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The International Background

The internationalization of banking and financial market activities has
been an evolving process over the centuries, but it has only been during the
present century that it has become a major force in linking the world
economies together. In particular, this process has accelerated sharply
during the period since World War II and has given rise to many new
international financial techniques and systems of business organization.
These, in turn, have added to the internationalization process and have
made it more imperative that national financial institutions and monetary
authorities have a world-wide perspective of their operations. To set the
stage and provide an historical perspective for this study of the inter-
nationalization of Canadian banking, this section of the study will provide
a brief overview of historical international financial activity during this
century and set out the international financial developments and trends in
historical perspective. In particular, the developments since World War I1
will be presented and discussed.




1 Historical International Activity

During the twentieth century, international financial relationships and
activities have undergone major changes in regard to both their scope and
characteristics. In the early part of the century and up to the end of the
1920s, international financial activity was centred primarily on London,
with the large and sophisticated U.K. capital market providing a large
volume of both long- and short-term funds for international financing
activities. Most of the short-term activities involved the financing of
foreign trade both for the British themselves and for foreigners. On the
long-term side, London was the major supplier of investment funds,
particularly for the British colonies and Commonwealth countries, but for
other countries as well. The United States was also developing a greater
capability for international financing but at this point was primarily
concerned with domestic activities. In the 1920s, the United Kingdom also
attempted to use this international financial capacity to attract short-term
capital inflows so they could avoid the “rules of the game” under the gold
standard. This partially shifted the focus of international activities towards
meeting domestic economic goals from the previous preoccupation with
foreign trade financing and overseas investment.

With the breakdown associated with the currency and trade upheavals
of the 1930s, international financial activity contracted severely. The scope
for trade financing and foreign investment was reduced substantially by
the world-wide depression conditions and the inward-looking policies
adopted by most countries. The activities that did take place were again
centred primarily on London, with New York playing a minor role. This
period of inactivity was followed immediately by the Second World War
which prevented any re-activation of either short- or long-term private
international financial activities. Exchange controls were rigidly enforced
by all the major countries and the governments controlled virtually all
international transactions under emergency wartime powers. The major
change coming out of this wartime disruption, a result of the huge
liabilities incurred by the United Kingdom during the war, was the
financial decline of London. These liabilities accrued in the hands of
foreigners, mainly in the form of liquid sterling balances, and created a
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large cloud over the pound sterling and the United Kingdom's ability to use
sterling as an international reserve currency. In contrast, the United States
built up a large creditor position which made the U.S. dollar the foun-
dation of the postwar international monetary system.

After the end of World War 11, the United Kingdom and other European
nations faced a massive rebuilding operation which was going to strain
their international financial resources for many years. As a result, rigid
exchange controls and inconvertability of currencies had to be retained in
Europe for most of the 1950s. This automatically meant that almost all
international financial activities had to be centred in New York and be
denominated in U.S. dollars. These activities were primarily concerned
with foreign trade financing and war reconstruction in Europe. In the mid-
1950s, however, a distinct shift in international financial activities
occurred with the development of the Euro-dollar market centred in
London. The increasing spread of multi-national enterprises, the develop-
ment of more advanced communication systems, the desire of the United
Kingdom to re-establish a viable international capital market in London,
and the interest rate rigidities and uncompetitive attitudes of banks in the
United States, contributed to the establishment of this new international
market system. This development was a major departure in that it moved
international activities away from a national market system to a truly
international system that operated beyond the borders of any one country.

The Euro-dollar market was soon supplemented with a whole series of
other Euro-currency markets when external convertibility was re-
established in Europe in 1958. These markets allowed banks to undertake
borrowing and lending operations in currencies other than the currency of
their country of residence, and thereby permitted them to avoid many of
the exchange controls and domestic regulatory measures that still persisted
in Europe. In addition, the lack of viable money markets in Western
Europe and Japan encouraged the use of the Euro-currency system. In
fact, many countries, including the United Kingdom seemed to encourage
the development and use of the Euro-currency system at the expense of
their own national markets in the case of international financing activities.
Up until the development of the Euro-currency system, banking tended to
be primarily national in orientation, with international activities being
confined to correspondent relationships and foreign trade financing for
domestic exporters and importers. The creation of the Euro-currency
markets, however, allowed banks a much greater degree of freedom in
international operations and permitted them to compete more aggressively
with each other across international boundaries. It was at this point that
international banking became a major factor in international financial
activities and served to accelerate the internationalization process.

