital. 

For determining capital adequacy guldel Ines the Inspector General has 

specified the fol lOlling two consolidated bank leverage ratlos:29 

PRIMARY CAPITAL LEVERAGE 

Censol I dated total assets plus 
off-balance sheet clalm$, less share Investment 
In associated corporations 

TOTAL CAPITAL LEVERAGE 

Gross 
= Assets 

Net Pr lmary 
capital 

Gross 
Assets 

= Adjusted total 
capital 

Primary capital less share Investment 
In associated corporations 

Gross assets (see above) 
Net Primary capital pius 
Secondary Capital 

The measures for primary and secondary capital used In the leverage 

calculations are those shown In the Table. However, primary capital In the 

denominator of the ratios Is net of share Investment In associated corporations 

(20% to 50% owned). Moreover, the numerator In each ratio Is a gross asset 
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Table 6 

COMPONENTS OF BANK CAPITAL 
(COnsolidated Basis) 

Primary capital 

COmmon shareholders equity 
Appropriations for contingencies 
Permanent preferred shares 
Long-term convertibie preferred shares 
Permanent subordinated debentures 
Minority interest in bank con so I idated subsldlairies 

Secondary capital 

Retractable preferred shares* 
Other subordinated debentures* 

Adjusted total capital = Primary capital + Secondary capital 

* A minimum five years term, with no redemptions In the first five years and the 
absence of special restrictive covenants. Securities which are within five 
years of maturity are subject to straight-line amortization to zero during their 
remaining term and, accordingly are Included at their amortized value. 

Source: Bank Act and Orders and Regulations with Guidel ines and Rules (1984) 

.. , 
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measure which adds to a bank's consolidated total assets Its off-balance sheet 

contingent I labl I Itles such as letters of credit and guarantees, and subtracts 

share Investment In associated corporations. The adjustments made In the 

leverage ratios with respect to a bank's share Investment In associated 

companies recognize a bank's potential commitment to an associated corporation 

In financial difficulties and avoids the posslbl I Ity of counting capital twice. 

The Inclusion of off-balance sheet activities removes the otherwise Incentive 

for the banks to move activities off their balance sheets In order to avoid 

capital guldel Ines. For example, the Inclusion of off-balance sheet claims In 

the Gross Assets calculation wi I I reduce a bank's Incentive from temporarily 

and artificially reducing Its leverage ratio. The latter can be accomplished by 

transferring loans to third parties who upon pa~nt of a fee receive a loan 

guarantee. The banks' assets are reduced by the amount of the loans transferred 

whl Ie primary capital may Increase marginally as the result of an Increase In 

retained earnings due to fee Income. 

The 1980 Bank Act revisions authorized the government for the first 

time to provide capital adequacy standards for the banks. This authority was 

first used In 1982 when the Inspector General notified the banks that "an 

appropriate optimum leverage ratio for the largest, wei I diversified canadian 

banks should not exceed a multiple of "o.vn funds" to total assets of 30 times. 

Sma I I, less established banks were simultaneously advised to limit leverage to 

20 times .... ,,30 In 1983, these ratios were reconfirmed, but their calculation 

based on the above leverage ratlos.31 Moreover, the Inspector General has 

Indicated that whi Ie In his monitoring of the bank's capital adequacy he wi I I 

focus on their total capital leverage, the amount of their secondary capital 

should not exceed the amount of primary capital .32 
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Within the overal I guldel Ines set by the Inspector General, his 

assessment of each bank's capital adequacy Is based on that banks risk exposure 

as reflected In Its size, Its diversification of assets and I labl I Itles, Its 

general management strength, Its liquidity and Its profltabl I Ity. The leverage 

ratios of the canadian banks as reported in their 1984 Annual Reports are shown 

In Table 7 for their 1983 and 1984 fiscal years. AI I the large banks reduced 

both their primary capital and adjusted total capital leverage ratios In 1984 

from the previous year level. COmparable data for earlier years (not shown) has 

been reported only by the Bank of Nova SCotia and the Royal Bank. The Bank of 

Nova SCotia's primary capital leverage ratio Increased from 27.4 In 1977 to 33.9 

In 1982, before dec I Ining to 27.8 In 1984. Its adjusted total capital leverage 

was 24.3 in 1977 and reached 27.8 In 1980 before It dec I ined to 21.9 In 1984. 

The Royal Bank's primary capital leverage ratio reached 37.0 In 1982 and Its 

adjusted total capitai leverage ratio reached 27.8 in 1981 before dec I ining to 

the lower values shown in the table. 

The canadian chartered banks significantiy Increased their leverage 

ratios during the 1970's and early 1980's. For example, their leverage ratios 

of total assets to total equity increased In almost every year from 21.5 In 1971 

to 31.7 in 1981 whi Ie their ratios of total assets to totai capital increased, 

but with less consistency, from 20.0 In 1971 to 24.5 in 1981 (Bank Profits, 

1982: 93). 

In their 1983 and 1984 fiscai years, the canadian-owned chartered 

banks added $2.4 bi I i ion to their capltai base with the issue of new stock. 

Same 69 percent of new stock issues was in the form of prefereed shares; in 

their 1984 fiscal year alone $1.2 bl I I ion was raised In new preferred share 

issues. A iarge proportion of these shares were purchased by the trust 

companies who could earn a better return from them than from alternative lending 
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Table 7 

CAP I TAL LEVERAGE RAT 10' S: MAJOR CANAD I AN BAN<S * 
(Fiscal year end, october 31) 

Primary capital to Adjusted Total capital 
Gross Assets to Gross Assets 

1983 1984 1983 1984 

Royal Bank 31.2 27.8 21.7 20.0 
Bank of Nova Scotia 31.8 27.8 23.6 21.9 
canadian Imperial Bank of Cannerce 40.0 32.3 23.8 21.7 
Toronto Dominion Bank 26.3 22.7 20.4 18.9 
Bank of Montreal 26.5 25.9 20.3 19.1 
National Bank of canada 34.5 25.0 25.0 17.2 
Continental Bank NIA NIA 20.0 20.0 
Mercanti le Bank of canada ** 22.7 23.3 18.2 18.9 
Bank of British Colunbla** 22.7 20.0 
canadian Commercial Bank 24.5 25.9 20.2 20.8 

*Based on leverage ratios as specified by Inspector General of Banks unless 
noted to be otherwise. 

**calculatlon does not strictly fol low that of the Inspector General. 

Source: Annual Report, 1984, various banks. 
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because dividends could be received by them tax-free. At the time, this created 

same concern, for the Inspector General of Banks and the federal Superintendent 

of Insurance, over the posslbl I Ity that the Institutions were shifting capital 

among themselves rather than raising new funds fram Investors.33 If Indeed the 

depository institutions were engaged In a deliberate swapping of capital amongst 

themselves, this resulted In double counting of capital In the financial 

system. Double counting could give a false Impression of the soundness of the 

system, raising the question of the extent to which financial Institutions 

should be al lowed to own each others capital. 

Aside fram the concern expressed over capital adequacy by the 

Inspector General of banks, the canadian banks have been prompted to reduce 

their leverage ratios In order to lower their funding costs In International 

money markets. Before the recent reversal In their leverage ratios, the 

canadian banks paid same 60 basis points more for borrowing In foreign capital 

markets than their American counterparts who enjoyed the benefit of lower 

leverage ratlos34. Fol lowing the reduction In their leverage, the spread was 

lowered by 10 basis points (Flnancla! Times of canada, May 7, 1984, p.5). 

Before Its recent reversal, the Increase In the banks capital leverage 

ratios, suggests that they Increasingly depended upon their depositors and other 

creditors as a substitute for capital to support their asset growth.35 This In 

effect shifted a significant proportion the banks' risk exposure fram their 

stockholders to the canada Deposit Insurance COrporation, particularly since the. 

banks' cost of deposit Insurance Is not related to the risks undertaken by 

them. Whl Ie their shareholders were rewarded as a result of the higher 

proportion of earning assets to equity employed, the COle, uninsured depositors 

and other creditors Increased their potential for loss In the event of 

Insolvency. It has been argued that higher capital ratios (lower leverage 
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ratios) are required to act as a substitute for the discipline depositors would 

provide were they not covered by deposit Insurance (Buser, Chan and Kane (1981); 

Flannery (1982); Horwitz (1984». 

Whether higher capital ratios would change institutions behaviour with 

respect to their assumption of risk Is uncertain. One would expect that higher 

equity requirements, which enlarge Investors' stake In an institution's 

financial conditions, to also increase their demand for prudent management 

policies. At the same time, If the publ Ie associates Its risk ~Ith an 

Institution's capital ratios, managers should be encouraged to Increase their 

Institution's capital base. On the other hand, since higher capital standards 

(lower capital leverage ratios) may also result In lower return for investors, 

the Institutions' managers may be encouraged to Invest In more high risk/high 

return assets {see Jensen and Meek I Ing (1976), Koehn and Santamero (1980», 

McComas (1985), Mingo (1976». This may be avoided by confining higher capital 

requirements to Increases In subordinated debt whose holders do not share In 

profits but suffer the possible consequences of higher Institutional risk 

exposure. If subordinate debt holders, demand a risk premium In proportion to 

their perceived risk, managers may wish to hold their costs down by reducing 

I 

I ~ 

their Institutions' exposure to risk. If this happens, an additional 

subordinate debt requirement may provide an incentive to Institutions to control 

their risks. 

if Investors' assessment of a depository Institution's risk were, 

reflected In the rates It pays on its uninsured deposits and the market prices 

of Its long-term debt and stock, one should expect market forces to be an 

alternative to regulation of capital adequacy. Unfortunately, because of lack 

of Information and expertise needed to assess the risk posed by alternative 

capital ratios, market forces are not a complete substitute for regulation. 
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Even under conditions of complete Information and the abl I Ity to act upon It, 

the market cannot be expected to Include the social costs of an Institution's 

fal lure and would therefore require too little capital to ensure the safety and 

soundness of the financial system. 