The expansion of the U.S. balance-of-payments deficit in the early 1960s
began to threaten the stability of the U.S. dollar. The United States,
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therefore, undertook a number of measures aimed at reducing short- and
long-term capital outflows from their country. These took the form of the
Interest Equalization Tax (IET) in 1963, and the Foreign Credit Restraint
Program and the Foreign Direct Investment Restraint Program in 1965.!
These control measures, and the subsequent strengthening of them in 1968,
added further impetus to the Euro-currency markets as they reduced the
ability of the U.S. market to undertake international financing activities.
As a result, international activities became centred more and more in the
Euro-currency system with the U.S. banks beginning to play a large rolein
these markets through their overseas branches, both for international and
domestic purposes. These measures also gave rise to the development of
the Euro-bond market which became an increasingly important source of
international long-term funds. This was also facilitated by the absence of
alternative long-term national capital markets in Europe and Japan. By
the end of the 1960s, a large part of international financial activities was
centred in these international capital markets rather than in the national
markets of individual countries.

This trend has continued in the 1970s with the internationalization
process accelerating further with the rapid multi-national spread of
commercial banks from all the major countries. Commercial banks have
now become large multi-national enterprises that can move large volumes
of funds around the world to serve the needs of their clients with many of
these activities being beyond the control of the authorities of any particular
country. The main vehicles for these transactions are the Euro-currency
and Euro-bond markets which have grown enormously during the past few
years and now rank as major international capital markets. The U.S.
capital outflow controls continued to confine the U.S. capital markets to
the provision of domestic financing; but in January 1974, this was
dramatically altered by the complete removal of these controls in the face
of massive balance-of-payments financing requirements arising from the
large international oil price increase. The U.S. markets and banking
system are now back on a more competitive footing with the Euro-
currency system and will be able to conduct international financial
activities with virtually complete freedom from controls. This again places
a large national capital market at the disposal of international borrowers
and lenders and should add substantially to international capital market
capacity. Because of the large balance-of-payments adjustments facing the
major oil consuming nations during the next few years, the capacity of
both the U.S. market and the Euro-currency system should be fully
utilized.

I For details of these programs, sec Chapter 4.
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Euro-Currency Markets



Euro-Currency Markets

One of the most significant financial innovations on the international
scene during the postwar period has been the development of the Euro-
currency markets. These markets are of a truly international nature and
operate on a world-wide scale. Basically, there are two separate, but
interrelated, markets: the short-term Euro-currency deposit markets and
the long-term Euro-bond market. These markets are based on existing
banking and financial market procedures with borrowers and lenders, as
well as the banks involved, behaving in much the same way, and reacting to
the same type of factors, as they do in a domestic banking system or
financial market. We will first attempt to describe briefly the nature of the
markets and their roles in the international financial system. We will then
examine more closely the U.S. legislative background that has influenced
the development of these markets. Next, we will describe the development
and growth of the markets and attempt to assess the relative importance of
U.S. legislative changes and other non-U.S. influences on this growth and
development. Finally, the problem of controlling the markets and the
attempts to do so will be discussed and assessed.



2 The Nature of the Markets

In this chapter the Euro-currency markets will be defined and described
briefly and a number of features of the markets will be outlined and
discussed in order to set the stage for later sections of the study.

Definitions and Description

The short-term Euro-currency markets are a series of markets dealing in
foreign currency deposits, in which national commercial banks accept
interest-bearing deposits denominated in currencies other than their own
domestic currency and re-lend these balances in that same currency, in
their own domestic currency, or in the currency of a third country. This
Euro-currency system includes markets dealing in Euro-dollars, Euro-
sterling, Euro-francs, Euro-Swiss francs, Euro-Deutsche marks, Euro-lire,
Euro-guilders, and so on. The name “Euro-currency” seems to have
originated from the fact that the earliest development of these markets was
centred in Europe and that European banks still play a large role in them.
The prefix “Euro” does not imply that the currencies used in these markets
are in any way different from the corresponding currencies when used
domestically, but instead describes a particular type of operation in which
these currencies are involved from time to time. The distinguishing feature
of a Euro-currency transaction is that it is conducted by a bank (or series of
banks) operating outside the country whose currency is being used. The
nationality of the original owner or of the final borrower is of no
consequence in this distinction with both, in some cases, being residents of
the country whose currency is being used. The operations of the Euro-
currency system have now spread far beyond the boundaries of Europe
and, in fact, a competing market — the Asia dollar market — has now been
established with its centre in Singapore.