Although various theoretical studies have been made to define capital 

adequacy, these do not provide pol Icy solutions. For example, a theoretical 

estimate of optimal capital Is provided by El I Talmor (1980) based on a 

gambler's ruin model and by George Morgan (1984) based on the capital asset 

pricing model. However empirical work on bank fal lures In the United States, 

show that other things equal, better capitalized banKs have proven to be safer 

and sounder. (Orgler (1975); SlnKey (1978); Avery and HanwecK (1984); Bovenzi, 

Marino and McFadden (1983); Short, O'Drlscol I and Berger (1985» 

Historically, leverage ratios have played a more Important regulatory 

role for trust and loan companies than banKs. In addition to protecting 

depositors and other creditors, leverage ratios have been used to control the 

growth of trust and mortgage loan companies. Under the federal Loans Company 

Act, a loan company's Initial leverage (ratio of debt to capital and surplus) Is 

set at four times and a trust company's at 12.5 times. These ratios can be 

Increased with the approval of the Minister of Finance. Over the years, the 

maximum ratios for trust companies have been stead I Iy raised from 5 In 1914 to 7 

In 1931, 10 In 1947, 12.5 In 1958, 15 In 1965 and 20 In 1970. For loan 

companies the ratio has been Increased from 4 In 1914 to 6 In 1927, to 10 In 

1948, 12.5 In 1958, 15 In 1965 and 20 In 1974. In 1974, the statutory limits 

were removed and these companies are now al lowed to exceed 20 times with the 

approval of the Minister of Finance but only If they satisfy financial standards 

specified by their regulator. 

The maximum ratio that has been approved for a federal Institution has 
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been 25 times. At the end of 1984, the average leverage ratio of the trust and 

mortgage loan companies (excluding bank mortgage sUbsidialrles) was 21.4 times. 

Proposals for Revision of the Loan and Trust COrporation Legislation 

and Administration In Ontario (1983) Included a provision for a minimum 

borrowing multiple of 10 times which could be Increased to a maximum of 25 times 

for Institutions meeting prescribed standards and control. In Its response to 

these proposals, the Trust Companies Association of Canada (February 1984) 

argued that since major trust companies are as financially sound as the major 

chartered banks, their maximum leverage ratio should be simi lar to those of the 

banks. The Association recommended that the maximum be set at 25 times, a level 

which the Inspector General now considers too high for the banks. 

Recent experience with trust and loan company fai lures indicate that 

regulators may have responded too readi Iy to requests for higher borrowing 

ratios. In same instances the higher ratios resulted In growth rates that could 

be achieved only by companies adding assets of dubious qual ity to their balance 

sheets36. Only In the exceptional case can margins of assets over I labl I Itles 

of five percent or less be considered sufficient to provide adequate protection 

against Insolvency. 
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IV FAILURE PREVENTION: EXAMINATION AND EARLY WARNING SYSTBMS 

Regulatory agencies of depository Institutions have Interpreted their 

"safety-and-soundness" mandate as one of fal lure prevention (Slnkey 1977:25). 

Towards this end, American uni Ike canadian regulatory agencies have made on-site 

examination the backbone of their supervision. As described by Bentson (1973), 

examiners arrive unannounced and have virtually uni Imlted access to the records 

of the Institutions to be examined. The examiners look at the documentation and 

Institutions campi lance with federal and state laws. The Institutions' managers 

col lateral for most large loans and a sample of sma I I loans and they check the 

and management procedures and policies also receive close scrutiny. It Is 

generally assumed that field examination has a comparative advantage for 

preventing fal lure due to mismanagement and/or dlshonesty37. However, the 

examiners' abl I Ity to uncover serious problems of insider deal lng, fraud and 

defalcation have been far from perfect. As Bentson (1973) has observed, of the 

56 bank fal lures that occurred In the United States between January 1959 and 

Aprl I 1971, 59 percent were rated as "no problem" at the examination Just prior 

to their fal lure. Sixty-six percent of the 56 fal lures turned out to be the 

result of fraud and Irregularltles38. 

In 1978, fol lowing pressures fram Congress as a result of the fal lure 

of the Frankl In National Bank, the three federal bank regulatory agencies In the 

United States (Comptroller of the Currency, Federal Reserve System and FDIC) 

adopted a uniform Interagency system for use by examiners In rating the 

condition and soundness of commercial banks. (See Juncker (1978». Whi Ie 

previously examiners tended to view asset quality as the chief determinant of 

bank risk exposure, the Interagency system, known by Its acronym "CAMEL", 

focuses on five aspects of a bank's operations and conditions: ~pltal adequacy, 

Asset qual Ity, ~nagement, farnlngs and hlquldlty. It Is generally assumed 
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that banks are typically threatened with fal lure because of loss of asset 

quality, whl Ie the other four measures Indicate their abl I Ity to stay open 

despite such loss. 

In addition to a separate evaluation of each of the five elements of a 

bank's condition, a bank receives a composite (or performance) rating based on 

examiners' assessment of Its overal I strength. These ratings, from 1 to 5 

determine the extent to which a bank receives supervisory attention between 

examinations. Banks rated 1 or 2 are considered sound, whereas banks rated 3, 4 

or 5 are considered weak. A bank rated 5 Is subject to constant monitoring and 

Is usually required to take specified corrective actions. 

Although canadian regulatory agencies have a statutory requirement, 

simi lar to their American counterparts, to have depository Institutions examined 

at least once a year, on-site supervision has generally taken the form of an 

Inspection rather than an examination. It has usually been assumed that It Is 

the external auditors' responslbl I Ity to examine the quality of a bank's assets 

and to report any deficiencies In prudent banking practices, particularly as 

they relate to statutory and regulatory provisions. The reports provided by the 

external auditors, In turn, provide most of the background Information used by 

the Inspector General of Banks when conducting his annual Inspections. Even If 

he would want to conduct on-site examinations simi lar to those In the U.S. he 

could not do so because his office does not have the staff. For example, 

recently, In order to restore confidence In the sma I 1er banks, he had to request 

the major banks to make the examinations on his behalf. 

The Superintendent of Insurance who supervises al I federal loan and 

trust companies and by agreement some provincial Institutions, retains his own 

staff of some 60 examiners. Whl Ie their function Is simi lar to that of their 

American counterparts, untl I recently It has been much less formalized. 



- 54 - 

During the 1970's researchers In the United States started to develop 

bank fal lure prediction models. These models, described briefly below, employ a 

wide array of financial data available from examination and/or cal I reports, as 

wei I as different statistical techniques, to predict bank fal lure or to 

distinguish between sound and weak Instltutlons39. Based on this research, the 

federal and same state regulatory agencies have developed so cal led "Early 

Warn I ng systems". 

A major premise underlying most of the fal lure prediction models Is 

that Institutional fai lure is a continuous process which can be Identified from 

an ex post analysis of financial data. As Pettway and Sinkey (1980:p. 138) have 

stated, "Since the fai lure path tends to be a decaying one rather than an 

explosive one; Identifying banks with financial difficulties Is a first step 

toward ach I ev I ng the fa I I ure prevent Ion goa 1"40. 

One group of researchers, in their attempt to develop fal lure 

prediction models, have used accounting data of known problem Institutions and 

compared this with that of heaithy Institutions. Financial characteristics of 

distressed Institutions are then appl ied to find simi lar weakness among existing 

Instltutlons41. These models do not al iow for the posslbl i Ities that factors 

that contribute to fal lure many change over time. 

Other studies have developed a measure of vulnerabl I Ity which Is 

independent of an actual classification of Institutions as fai lures and 

nonfal lures or as probiems and non problems. Using a rank score technique, a 

composite ranking of institutions Is derived by weighting various financial 

ratios that are considered Indicative of flnanclai strength or weakness. (See 

Korobow and Stuhr (1975); KorobOW, Stuhr and Martin (1976) and (1977». 

Institutions with a composite score above a certain threshold are considered 

resistant to fai lure whi Ie those below are deemed vulnerable to fai lure. 
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The Federal Reserve System In the United States uses a multistage 

screening process Involving the eleven financial ratios shown In Table 8. Seven 

of the ratios (Identified with an asterisk) are canblned to form a lCQ1lX)slte" 

bank score. A bank Is considered an exception If Its composite score fal Is 

below a predetermined cutoff level. Separate cutoff levels are also specified 

for each of the eleven financial ratios and banks below the Individual cutoffs 

are also treated as exceptions. 

Table 8 

FEDERAL RESERVE BOARD 
SURV I LLAl'CE RAT lOS AN) COIE'OI\ENTS OF THE a:MPOS I TE SCX>RE 

1. * Loans and Leases/Total SOUrces of Funds 
2. Liquid Assets/Total Sources of Funds 
3.* Interest-sensitive Funds/Total SOUrces of Funds 
4.* Primary capital/Risk Assets 

5. Total capital/Risk Assets 

6. Net Income/Total Assets - cash Items 
,a 

7.* Total Operating Expenses/Total Operating Revenue 
8. Dividends/Net Income 
9.* Gross Loan Losses/Net Operating Income + Provisions for Loan Losses 
10.* Nonlnterest Expenses/Total Operating Income - Interest Expense 

11.* COmmercial and Industrial Loans/Total Loans, Gross 

Note: * Identifies components of the composite score. 

Source: Korobow and Stuhr (1983) p 29. 
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A somewhat different approach uses what Is referred to as out I 1er 

analysis. Vulnerabl I Ity to fal lure Is assumed If an Institution's performance 

with respect to same or al I of a selected group of relevant financial ratios Is 

atypical to that of Its peer group. (See Sinkey (1977) and (1979». 

A major weakness of al I of these models Is their use of data Internal 

to the Institutions and hence their focus primarily on mlcroeconomlc 

determinants of fal lure or vulnerabl I Ity to fal lure. By contrast. more recently 

Bovenzi and NeJezchleb (1985) have studied the Impact of changes In the 

macroeconomic environment on the fal lure of financial Institutions. 

Finally. mention should be made of the attempt to develop early 

warning systems of Institutional fal lure by using stock market prices. (See 

Pettway (1980); Pettway and Sinkey (1980». According to the "efficient market" 

hypothesis. stock prices represent a firm's Intrinsic value and any new 

Information regarding Its condition Is quickly and accurately reflected In the 

market price of Its stock. If this Is Indeed the case. the market price of 

depository Institutions serve as an early warning of changes In their health. 

Simi larl Iy. changes In their financial condition may be revealed by the rate of 

Interest they have to offer relative to their peer group for attracting 

depositors. 

To complement their traditional examination systems, al I five of the 

federal financial regUlatory agencies In the Unlt~ States now use early warning 

systems. The Federal Deposit Insurance Corporation and the National Credit 

Union Administration use the outlier approach. The Federal Reserve Board and 

the COmptrOller of the Currency use the rank score technique whl Ie the Federal 

Heme Loan Board amp toys both methods. I n a I I cases. the pr lmary purpose served 

by these early warning systems Is to rational Ize the agencies' al location of 

examiner resources. Moreover, since examiners concentrate primarily on an 

• 
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Institution's existing conditions, the early warning systems by flagging 

difficulties before they became problems may Identify potential problems. 

In canada, where the number of depository Institutions Is 

significantly sma I 1er than In the United States, and where on-site regulatory 

examination has not been given the same Importance, there has not been the same 

reQuirement for the establishment of early warning systems. The federal 

Superintendent of Insurance and the Ontario regulatory authority have Instituted 

computerized Information systems which are the first step toward developing 

fal lure prediction models. However, given the larger number of Institutions 

under the survel I lance of the canada Deposit Insurance COrporation, this agency 

as recommended by the W~n Committee, should be responsible for Implementing an 

early warning system to screen the behaviour of al I Insured institutions. 

Early warning systems as now employed In the United States or the 

simpler screening techniques used by at least two of the regulatory agencies In 

canada, do not substitute for adequate on-site examination. At best they are a 

useful complement to on-site examination. Furthermore any early warning system 

serves no usefui purpose for fal lure prevention unless the regulatory agencies 

have the authority, and use It, to force institutions to change their operating 

behaviour. In the United states the FDIC has authority to Issue 

cease-and-desist orders, Impose civl I money penalties, suspend or remove 

officers and directors, and ultimately to terminate the Insurance of any Insured 

bank. Despite this authority, It has tended to rely mainly on Informal 

agreement with offending Institutions and on more frequent examination of their 

operations. Its canadian counterpart, the COIC has no power to apply 

disciplinary measures on member Institutions short of termination of insurance 

which is tantamount to a declaration of insolvency. The W~n Committee, has 

recommended that the COIC be provided with powers simi iar to those enjoyed by 

the FDIC. 
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v - THE REGULATORY FRAMEWORK FOR FAILURE PREVENTION 

(I) DepoSit Insurance 

Deposit Insurance was Introduced In 1967 with the primary objective to 

protect sma I I unsophisticated depositors from the private cost of fal lure of 

depository Institutions. These depositors, In particular, are susceptible to 

risk exposure because of their Inabl I Ity, or the high Informational cost, of 

Identifying risky Institutions. Moreover, Insofar as they are unable to 

diversify their relatively sma I I savings, they hold a large proportion of their 

financial assets In the form of deposits In order to enjoy the benefits of the 

payments systen. Deposit Insurance, by transferring the sma I I depositors' risk 

of Institutional fal lure to an Insurer, al lows them to optimize their use of the 

payments mechanism. 

When government deposit Insurance was first Introduced In the United 

States during the 1930's the overriding reason was the protection of the economy 

from the Impact of disruptions In the Intermediary process caused by "runs" on 

the banks. In 1983, when the COIC's legislation was amended, the Minister of 

State for Finance noted that an Important objective of depoSit Insurance In 

canada also was to "assist In maintaining the confidence and stab I I Ity In the 

financial systen". 

As noted earlier, the solvency of al I depository Institutions can be 

threatened If as a result of the fal lure of one or a smal I group of Institutions 

the public loses confidence In the solvency of the system. In the scramble to 

withdraw deposits "healthy" as well as weak Institutions can becane victims of 

fal lure. The resulting rationing or recal I of loans by Institutions subject to 

runs can cause real economic prOblems as productive Investments are terminated 

and Intertenporal resource al location Is disturbed (see Bernanke (1983), Diamond 

and Dybvlg (1983». It Is general Iy ~ssumed that credible deposit Insurance 
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eliminates the Initial reason for a run If the convertlbl I Ity of a large 

proportion of deposits Is assured. As Friedman and SChwartz (1963:440) have 

observed, deposit Insurance Is "a form of Insurance that tends to reduce the 

contingency Insured against". 

It can be argued that Instabl Iity In the financial system caused by , 

runs on depository Institutions Is best avoided by appropriate use of the 

central bank's lender of last resort facl I Ity. France and Germany do not have 

deposit Insurance and rely solely on central bank liquidity support to avoid 

wide spread runs. In the latter part of 1985 the sma I I regional canadian banks 

experienced runs despite deposit insurance and government guarantees to 

uninsured depositors of two fal led banks. Further runs were avoided because of 

audit reports of the solvency of the sma I 1er banks requested by the Inspector 

General of Banks and because of the liquidity support provided by the Sank of 

canada. 

The central bank's role as protector of the nation's payment system Is 

probably made easier and more effective where depoSit insurance adds confidence 

to the safety of depositors' accounts. Whi Ie It Is usual to assign I I liqUidity 

problems to the central bank and Insolvency problems to the deposit insurer for 

r9medlal action, the distinction between 'I I liqUidity and Insolvency can be 

ambiguous. On site examination and early warning systems can help to remove 

much of this ambiguity. 

Where depository Institutions can be incorporated and regulated by one 

of eleven jurisdictions, as Is the case In canada, centr~1 government insurance 

can also serve to raise minimum financial standards of these Institutions. By 

applying minimum el Iglbl I Ity standards for Insurance and by supervising the 

operations of member Institutions. the financial standards set by the Insurer 

can be generalized throughout the system. Before 1980, same trust and loan 
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companies Incorporated In Alberta did not meet the minimum el Igibll Ity standards 

of canada Deposit Insurance COrporation (COle). The cole insured the deposits 

held with these institutions but the provincial government agreed to indemnify 

the COrporation In case of loss. The indemnity agreement was terminated 

fol lowing revisions to Alberta's regulatory framework to meet the standards 

required by the cole. In his evidence to the House of Commons Standing 

Committee on Finance Trade and Economic Affairs, In 1976, Mr. R. Humphreys, 

Superintendent, Department of Insurance, noted that ... "without attempting to 

supersede the regulatory responsibl I itles of the provinces, the corporation has 

considerable Influence In bringing about more or less uniform standards of 

supervision and regulation In al I the Jurisdictions where deposit Institutions 

have been Incorporated." (House of COmmons, Standing Committee of Finance Trade 

and Economic Affairs, 1976:1.24) 

Finally, the encouragement of more competition probably also was an 

implicit goal of the federal government in introducing deposit insurance in 

1967. Deposit Insurance has made It easier for new and sma I 1er institutions to 

compete with the larger and longer establ ised ones for publ ic deposits. The 

growth of nonbank depository institutions and the entry of regional canadian 

banks as wei I as foreign bank subsidiaries was undoubtedly made easier with the 

existence of government deposit insurance. 

Whl Ie deposit insurance has satisfied what the W~n Committee 

recommends should be Its primary objective - to Insure sma I I unsophisticated 

depositors - It Is now generally recognized that It has also unwittingly 

encouraged Institutions to increase their risk exposure and thereby their 

probabi I Ity of fal lure. The provision of deposit Insurance at a flat-rate or 

non risk-adJusted price has created Insurance related difficulties known as 
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moral hazard and adverse selection problems42. Because Insured Institutions do 

not have to pay correspondingly higher Insurance rates when they Invest In 

higher risk assets or partake In riskier actlvltls, they are encouraged to 

Increase their risk exposure to enhance their expected return. (see Flannery 

(1982); Buser, Chen and Kane (1981» This tendency toward excessive risk taking 

Is exasperated by self dealing made easier where there Is closely held 

ownerShip. Furthermore, with deposit Insurance as wei I as a perception by 

uninsured depositors and other creditors that government provides de facto 

1ao-per cent protection, there Is little or no Incentive for them to monitor the 

Institutions' risk-taking behaviour. This perception, as noted earlier, has 

been strengthened by the protection provided by the COIC to al I depositors and 

other creditors when winding-down fal led institutions under agency and operating 

agreanents and by provincial and federal government "bal lout" arrangements. 

When depositors have I ittle reason to be concerned about the financial 

conditions of depository Institutions they wi I I also be encouraged to leave 

their funds with Institutions who because of their riskier activities offer 

higher Interest rates. This, provides a further Incentive toward excessive risk 

taking. 

Various reforms to reduce the Incentives toward excessive risk taking 

by Introducing market discipline have been proposed (Blnhammer (1985), Kane 

(1985». The Economic Councl I of Canada (1976) and more recently the Canadian 

Bankers' Association (1984) have recommended the Introduction of a risk-related 

deposit Insurance premium structure. In the United States, the reports of both 

the Federal Deposit Insurance Corporation (FDIC:1983) and the Federal Home Loan 

Bank Board (FHLBB:1983) also have proposed the adoption of risk-related 

premiums. The FDIC has suggested a trial system whereby each Insured bank would 

be placed In one of three rlsk-classes and a premium rate assigned to each group 

according to Its credit and Interest-rate risks relative to capital. 
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Although a strong theoretical case can be made for risk-related 

deposit Insurance premium rates, up to now this has been overshadowed by both 

real and perceived difficulties for their Implementation. It Is usually assumed 

that we do not have the Information base, nor do we know what the base should 

be, for determining risk-related premiums. Moreover, Implementing a system with 

Improperly priced premiums would only add to already perverse risk-taking 

behaviour. The difficulty of Implementing a comprehensive, actuarial Iy sound, 

risk-based Insurance premium structure Is admitted. However, this does not mean 

that It Is Impossible to design a structure that avoids the danger of preverse 

risk-taking and at the same time reintroduces some discipline on Institutions· 

Incentive toward excessive risk exposure. 