The Euro-bond market is again an international market operating
beyond the boundaries of any individual country. It is a market for the
issuance and trading of relatively long-term bonds simultaneously in a
number of countries but outside the country in whose currency the bonds
are denominated. The Euro-bonds have been mainly denominated in U.S.
dollars, Deutsche marks, French francs, Dutch guilders, and Swiss francs.
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As in the case of the short-term Euro-currency markets, the U.S. dollar
component has been the largest sector of the market and the most
innovative, and the issues convertible into common stock of U.S.
corporations are quite common. Other Euro-bonds have been mainly
long-term debt instruments. The new issue aspect of the market has been
the most active with secondary trading only developing gradually and then
mainly centred on the U.S. corporate issues, especially the convertible
bonds. Recently, a medium-term market has also developed which has
aspects of both the Euro-currency and Euro-bond markets involved in its
operations. Most medium-term activity has taken the form of either direct
private placement of securities or medium-term bank lending, often by
means of banking consortia. In many cases, the interest rates on these
medium-term securities or loans have been tied to the short-term interest
rates in the Euro-currency markets and move with these rates after a short
lag.

Features of the Markets

Using the Euro-dollar market as an example, Table 2-1 outlines the
various steps involved in a typical Euro-currency transaction. These steps
can be summarized as follows:

Step I: This is the position immediately preceding the creation
of a Euro-dollar deposit. This position would be achieved
whether the deposit holder held his deposit as a U.S.
dollar deposit at a U.S. bank, or converted from another
currency deposit or other U.S. security into a U.S. dollar
deposit.

Step2: A Euro-dollar deposit is created when Depositor A trans-
fers his $100 deposit held previously at a U.S. bank to
Euro-bank X operating outside the United States. The
original deposit at the U.S. bank remains, but it is now
owned by Euro-bank X.

Step 3: Euro-bank X now places this deposit with another
Euro-bank, Euro-bank Y. It also retains a cash reserve
deposit at a U.S. bank against its deposit liability to
deposit holder A. As a result, it deposits only $90 in
Euro-bank Y (assuming a 109% cash reserve ratio).!

Step4: Euro-bank Y now passes along a dollar deposit to
Euro-bank Z after retaining a cash reserve against its
deposit liability to Euro-bank X.

I In reality there is no required cash reserve and, in fact, little need to hold cash reservesin Euro-currency
transactions as long as assets and liabilities are matched in both amount and maturity.
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Step5: Euro-bank Z now makes a Euro-dollar loan to Borrower B
after retaining a cash reserve against its dollar deposit
due to Euro-bank Y. Borrower B now owns a U.S. dollar
deposit at a U.S. bank, which he then disperses to C.
After completion of this chain of transactions, we end up
with a Euro-dollar deposit owned by Depositor A of $100,
a Euro-dollar loan to Borrower B of $73, cash reserves
of $27 held by the Euro-banks at a U.S. bank, and a series
of off-setting inter-bank assets and liabilities between the
Euro-banks. In addition, the U.S. bank (or banking
system) still has total deposit liabilities of $100 and,
therefore, has suffered no decline in total deposits or
cash reserves.

This simple outline of the Euro-dollar market also illustrates many of
the features of the market, of which the following are probably the most
important:

1 The most obvious feature is the chain of borrowing and lending
transactions involved in moving the deposit from the original
depositor to a final borrower. The depositors and borrowers
can be official institutions (central banks, governments, or
international institutions), commercial banks, or non-bank
individuals and corporations. They can also be either U.S. or
non-U.S. residents. In the chain of transactions, if all Euro-bank
operations are consolidated, the inter-bank deposits cancel out,

2 A second feature is the two aspects of the market—an inter-bank
money market aspect and a commercial banking aspect. The
banking operation is very similar to that of a domestic financial
intermediary (or near-bank). A Euro-bank accepts deposits
denominated in U.S. dollars, holds part at a U.S. bank as a cash
reserve, and then on-lends its excess cash reserves. A domestic
near-bank does essentially the same thing by accepting domestic
currency deposits, a portion of which it holds as a cash reserve
with the domestic banking system, while on-lending the
remainder to a non-bank borrower. The inter-bank money
market, on the other hand, operates much like the Federal
Funds market in the United States.