Two approaches can be used to Implement a risk sensitive premium 

structure. One scales premiums to a measure of an Institution's overal I risk 

and the other to Individual risks. There also are at least two ways for 

deriving a measure of an Institution's overal I risk. One relates Institutional 

fal lures to a number of financial variables and estimates statistically the 

relative Importance of each of these factors. Insurance premiums can then be 

set from these estimated weights. This approach fol lows that used In fal lure 

prediction models out I I ned earlier. It suffers In that It Is backward looking 

and as such does not capture new and current behaviour affecting an 

Institution's risk exposure. 

The other approach for estimating an Institution's overal I risk with 

one measure has been offered by Merton (1977)43. He has suggested using the 

analagous relationship between deposit guarantees and put options to value 

deposit Insurance. According to this approach, the depositors' claim can be 

thought of as the sum of riskless debt and a short position In a put option on 

the deposit Institutions' assets. The short put position reflects the 



- 83 - 

Institutions' abl I Ity to "sel I" their assets to depositors for the faç:e value of 

their deposits. For writing these put options, depositors should receive their 

fair market value, that Is, a risk premium which Is Included In the Interest 

rate paid to them. Deposit Insurance on the other hand, can be thought of as a 

long position asset value put option extended by the Insuring agency to 

depositors and offsets their short put leaving their total position riskless. 

If deposit Insurance premiums are correctly related to risk, they 

should reflect the fair market value of these put options. Marcus and Shaked 

(1984) have pointed out that the use of the option-pricing approach to estimate 

appropriate Insurance premium rates al lows not only Institution specific 

estimates of the correct premium, but also the calculation of premiums with data 

collected over relatively short time periods. Unfortunately. the standard 

option theory used to find an equation for the present value of an Insurer's 

I labl I Ity on which to base premium rates requires variables not directly 

observed In the market. Surrogate estimates provide an equation which may not 

be sufficiently robust for actual premium setting. 

Scaling Insurance premiums to an Institution's Individual risks as 

reflected by current Income and balance sheet data, appears to be a more 

promising approach and can be developed along with early warning systems. In 

Part I I we outlined the major risks faced by a deposit-taking Institution. The 

composition of an Institution's assets and the dollar volume of classified 

assets relative to Its capital base serve as a good starting point for 

evaluating credit risk. However. this impl les adequate on-site examination to 

ensure that the quality of al I non~rketable loans are appropriately classified 

according to their risk. Duration and maturity gap analysis can be used to 

estimate Interest-rate risk (Cooper (1977). The proportion of read I Iy 

marketable assets and the degree of dependence on potentially volatl Ie deposits 
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provide a measure of an Institution's liqUidity and funding risks. COntingent 

I labl I Ity risks, and management risk especially as It relates to moral hazards, 

whl Ie somewhat more difficult to quantify, can be scaled with appropriate 

on-site examination. Recent fal lures of depository Institutions suggest that 

management risk may also be related to type and concentration of ownership. 

The use of variable-rather than a uniform-premium system would alter 

managerial Incentives In a favourable way. COmplete accuracy In setting 

premiums, whl Ie desirable, is not entirely necessary. It Is sufficient If 

premiums are accurate on average and there are no systematic errors In setting 

them. Accuracy In setting premiums can be gained by removing Information 

as~trles with Incentives for Institutions to reveal or signal the true nature 

of their risks. (see Harris and Ravlv (1979». Kane (1985) suggests that If 

the deposit Insurer were to offer a range of different types of policies, each 

with Its own coverage and premium rate, managerial assessment of the value of 

different types of coverage and their selection of a specific type would signal 

Information of their own risk perception. Another method to provide an 

Incentive to Institutions to reveal the true nature of their exposure would be 

the Imposition of penalties If SUbsequent to a rate setting It was discovered 

that Information provided was Incorrect or that It was knowingly withheld. 

Insofar as a risk-related Insurance premium system exposes riskier 

Institutions, It can be argued that entry would be more difficult as would be 

the vlabl I ity of sma I I regional institutions. New. as wei I as regional. 

institutions are not necessari Iy riskier and consequently need not be placed in 

an adverse higher-rated premium classification. Indeed, risk related Insurance 

would be an effective deterrent fran entry by social iy undesirable owners and 

managers. 
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Short and O'Drlscol I (1983) have proposed private Insurance as an 

alternative to governmental deposit Insurance. They argue that when the 

government Insurer has a monopoly he Is overly sensitive to overpricing of 

risk. This sensitivity Is reinforced by Industry pressures to keep premiums as 

low as possible. As a result government deposit Insurance wi I I Inevitably 

remain underpriced, undermining the rational for Introducing variable Insurance 

premiums. To remedy this problem, Baer (1985) proposes a public-private 

Insurance scheme that would al low premiums to be set In the private sector whl Ie 

most of the Insurance Is provided by the public sector. Under his scheme 

private Insurers write matching policies for X percent of depositors, losses 

whl Ie the government insurer write matching policies for 100 percent minus X 

percent of the losses. The government Insurer sets Its premium equal to the 

premium charged by the private Insurer. 

It Is questionable whether private Insurance schemes would be viable. 

Where underlying risks are not sufficiently diversified, as Is the case with 

depository Institutions, macroeconomic changes can adversely affect a large 

number of Institutions at more or less the same time causing a ruinous bunching 

of Insurance claims. Uni Ike a government Insurer, private Insurers would also 

find It difficult to price Insurance contracts that Include the social costs of 

system wide catastrophes. This was the case with financial Institutions that 

extended loans to the agricultural sector during the depression of the 1930's. 

Rather than al low these Institutions to foreclose on farmers, the federal 

government set up the canadian Farm Loan Board and later the Farm Credit 

Corporation. 

Campbel I and Glenn (1984) suggest a way around the difficulty of 

private Insurers to write contracts that take Into account the social costs of 

fal lure. Private Insurers might be al lowed the right to cancel policies when 
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the net worth of depository Institutions reached a designated level and pay a 

predetermined penalty to the government. Upon pa~nt of the penalty, the 

government would decide whether the Institutions should be declared Insolvent. 

If It decided that the Institutions should continue to operate and Insurers to 

honour their Insurance contracts, the government would assume total 

responslbl I Ity for al I sUbsequent Insurance claims. 

Private Insurers probably wi I I also be reluctant to Insure depository 

Institutions with a regional concentration of activity because of Imperfect 

dlverslfabl I Ity of their operations. Recent problems experienced by 

Institutions In Western Canada with real-estate loans I I lustrate these 

difficulties. 

Paul Horvitz In his discussion of campbel I and Glenn {1984} notes that 

one can Introduce market discipline using private Insurance companies without 

having them actually write deposit Insurance contracts. AI I depository 

Institutions could be required to sel I subordinated debt, say five percent of 

their deposits, to private Insurance companies. Market forces would value this 

debt and Increase the cost of capital to Institutions that operate In a risky 

manner. 

With private deposit Insurance the moral hazard problem remains 

because the Insurer's difficulty In acquiring Information. The Inabl I Ity of 

private Insurers to write optimal contracts under conditions of uncertainty Is 

greater for a private than a public Insurer. Hence we conclude that the 

complete replacement of government deposit insurance with private Insurance does 

not appear to be a viable alternative. Nor does It appear that private Insurers 

have sufficient resources to undertake the fui I responslbl I ity. This, however, 

does not exclude the possibi I Ity of private companies providing prescribed 

amounts of deposit Insurance and the COIC reinsuring claims above a certain 
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level. This might be a way of Introducing some marKet discipline Into the 

system without sacrificing Its credlbl I Ity. 

An alternative to risK-related deposit Insurance Is co-Insurance. 

Various co-Insurance systems have been proposed44. The Canadian BanKers' 

Association (1984) has proposed that the COIC fui Iy Insure deposits up to 

$20,000 and only 75 percent of any excess up to a total amount of $73,300. This 

total amount has been calculated so that the maximum allowable Insurance claim 

would remain at Its present $60,000 level. The Wyman Committee presented a 

co-Insurance proposal that provides 90 percent coverage for each deposit Insured 

up to a maximum of $100,000. This system Is to be Implemented over a three year 

period with depositors remaining fui Iy Insured up to $60,000 In the first year. 

In each of the next two years the maximum Insurable amount would be decreased by 

$20,000 so that only In the fourth year fol lowing implementation would the 

depositor receive only 90 percent of his first dollar of deposit. 

A major criticism of co-Insurance, especially of the type proposed by 

the Wyman Committee, is that it compromises deposit Insurance's primary 

objective of protecting sma I I unsophisticated depositors. It is also based on 

the Questionable assumption that depositors can, and wi I I, force sufficient 

discipline on Institutions' risK-taKing behaviour. With Information asymetrles 

and monitoring costs depositors wi I I be Inclined to rely on their abl I Ity to use 

the pol itlcal process to force governments to honour their claims In case of 

fal lure rather than try to directly impose discipline on the Institutions. On 

the other hand, even with complete Information a co-Insurance system would not 

be desirable because shifting of Institutional fal lure onto depositors, would 

maKe the system more prone to II runs II • Indeed w I th depos I t II f lights to Qua I I ty" 

Increased, the BanK of Canada in its role of lender of last resort could become 

the de facto insurer of institutional fai lure. (see Kanatas (1984). 
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An alternative Insurance scheme to Increase market discipline Is one 

that Insures only transactions type accounts. This might be considered 

sufficient to satisfy the goal of protecting the sma I I unsophisticated 

depositor, particularly If one Interprets the goal In terms of al lowing them to 

optimize their use of the payments system. By only Insuring transactions 

accounts little harm may be done to the stab I I Ity of the system goal as wei I. 

The major benefit to be hoped for Is the market discipline that the uninsured 

I I liquid and savings account depositors may exert on the risk behaviour of 

Institutions. To shift their risk these depositors could demand the Inclusion 

of covenants In their deposit contracts which constrain an Institution's 

dividend, investment and financing behaviour (see Furlong (1984}). Insurance 

schemes that base coverage on maturity rather than the amount of a deposit 

assume that a clear distinction between accounts can be made with respect to 

maturity. Deposit Innovation has already rem:>ved much of the former differences 

and further competition for deposits Is likely to continue this process. 

(I I) canada Deposit Insurance COrporation (C.D. I .C.):Operatlons and Loss 

Experience 

The ODIC was established In 1967 by the canada Deposit Insurance COrporation 

Act. (R.S.C. 1970, c.C-3 as amended) as a proprietary Crown corporation. The 

COrporation's principal objective Is to provide Insurance on deposits with 

federal member Institutions (banks, trust, and loan companies) and with 

provincial member Institutions (trust and loan companies) up to a stated amount 

per depositor per Institution. For purpose of Insurance, deposits are defined 

broadly and generally Include al I deposit-I Ike Instruments accepted on demand or 

that can be claimed within five years. The maximum amount per deposit, 

Initially set at $20,000 was Increased to $60,000 effective In January 1983. 
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A provincial Institution may become a member of the COIC if It Is authorized by 

the province of Its Incorporation and If It agrees not to exercise powers 

substantially different from those al lowed under federal legislation. Two 

months before the COIC was established, Ontario had Introduced deposit 

Insurance to canada with a plan of Its own covering the 25 trust and loan 

companies In the Province. This plan was very simi lar to the one the federal 

government subsequently Instituted. Upon the aval labl I Ity of deposit Insurance 

from the COIC, the Ontario plan was suspended and al I Its Incorporated trust and 

loan companies were required to apply to COIC for Insurance. The other 

provinces, except Quebec, fol lowed suit. Quebec Instituted Its own plan of 

depoSit Insurance administered by the Quebec Deposit Insurance Board (OOIS). 

The Board Is empowered to guarantee not only deposits within the province, but 

also deposits accepted outside the province by Institutions Incorporated In 

Quebec. In order to avoid duplication of service, the federal government and 

the Government of Quebec with the concurrence of the other provinces agreed that 

deposits located In Quebec with provincially Incorporated trust and loan 

companies would be guaranteed by the OOIS and deposits located outside Quebec 

with these companies would be Insured by the COIC. Aside from guaranteeing 

deposits located in Quebec held with al I nonbank depository institutions 

Including credit unions and caisses populaires, the operations of the OOIS are 

simi lar to those of the COIC. The COIC Is empowered to make short-term secured 

loans to the QDIS to enable It to meet emergency liquidity needs that may arise 

from Its Insurance operations. During 1981-82 $80 mi I I Ion was advanced to the 

QOIS under a $100 ml I I Ion I ine of credit agreement with the COIC. 

Over the years the COIC has also functioned as a lender of last resort 

by making secured loans and advances to member Institutions and by purchasing 
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assets from them. Under separate legislation - the Investment Companies Act and 

the Oo-operatlve Credit Association Act - the COIC Is empowered to maKe 

short-term loans as a lender of last resort for liquidity purposes to canadian 

control led sales finance companies and to cooperative credit societies and 

provincial organizations responsible for stab I I Ization or I iquidity funding for 

credit unions. Up to the end of 1984 the COIC had not made any advances under 

this separate legislation. Any advances that may be made are borrowed In turn 

by the COIC from the federal government's Oonsol Idated Revenue Fund. 

In Its first year of operation, the ODIC Insured $17.1 bl I I Ion In 

deposits held with 28 federally Incorporated Institutions of which 10 were 

banKs, and with 41 provincially Incorporated trust and loan companies. By year 

end 1984, Insured deposits had grown to $162 bl I I Ion. Of this amount, $149 

bl I I Ion was deposited with 140 federal Institutions Including 72 banKs, and $13 

bl I I Ion with 46 provincial Institutions. 

Upon formation, the Federal Government subscribed and paid for $10 

ml I I Ion of the COIC's capital stock which the corporation redeemed In 1977 

without affecting the governments control or sole ownershlP.45 The COIC's 

operations are financed by member Institutions premium assessments, Investment 

Income and secured loans from the Federal government. The corporation's Inltal 

authority to borrow $500 ml I I Ion from the government's Censol I dated Revenue Fund 

was Increased to $1.5 bl I I ion in 1983,. It used this authority during Its first 

four years and then not again untl I 1982 when It borrowed $140 mi I I Ion to help 

finance direct I iquldlty loans to troubled member Institutions. It started to 

borrow sustantlal Iy In early 1985.46 

Up to the end of 1984 member Institutions had paid the COIC over almost 

18 years a total of $215 mi I I ion premium Income. The maximum premium rate that 

a member Institution can be charged In anyone year is one-thirtieth of one per 
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cent of Its Insured deposits. The maximum rate was charged In each of the 

corporation's first six fiscal years and again In 1983. In each of the 

Intervening years member Institutions paid reduced premiums. The average annual 

reduced premium rate during these years was only approximately one-fiftieth of 

one percent of Insured deposlts.47 As provided In section 19(8) of the canada 

Deposit Insurance Corporation Act, a reduced premium paid by a member 

Institution In anyone year can not be less than the greater of $500 or an 

amount that, together with the aggregate of premiums previously paid by the 

member Institutions, Is equal to one-sixth of one percent of the Insured 

deposits to which the reduced premium appl les. 

Annual premium Income, together with net earnings, are accumulated In 

the Corporation's "Deposit Insurance Fund". This Fund Increased In every year 

untl I 1982 when It reached $253 ml I I Ion. In the fol lowing two years, as 

discussed below, it was plaçed In a deficit position amounting to $871 ml I I ion 

at the end of 1984. Where, in the opinion of the Corporation, the Fund, at the 

end of a financial year, Is adequate to meet Its existing and potential 

I labl I Itles, It may pay a premium rebate to member Institutions that have paid 

premiums for at least five years. The total amount of premium rebates that can 

be paid In anyone year Is I imited to the total amount of premiums collected In 

the preVious premium year. A $3 ml I I Ion premium rebate was paid in 1978 and 

another amounting to $6 ml I I Ion In the fol lowing year to 57 member Institutions. 

The COIC's loss experience Is summarized In Table 9. Up to May of 1985 

It had to deal with sixteen Institutional fal lures; ten trust companies, three 

mortgage loan companies, two mortgage Investment corporation and one bank. 

Eight of these Institutions were almost Immediately placed Into liquidation upon 

fal lure. Depositors were paid the amount of their Insured deposits and the COIC 

took over the claims of the Insured depositors against the liquidated 



TABLE 1 - CD IC CLA Irl1 EXPER I [!\CE 1t 
COIC 

MEmber Year Jur I sd I ct Ion Payrner. t /Recover i es 1 
( dispos I t Ion) $ 000.000 ------------------------------------~-------- 
1. secur I ty Trust 1969 

(L I q'u I da tee) 

2. Corrrorwea I th Trust 1970 
(Liquidated) 

3. Astra Trust 1980 
(Liquidated) 

4. District Trust 
(Agent-Sterling 
Trust) 

5. Cr own Trust 
(AGen t-Ccn tr il I 
Trust) 

6. Greym3.e Trust 
(Agent-Standard 
Trust) 

7. Seaway Trust 
(Agent-Mld I and 
Bank of Cannda; 
plac8d In lIquIda 
tian June 1984) 

3. Seaway Mortgaw:~ 
Cor por c1 t 1011 
(Agent-,'.,' i d I nnd 
Dank of C.1nada) 

9. Greymac I'y'ortgage 
Corporation 

(Agent-Stnlldard 
Trust) 

10. Fidei Ity Trust 
(Agent-First 
City Trust) 

11. Amie Mortgage 
Corporation 
(Liquldated)July 83 

12. t\brthguard 
Mortgage 
LI qu I da ted Dec [lLI 

13. Pioneer Trust 
Liquidated Feb 85 

14. Western Capital 
Liquidated Apr 85 

1982 

1983 

1983 

1983 

1983 

1983 

1983 

1983 

1984 

193::'; 

1985 

15. London loan Limited 1935 
Liquidated Apr 85 

Net arount s r eccver ed t hr ouçh disposa I of assets. 
Loans and loan guarantees to agents under agency and 
adnlnistrative agreEments. 
Represents the COIC participation In the $255 ml I I Ion support 
packaqe for the bank. 

16. Canad I an Cmmerc I a I 
__ __§_~~ __ ~)r 8S _ 
1. 

* 

** 

Alberta 10.3/10.3 plus interest 
repaid by province of 
Alberta 

British 
co turo l a 

5.4/5.4 

Federal 21.6/18.1 

Ontario 44.5*/33.5* 

Ontario 287.7*/ 

Ontario 159.9*/ 

Ont ar 10 140.2*/140.2* 
150/ 

Fcderi.11 54.5*/ 

FcdE:ral 105.2*/ 

Federnl 296.1 * / 

Federal 22.8/15 

Federal 27.8/ 

Federal 

Federal 305/ Trust 

Ontario 

Federal 75**/ 
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Institutions. In the case of the Security Trust Company In 1968, the first 

member Institution to fal I, the $10.3 ml I I Ion paid out to depositors was 

subsequently repaid with Interest to the COIC by the Government of Alberta. 

Untl I 1980 the Alberta government had agreed to Indemnify the COIC for any 

losses on account of Alberta Institutions which were Insured by the Corporation 

but which did not meet Its minimum financial standards for membership. A 

s 1m I I ar agreanent had been I n effect w I th the Government of Ontar loto a I ION Its 

Institutions to become members before the COIC had the opportunity to have them 

examined. 