3 Another important feature of the market is the absence of a
central monetary authority. As a result, its credit-creating
capability depends upon its ability to attract and re-attract U.S.
dollar deposits which have already been created by the U.S.
banking system and its ability to on-lend these deposits to non-
bank borrowers. The Euro-dollar market cannot receive an
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20 The Nature of the Markets

input of cash reserves from a central monetary authority of its
own. In this sense, it also operates like a system of domestic
financial intermediaries which are dependent upon attracting
already-existing domestic currency deposits from the domestic
banking system.

4 Since the market is international in nature and is dealing in a
currency other than the currency of the country in which the
banks are operating, it generally operates in the absence of
direct government regulations and has the ability to avoid
exchange controls, cartel arrangements and other regulatory
controls. This is what gives the market its great flexibility and
much of its attraction for both borrowers and lenders as well as
the banks involved.

The Euro-bond market is quite different from the short-term Euro-
currency markets in that is does not have a long chain of inter-bank
transactions involved in the movement of funds from lender to borrower.
It operates on much the same basis as a domestic long-term bond market
with most transactions involving a longer-term investment decision on the
part of the lender and a longer-term borrowing decision by the borrower.
The lender obtains his funds by acquiring ownership of either a domestic
or Euro-currency deposit denominated in the desired currency through
income flows, the conversion of other currency deposits, or the liquidation
of other securities. These funds are then loaned directly to the final
borrower through the intermediary of an investment underwriter, bank, or
broker. The main linkage between the Euro-bond market and the Euro-
currency markets occurs when Euro-currency deposits are used to
purchase Euro-bonds and when proceeds of a Euro-bond issue are
temporarily deposited in the Euro-currency markets. In fact, however,
Euro-currency deposits and Euro-bonds are relatively poor substitutes for
each other and both borrowers and lenders are usually motivated by quite
different considerations in the two market systems. As a result, the linkage
is not very strong between the short- and long-term Euro-markets. Also,
the Euro-bond market does not involve very much secondary trading
activity, although efforts are being made to increase the depth and scope of
the secondary market. On the other hand, the recent trends towards more
medium-term Euro-currency bank lending and the adoption of flexible
interest rates on many long-term Euro-loans that are tied to the short-
term Euro-currency rates have probably served to increase the linkage
between the two Euro-systems, particularly with regard to interest rate
structures.




3 The U.S. Legislative Background

One of the major factors involved in the development and growth of the
Euro-currency system has been a series of U.S. legislative measures aimed
at limiting interest rates on bank deposits, setting cash reserve
requirements for the U.S. banking system, and restricting capital outflows
from the United States. A number of these measures were instituted before
the development of the Euro-currency markets, while others were enacted
during the Euro-currency development period. In addition, all of them
have been modified to varying degrees since the establishment of the Euro-
currency system. In order to provide a starting point for analysing the
impact of these changes on the development and growth of the Euro-
currency markets, this chapter will briefly outline the legislative back-
ground and the changes in it over the period since 1957.

Regulation Q and Reserve Requirements

Regulation Q was established in 1933 by the Board of Governors of the
Federal Reserve System when the U.S. Congress gave the Federal Reserve
the responsibility for regulating the maximum rates of interest payable on
time and savings deposits by their member banks. This regulation
prohibits the payment of interest on demand deposits (i.e., deposits placed
for thirty days or less) and sets the maximum permissible rates of interest
that can be paid on time and savings deposits by the U.S. banking system.
The maximum rate payable on time deposits was set at 3 per cent in 1933,
and then reduced to 214 per centin 1935, where it remained until January 1,
1957 when it was again raised to 3 per cent. Since 1957, the maximum
permissible rates on deposits of varying maturities have been altered from
time to time by the Board of Governors. These alterations are outlined in
Table 3-1.