The Ccmnonwealth Trust Canpany was i Iqutdateo In 1970. All of the 

$5.4 million paid to Insured depositors was sucseouent Iy recovered. The Astra 

Trust Company was liquidated In 1980. Insured oeoos t tor s were paid $21.6 

million. To the end of 1984, all but $3.5 ml l l l on was recovered. In 1983, 

follONlng the liquidation of the .Amlc Mortgage Investment Corporation, the COIC 

paid claims to Its Insured depositors amounting to $22.8 ml I I Ion of which $7.8 

ml I I Ion remained outstanding at the end of 1984 as did the entire $27.8 ml I I Ion 

paid to depositors of Northguard Mortgage which f'latj been placed Into liquidation 

during the year. During the first four months of 1985, three more Institutions 

were liquidated - Pioneer Trust, Western capital Trust and London Loan Canpany. 

The COIC paid their depositors a total of $305 ml I I Ion. 

With the fal lure of the District Trust Company In 1982, and In the 

fol lowing year CrONn Trust, Greymac Trust, Seaway Trust, Seaway Mortgage 

Corporation, Greymac Mortgage Corporation and Fidei Ity Trust, Instead of 

Immediate liquidation, the COIC, fol lowing termination of their activities by 

their respective regUlatory authority, entered Into agency and operating 

agreements with other member Institutions. These Institutions, as agents of the 
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COIC, agreed to administer over a five-year period the assets and I labl I Itles of 

the troubled Institutions. During the wlndlng-down period the COIC advances 

funds and guarantees funds advanced by agents as required to meet depositors' 

claims as they fal I due. Uni Ike Immediate liquidation where the COIC's 

I labl I Ity Is limited only to the Insured deposits held with the Institutions In 

receivership, with the agency and administration approach al I depositors are In 

effect guaranteed repayment of their funds. As at December 31, 1984, loans made 

directly by the COIC or by Its agents to the six Institutions stl I I remaining 

under agency and administrative agreements amounted to $925 ml I Ilon.48 In Its 

1983 fiscal year the COIC recorded a general provision for loss of $650 ml I I Ion 

which was Increased 0 $1,250 ml I I Ion In 1984. This provision reflects Its 

I labl I Ity with respect to outstanding and further loans under the agency and 

administration agreements. 

In March 1985, when the canadian Commercial Bank was threatened with 

fal lure, the Inspector General of Banks negotiated a $255 loan package to ensure 

Its solvency. The COIC agreed to provide $75 ml I I Ion (estimated to be the 

amount It would have to pay to Insured depositors In the event of Insolvency) 

with the remaining $180 ml I I Ion shared equally by the Province of Alberta, the 

Government of Canada. and a banking group In the amount of $60 ml I I Ion each. 

(I I I) Solvency Regulations 

The need for solvency regulations to satisfy the safety and soundness 

objectives of public pol Icy depends upon how the deposit Insurance system Is 

structured. With a credible risk-related Insurance premium system most of the 

present solvency regulations would be superfluous. The retention of same 

regulations would be necessary only Insofar as Information asymetrles cannot be 

reduced. As has already been suggested, more adequate monitoring with on-site 
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examination and the provision of Incentives to Institutions to reveal the true 

nature of their risks are effective means for reducing present Information 

asymetrles. 

Solvency regulations can be classified Into five general categories of 

constraints: entry restrictions, activity restrictions, pricing constraints, 

balance sheet constraints and restrictions on Insider conduct. 

Entry restrictions which limit the number of Institutions and 

canpetltlon have been used to enhance solvency by stab I I Izlng the profits of 

existing Institutions. It Is now generally recognized that the consequent 

efficiency loss Is too large to Justify the contribution that such entry 

restrictions may make to solvency. However, entry restrictions that prevent 

unscrupulous ownership and management protect solvency with no loss In 

eff Ic I ency. 

Activity restrictions are another form of entry barrier. 

Traditionally, canadian depository Institutions have been precluded from most 

non-financial business activity. However, whl Ie not engaging directly In such 

activities, they have Increasingly participated Indirectly as merchant bankers. 

Recent experience shows that combining market Intermediation activities with 

financial Intermedlon adds risk to the latter. Morevover with a level premium 

deposit Insurance system and de facto government guarantees of depository 

Institutions' I labl Iitles, government Indirectly subsidizes market 

Intermediation. Hence. not only Is the solvency of financial Intermediaries 

threatened but also the effiCiency of market Intermediation. 

From the solvency point of view, restricting depository Institutions 

choice of activities can have both positive and negative effects. The fonner 

result If the prohibited activities add Information asymetrles that provide them 

with the Incentive to Imprudently engage In certain high risk activities. The 



----------------------------------------- 

- 76 - 

latter result when activity restrictions constrain diversification. Merrick and 

Saunders (1985) point out that activity restrictions should not rule out risky 

activities per se, but only Inhibit the abl I Ity of Institutions to 

sureptltlously Increase risk' after the market and Insurers set their risk 

prenluns. 

The Green Paper proposed the establishment of financial holding 

companies as a means of al lowing financial Intermediaries to engage In a broader 

range of activities and to offer the pub I Ic a wider selection of financial 

services In a "one-stop shopping" environnent. American experience with 

financial holding companies shows that the solvency of a depository Institution 

cannot be Insulated effectively from other parts of Its holding company that are 

subJect to common management. (Eisenbeis (1983}) The latter Is usually 

required If economies of scale or scope are to be exploited. 

Restrictions that limit a depository Instltutlon's exposure to risk In 

a holding company structure Include pricing, transactions, and capital transfer 

restrictions. Pricing restrictions I imlt the depository Institutions' abl I Ity 

to transfer resources to Its affl I lates through the pricing of Interaffillate 

transactions. Transactions restrictions attempt to prevent risks from being 

transferred to depository Institutions through credit extensions. capital 

transfer restrictions limit the reductions In an Instltutlon's capital by 

preventing excessive dividend payments and stock purchases. Despite such 

restrictions, If intergratlon In a holding company structure Is sufficiently 

close to al low economies of scope, depoSit Institution subsidiaries wi I I be 

subJect to what goes on in the rest of the organization. 

Pricing constraints in the form of deposit interest rate cei i Ings were 

Introduced in the United States during the 1930·s. At the time It was assured 

that If the banks paid higher Interest rates, It wouid force them to hold higher 
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yielding, higher risk assets, and thereby make them more susceptible to 

fal lure. However, as was experienced during the 1970's, In an environment of 

high and volatl Ie Interest rates with sudden reversals In their yield curves, 

cel lings can result In mismatch risks when they are not adjusted to al low for 

such changes. In the absence of deposit cel lings, Institutions' deposit pricing 

behaviour contains Information about risk behaviour that Is helpful to both 

regulators and the deposit Insurer. 

SOlvency regulations on depository Institutions' balance sheet have 

placed restrictions on their Invesbments and have specified liquidity and 

capital standards. Investment rules can take two forms: qualitative rules which 

relate to the soundness of Individual Investments and quantitative rules which 

relate to the soundness of the asset portfolio. Qualitative rules are a 

substitute for regulatory monitoring and In some Instances may be more cost 

effective than monitoring. However, monitoring costs can be reduced by passing 

them on to the Institution being monitored which would then have to Incentive to 

reveal to the regulator and Insurer the quality of Its assets. quantitative 

rules, on the other hand, attempt to lower the risk of Institutions' Investment 

portfol los by requiring them to diversify their Investments both geogaphlcal Iy 

and sectorally. Regulations that "prohibit" portfolio concentration are sine 

guo non for avoiding large exposure to risk. Only a brief reading of banking 

history reveals that depository Institutions are extremely vulnerable to severe 

economic shocks that affect a large proportion of their assets. Had It not been 

for their diversified portfol los, many more depository Institutions would have 

fal led during the more recent shocks to the fishing, commercial real estate and 

energy sectors as wei I as to the developing countries. 

It Is usually assumed that by setting higher primary capital standards 

an Institution Is made sounder because Its shareholders have a higher stake In 
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Its success; an argument frequently also used to defend closely held ownership. 

However, as was pointed out earlier In Part I I, higher primary capital 

requirements can result In owners and their managers assuming more rather than 

less risk. Only, Insofar as higher capital standards Increase confidence In 

depository Institutions and thereby make them less prone to runs, do they make a 

significant contribution to solvency. 

Rules or guldel Ines that Impose capital standards also are a means of 

shifting risk from the deposit Insurer to holders of capital. Higher primary 

capital standards shift risk to shareholders whl Ie higher secondary capital 

shift risk to subordinated debtholders. Since subordinated debtholders do hot 

share In the benefits of an Institution's risks that pay off, they have an 

Incentive to force them to control risks to assure their solvency. Moreover, 

where subordinated debt contracts Include covenants that restrain an 

Institution's behaviour, this type of debt serves as a substitute for 

regulation. 

capital adequacy standards can serve as a substitute for risk related 

deposit Insurance if capital holders have the Incentive to monitor the 

risk-taking behaviour of their Institutions. Since Information asymetrles are 

probably greater for holders of capital than for the deposit insurer, the latter 

has a comparative advantage for protecting depository Institutions' solvency. 

Regulation of Insider misconduct has been proposed against the risk of 

moral or fiduciary fal lure. No matter how wei I designed, Insider misconduct 

rules are sübJect to clever circumvention. For example, the prohibition of a 

loan to an insider can be disguised with a loan to an arms-length party who In 

turn makes the proceeds avai lable to the prohibited party. Since self dealing 

can either enhance or threaten an Institution's solvency, framing appropriate 

regulations presents a dl lemma. At best, regUlations probably should do no more 

than specify Internal control structures to be maintained by Institutions with 

• 
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the provision for severe penalties for misconduct. Penalties under the Criminal 

Code should supplement those that can be Imposed by government regulators. To 

further deter Insider misconduct, directors and officers of depository 

Institutions should not be al lowed to be protected by employment contracts which 

provide them with compensation upon resignation or dismissal. It can also be 

argued that the greater the competitive pressure, the more ma'nagers wi I I be 

measured by the competitive yardstick, and the less wi I I be the opportunity to 

Indulge In Injurious self-dealing. The potential for self-dealing also appears 

to be less In widely held rather than closely held Institutions. 

It has been argued that when deposit Insurance Is explicitly priced to 

reflect an Institution's exposure toward risk, the only reason for solvency 

regulation Is to compensate for Information asymetrles and consequent monitoring 
I ' 

costs. In the absence of explicit Insurance pricing, solvency regulations can 

be used by the Insurer to Implicitly price insurance. For example, solvency 

regulations can be Imposed as penalties which esculate as an Institution's 

behaviour becomes riskier (see Buser, Chen and Kane (1981». Since such 

Implicit risk based Insurance premiums are a cost to the Institution In the form 

of loss of anticipated profits, It wi I I have an Incentive to control Its risks. 

Efficiency losses usually associated with solvency regulations are lower when 

restrictions serve as Implicit Insurance premiums Imposed only on an offending 

Institution. 

Financial regulations have been considered primarily In terms of their 

contribution to solvency. Since regulations also may be desired to satisfy 

other public pol Icy objectives one has to be concerned with how In these other 

, I roles they may impinge upon solvency. It has been suggested (Porter Royal 

Commission (1964) and the Economic Councl I of canada (1976», that the 

regulation of activities of depository Institutions should be on a 
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functlon-by-functlon basis. Whl Ie such an approach to financial regulation has 

many advantages, since it Is institutions and not functions that became 

Insolvent, regulations, at least In part, must remain focussed on Institutions. 

Finally, there Is the question of who should be responsible for 

regulating and monitoring of depository Institutions. Deposit taking Is now 

undertaken by different types of Institutions which may be regulated In either 

provincial and federal Jurisdictions. This cal Is for much more co-operatlon 

than has been the case, and for a much more Important role to be assigned to the 

government deposit Insurer. 

(Iv) Disclosure Rules 

The major difficulty with any type of Insurance Is moral hazard 

because the Insured usually have better Information about the true nature of 

their risks than does the Insurer. As has been noted above, this creates the 

need for:solvency regulations to supplement deposit Insurance. However this 

need Is reduced with rules that require Institutions to disclose their behaviour 

on a timely basis, and with on-site monitoring. It has also been suggested that 

Incentives can be provided to encourage Institutions to reveal the true nature 

of their risks and that penalties shoUld be Imposed where It Is found that 

Information has been withheld or was knowingly Incorrect. 

There wi I I always be disagreement over the extent to which Information 

can be made available to the pub I Ic. Increased pUb I Ic disclosure wi I I be 

resisted by Institutions for reasons of competitive confidentiality and by 

regulators because of the dangers of overreactions. Simi lar arguments were used 

I n the debate on whether the chartered banks shou Id be reou I red to d I sc l'ose to 

the pub I Ie the amount of their Inner reserves. The requirement for disclosure 

does not appear to have adversely affected the operations or solvency of the 

banks. 
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One cannot expect additional Information to Increase private sector 

survel I lance very much without shifting more risk to It. Requiring Institutions 

to hold more subordinated debt would serve this purpose. In addition, uninsured 

depositors would monitor an Institution's risk If de facto guarantees were 

removed. For example, when COIC uses agency and operating agreements to 

wlnd-down solvent Institutions It could payoff uninsured depositors at only Its 

estimated value of recoveries. 

(v) Self-regulation 

Our approach toward maintaining a balance between soundness and 

risk-taking as wei I as soundness and efficiency, Involves reinforcing, or 

duplicating by other means, dlsclpl Ines Inherent In the market place. Toward 

this end we have made the case for risk based insurance premiums, priced both 

explicitly and Implicitly. This approach al lows for a greater degree of 

self-regulation. However, to ensure that self-regulation pays appropriate 

attention to externalities of Institutional behaviour, mandated Internal 

corporate structures seem desirable. For example, an Institution's board of 

directors should consist of a certain proportion of outside directors with 

specified qualifications. Moreover, certain Internal committees should also be 

mandatory and representation on these committees should Include outside 

directors. Minutes of al I required committees would be read I Iy available to 

government regulators. Monitored self-regulation appears to be the most 

effective way to control abuses that arise as a result of confl lets of Interest 

and self-dealing. Institutions would be required to establish "Chinese Walls" 

to control confl lets of Interest and outside directors and regulators would be 

responsible to see that these wal Is did not becane mere "garden fences". 
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CXJf'CLUS IONS 

In the 1970's Induced by accelerated and anticipated Inflation, and 

more competition fostered In large part by technological and financial 

Innovation at home and abroad, depository Institutions' asset transfonmatlon 

underwent a metamorphosis to accarmodate Itself to this new environment. As a 

result these Institutions Increased their exposure to risks which have been 

Identified as credit risk, Interest rate risk, funding risk, contingency 

I labl I Ity risk, management risk and del Ivery risk. These risks become excessive 

when they threaten an institution's solvency which happened to same thirty 

Institutions which either fal led completely or were rescued from fal lure. 

Deposit Insurance, IntrodUCed In 1967 essentially to protect sma I I 

unsophisticated depositors, has unwittingly provided Insured Institutions with 

an Incentive to Increase their risk exposure. Because Institutions do not pay 

correspondingly higher Insurance premium rates when they Invest In higher risk 

assets or partake In riskier activities, they are encouraged to enhance their 

expected returns by Increasing their risk exposure. Moreover, deposit 

Insurance, and more recently de facto protection provided by the COIC and 

governments to uninsured depositors and other creditors of insured Institutions 

also has resulted in the public's perception that their funds are fui Iy 

protected. As a result the publ Ie has little or no Incentive to monitor the 

behaviour of these institutions. The ultimate cost of excessive risk taking 

which results In Institutional fai lure Is born by the COIC and governments. In 

addition, when the public has little or no Incentive to monitor the behaviour of 

Institutions and institutions have an incentive to assume excessive risks, the 

stab I I Ity and soundness of the financial system is threatened and risk bearing 

Is I neff Ie lent. 
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Three types of reforms that address these problems have been 

considered: those that reinforce or duplicate by other means, dlsclpl Ines In the 

market process, solvency regulations and self regulation. Direct market 

discipline Is Increased with lower capital leverage ratios, especially where 

this takes the fonm of additional subordinated debt. Government risk-based 

deposit Insurance can serve as a surrogate for direct market discipline. It has 

been argued that It Is possible to Implement a credible risk-based premium 

system. Despite the existence of Information as~trles, Institutions can be 

classified according to their risk behaviour. Moreover, present Information 

as~trles can be reduced significantly with disclosure rules, Incentives and/or 

penalties that induce Institutions to reveal the nature of their risks, on-site 

monitoring, and the use of early warning systems. 

Lower capital leverage ratios and a credible risk-related deposit 

Insurance system would render many solvency regulations superfluous. In the 

absence of explicit deposit Insurance pricing, solvency regulations can be used 

to Implicitly price Insurance. 

Regardless of the deposit Insurance system chosen, the solvency of 

Institutions Is enhanced with regulations that prohibit "extreme" portfolio 

concentrations, and Insider misconduct, and prevent entry of unscrupulous owners 

and managers. 

OUr approach with respect ro deposit Insurance, capital leverage 

ratios and SOlvency regulations al lows for a greater degree of self-regulation. 

However, to ensure that self-regulation pays appropriate attention to 

externalities of Institutional behaviour, mandated Internal corporate structures 

are recannended. 

Finally. the regulatory framework cannot, and should not, make 

Individual depository Institutions Immune from the theraputic and disciplinary 



- 84 - 

.. 

roles of exit. Mistakes are Inevitable In a dynamic, Innovative and competitive 

environment. Pol Icy must al low unsound and poorly managed Institutions to fal I 

but at the same time protect the safety and soundness of the system. 

A depository Institution should be considered Insolvent when the 

present value of Its expected cash flow over same appropriate period fal Is short 

of Its real net worth. Since closure usually Involves externalities beyond the 

direct costs borne by the deposit Insurer, ordering liquidation probably should 

remain the prerogative of the court. However, the COIC should became the 

liquidator If It so choses, and have the authority to close an institution In a 

manner that takes Into consideration not only Its own I iabl I Ity but also the 

possible disruptive effects to financial Intermediation and the economy. 
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FOOTt-OTES 

1. The size of an Individual loan was a major factor causing solvency prOblems 
for Unity Bank prior to being merged with the Provincial Bank of canada 
In 1977. 

2. For a discussion of the risks associated with project financing see Benson 
(1980). 

3. The removal of the 6 percent cel ling on bank loans In 1967 and the lower 
cash reserve required Introduced In 1980, among other legislative changes, 
gave the banks the Incentive to diversify their loan portfol los. 

4. I'bt al I foreign currency business can be strictly classified as foreign 
I nsofar as sane of I tis booked I n canada. 

5. In the Disclosure Guidel Ines which became effective on November 1, 1984, 
the Inspector General of Banks defined non-performing loans as non-accrual 

l 
loans and renegotiated reduced rate loans. Non-accrual loans are defined 
as loans on which Interest Is not being accrued due to the existence of 
reasonable doubt as to the ultimate col lectlbl I Ity of principal or 
Interest. Loans where Interest Is contractually past due 90 days are 
autamatlcal Iy to be placed on a non-accrual basis unless management 
determines that there Is not reasonable doubt about col lectlbl I Ity. 
"Renegotiated reduced rate loans" are defined as non-personel loans where 
terms have been rrodlfled to provide for a reduction In the Interest rate 
due to the weakened financial condition of the borrower. Non-accrual loans 
Include term preferre9 shares, Incane debentures, sma I I business loans, 
smal I business development bonds that qualify as loan substitutes and 
deposits with banks. '(see Bank Act and Orders and Regulations with 
Gu I de I I nes and Ru I es (1984): 433-451.) 

6. In 1984, because of the adverse effects on Its Income from the previous 
three years lo~s experience, the Inspector General of Banks 
al lowed the Bank of British Columbia fol lowing Its financial restructuring, 
to exclude the previous years' losses In calculating Its loan loss 
provision. (Globe and Mal I, Nov 12, 1984) 

7. In the United States, the International Lending Supervision Act Introduced 
In 1983, requires banks to disclose detailed Information on their foreign 
lending activity and provides for special reserves cal led an AI located 
Transfer Risk Reserve. See Young (1985) and Paul Volcher, Federal Reserve 
Bulletin, Board of Governors of the Federal Reserve System, Apri I 1983 
p. 277. 

8. There Is an expanding literature on measures of Interest rate sensitivity 
and techniques to control associated risks. See Blerwag (1978), Blerwag, 
Kaufman and T~vs (1983), Cooper (1977), Fischer and Wei I (1971),Grove 
(1974), Hicks (1939) 184-88, Ingersol I, Skelton and Wei I (1978), Kaufman 
(1984), Macaulay (1938), Samuelson (1944), Wei I (1973). 

9. Alternatively, one can define the gap In terms of the difference between 
fixed-rate asserts (FRA) and fixed-rate liabilities (FRL) and a positive gap 
as FRL FRA. 
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10. Duration Is computed by weighting the present value of each future cash 
flow by the number of periods untl I the receipt of pa~nt and then 
dividing by the current price of the financial Instrument, or 

ri. 

t)~ ~\ t~Vt ~ 'PVt: e. t 
f »« (J tL)t 
ta., 

where t:> Is durat Ion; t. I s the I ength of time (nunber of months, years etc.) 
fran the present to the time of payment; p" t the present va I ue of a payment c.t. 
scheduled t years from the present; t the appropriate discount rate and ~ 
. the surmatlon from the first to the last payment (~) t.:=.\ 

11. The duration of the bond Is computed using the formula In footnote 9 as 
follows: 

2.7 ... (1) (100) + (2) 100 + (3) (110) 
1.1 1.1 1.1 

12. This Is an approximation of a more campi Icated relationship. 

13. Duration gap Is defined as: Dc:,..: \.)6.- be [LIA] 
where ~c.andtkare the durations of assets and Ilabl titles respectively; A 
Is the market value of an institution's assets and L that of its 
I labl Iities. The percentage change in net worth as a result of an 
unexpected I nterest rate change nt Is: 

b.NW /NW ~ (:- ~&) (AL) 
14. To avoid this problem associated with variable-rate loans, Institutions can 

make fixed-rate loans and then hedge the Interest rate risk In the futures 
market. These so-cal led synthetic fixed-rate loans effectively Insulate an 

Institution from Interest rate risk whl Ie providing the borrower with a 
fixed loan rate. (See Dew and Marted, 1981) 

15. See Belongia and Santoni (1984); Begert and Capazza (1984); Draenstott and 
McDonley (1982); Keen (1980): Koch, Steinhauser and Whigham (1982); 
Mitchel I (1985); Booth, Smith and Stolz (1984) 

16. calculated fran Table D2, Bank of Canada Review, August 1985. 

17. See Chris Robinson and Alan White, "Bank-backed Preferred Shares Under 
scrut I ny", Globe and Ma I I, Toronto Nov. 17 1984. 

18. See Demsetz (1968), Diamond (1984), Fama (1980), Harris and Raviv (1979), 
Holmstr~ (1979), Jensen and Meek I ing (1976), Marshal I (1976), Pauly 
(1968), Shavel I (1979), Rothschl Id and Stiglitz (1976), Ross (1973). 

19. Kane (1985) has observed that " ... I ike acrobats working with the benefit 
of a safety net, insureds can afford to be more daring than they could If 
they were not able to rely on insurance coverage to truncate their losses". 
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20. See Chr I stopher Wodde I I, "ces Repor t Oeser I bes Bank I n Chaos", Globe and 
Mal I, Toronto, October 10, 1985; House of Commons, Standing Committee on 
Finance, Trade and Economic Affairs, Report: canadian Commercial Bank, 
Issue No. 41, 1985. 

21. See Exhibit 7 "canadian CaTmerclal Bank Report by George C. Hltctman", 
submitted Oct 9th, 1985 to Supreme COUrt Judge WI I lard Estey's 
Investigation of the fal lure of the bank. 

22. Or more precisely, Insolvency occurs when the market value of an 
Institution's assets fal Is below the present value of Its contractual 
I labl I Itles (discounted at the risk-free rate). 

23. Barth et al (1985) estimated that In early 1985 there were more than 400 
thrift Institutions In the United States whose net worth was negative and 
approximately 900 whose net worth was less than three percent of their 
assets. 

I 

I ' 

24. The appointment of a liquidator for the Northland Bank was delayed by the 
Court because prior to the application for a court order no special 
meetings of shareholders and creditors as specified In the Winding-up Act 
was held. (See Arthur Johnson, "Judge Delays Repayments by Northland", 
Globe and Mal I, Toronto, October 5, 1985.) 

25. See Bennett (1984), Federal Deposit Insurance Corporation (1983A) and 
(1983B), Horvitz (1975). 

26. In the rescue plan the FDIC accepted the equivalent of 80 percent of 
Continental I I I Inols Corporation's equity and assumed as much as $4.5 
bl I I Ion In problem loans. 

27. see Tim carrington, "U.S. Won't Let 11 Biggest Banks In Nation Fall", Wall 
Street Journal, 20 September 1984. 

28. For a more complete discussion of the functions of bank capital see Orgler 
and Wolkowltz (1976). 

29. The major difference in the calculation of leverage ratios between canada 
and American regulatory authorities Is the canadian deduction of shares of 
assoc I a ted campan I es and tt ie Amer I can I ne I us Ion of a I lowance for loan 

losses In the calculation of primary capital and the canadian inclusion of 
off-balance sheet Items In the asset base for calculating the leverage 
ratio. These differences tend to make canadian ratios lower than their 
American counterparts. (For U.S. calculations see GI Ibert, Stone and 
Treb I ng (1985)). 

30. Bank Act and Orders and Regulations with Guidel Ines and Rules (1984) p 430. 

31. The Inspector General of Banks has also set total capital leverage 
guldel Ines of fram 20:1 to 25:1 for foreign bank susldlaries. See Ibid, 
430-432. 
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32. Regulatory guldel Ines In the U.S. permit a banking company to maintain up 
to one-third of Its overal I capital In the fonm of debt with an original 
maturity in excess of seven years. 

33. See Barry Critchley, "Cozy Trusts and Banks are Under SCrutiny", The 
Financial Post, October 6, 1984. 

34. The bank regulatory agencies In the United States have set mlnlmun 
standards for the ratio of primary capital to total assets of 5.5 percent 
and 6 percent for the ratio of total capital to total assets; these 
percentages translate Into leverage ratios of 18.2 and 16.7. A Treasury 
Department study group and the Federal Deposit Insurance COrporation have 
suggested a capltal-to-asset standard of 9 percent (a leverage ratio of 
only 11.11). The American banking system In the aggregate currently has a 
capital/asset ratio of si Ightly more than 7 percent (14.3 leverage ratio) 
(see Gilbert, Stone and Treblng (1985). .. 

35. Before the Bank Act revisions of 1980 the canadian banks were restricted to 
cammon stock Issues with pre-emptive rights which required them of offer 
additional shares on a pro-rata basis to existing shareholders. Low stock 
prices kept them from sel ling new shares to raise capital because they 
considered consequent dilution too detrimental to their existing 
shareholders. 

36. case of some Institutions that fal led, their primarily capital also was 
Inflated by taking Interest or discount receivable on loans Into Income 
during the first year. 

37. see Bentson (1973); Bentson and Marl In (1974). 

38. simi lar conclusions have been reported by Sinkey (1977) and (1979). 

39. For a discussing of statistical techniques used see COl I Ins and Green 
(1982) . 

40. On the other hand, Ho and Saunders (1980 p 1189) have observed that " ... 
recent trends toward lower capital-deposit ratios, poorer quality loans and 
a rei lance on borrowed funds make an examination of catastrophe conditions 
Increasingly pertinent. Especially as the unexpected fal lure of even a 
single bank could adversely effect depositors and Investors confidence as 
to the soundness of the banking system and ultimately of the payment 
mechanism Itself". They apply a theory of catastrophy to bank fal lure and 
show how the Interaction between bank management, regulators and depositors 
can Induce catastrophic fai lure. 

41. For a brief description of some of the methodology used see Flannery and 
Guttenlag (1979), Putnam (1983). 

42. For a discussion of the Incentive problems created by flat fee deposit 
Insurance see Flannery (19l12); Kareken and Wallace (1978); Kareken 1981 and 
1983; Short and O'Drlscol I (1983). 
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FOOTNOTES 

43. See also Merton (1978), Pyle (1983) and (1984). 

44. The Federal Deposit Insurance COrporation (1983A) In the United States has 
recommended that depositors be fui Iy Insured up to a certain limit and 
partially Insured for amounts above this limit. 

45. Between 1972 and 1977 the COIC paid the Federal Government dividends 
amounting to $4.3 ml I I ion. 

46. The federal government Included In Its Supplementary Estimates (B) for the 
1985-86 fiscal year, tabled in the House of Commons on November 6. 1985. a 
$965 ml I I Ion loan to the COIC. During 1985, In addition to the payments 
shown In the table, the CO;C paid depositors of the fal led COntinental 
Trust and the Canadian Ccnn~rcial Bank . 

• 

, 
47. In the United States al I savings and loan institutions insured by the 

Federal Savings and Loan Insurance COrporation pay premiums at the rate of 
one-twelfth of one percent of their total deposits. Banks Insured by the 
Federal Deposit Insurance Corporations pay premiums at the same rate but 
only on their assessable deposits. However, at the end of each year the 
banks may receive rebates of 60 percent of the amount by which the sum of 
collected premiums exceed the FDIC's operating expenses and Insurance 

losses. Because of Its rebate pol Icy during the 1970's the net rate paid 
was less than 1/25 of one percent and more recently 1/14 of one percent. 

48. Loans made by agents on behalf of COIC are In effect loans by the agents to 
the COIC for which It pays Interest . 

• 
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