On October 15, 1962, an amendment was made exempting time deposits
of foreign governments, monetary and financial authorities of foreign
governments, and certain international financial institutions from the
terms of Regulation Q for a period of three years. In October 1965, this
exemption was renewed for a further three years and on October 15, 1968,
official time deposits were exempted permanently from the terms of
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Regulation Q. In addition, Regulation Q applies only to U.S. banks and
branches of U.S. banks operating within the United States. This permits
the foreign branches of U.S. banks to pay interest on demand deposits and
higher rates on time deposits than those allowed under Regulation Q.

The most obvious change in recent years has been the greater flexibility
of the maximum interest rates payable on time deposits and closer
reflection of market conditions. Over the past ten years, the maximum
rates have been progressively raised in the face of changing market and
competitive conditions. Starting in 1970, maximum rates were gradually
removed from large (over $100,000) single-maturity time deposits. In 1973,
this removal was completed and, currently, no maximum rates exist for
this type of large time deposits.

The U.S. banking system has been subject to cash reserve requirements
on demand and time deposits under Federal Reserve Regulation D. These
reserve requirements have been varied over time in accordance with
monetary and other policy decisions. Until September 1969, no
compulsory reserves were required against advances or loans from
overseas branch offices or foreign banks. This differential treatment made
it attractive for U.S. banks to accept deposits (or advances) from their
overseas branches which, in turn, were not subject to Regulation Q limits
on deposit interest rates. In September 1969, however, Regulation M was
amended to establish a 10 per cent reserve requirement on increases in
advances from overseas branches over the May 1969 levels. This reserve
requirement was also applied to assets purchased from domestic offices by
foreign branches. A new reserve-free base was to be established at the
existing level of borrowings from foreign branches when this fell below the
original base. A similar reserve requirement was placed on increases in
foreign-branch loans to U.S. residents. Regulation D was also amended to
establish a similar 10 per cent reserve requirement on borrowings from
other foreign banks. In January 1971, this 10 per cent reserve requirement
was increased to 20 per cent, and the reserve-free base was altered to the
greater of 3 per cent of the current level of total deposits normally subject
to reserve requirements or the November 1970 level of borrowings from
foreign branches. A new reserve-free base was to be established when
borrowings fell below this original base level. In May 1973, this reserve
requirement was reduced from 20 per cent to 8 per cent and the reserve-free
base, still held by some banks, was gradually eliminated between July 1973
and March 1974. This change now affords roughly equal treatment with
the marginal reserve requirements on large domestic certificates of deposit
and bank-related commercial paper.

The Interest Equalization Tax

On July 18, 1963, the U.S. administration proposed the imposition of a
temporary one-time tax on U.S. purchases of foreign securities from
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foreigners at rates up to 15 per cent on the purchase price of bonds,
depending upon their maturity, and at a flat rate of 15 per cent on preferred
and common shares. This tax was to be applied to the purchase of both
outstanding securities and new issues as of July 19, 1963. The primary
purpose of this proposal was to raise the effective interest cost to foreigners
on foreign bonds sold to U.S. investors by about I per cent; and, thereby,
discourage them from floating bond issues in the U.S. market. This
legislation was not to be applied to long- or short-term bank loans granted
to foreigners or to direct investments abroad by U.S. residents. In
addition, the new issues of the less-developed countries were to be exempt
from the tax. On July 21, 1963, it was also agreed to exempt new Canadian
issues on the understanding that Canada would refrain from building up
foreign exchange reserves by means of borrowing in the United States.

This proposal, along with an amendment providing for the extension of
the tax to long-term bank loans, was passed by the U.S. Congress in
September 1964. The tax was retro-active to July 19, 1963 and was to
continue through 1965. In early 1965, the legislation was extended to cover
all bank and non-bank credits to foreigners with a maturity of one year or
more. At the same time, it was decided to continue the tax until the end of
1967. In July 1967, the basic rate was raised to 22! per cent and discretion
was given to the Administration to vary the rate between 15 per cent and
22'4 per cent. This legislation was retro-active to January 26, 1967 (from
which date it was collected at the rate of 225 per cent) and was to continue
until the summer of 1969. In August 1967, however, the basic rate was
reduced to 18% per cent — thereby setting the additional cost to foreign
borrowers at approximately 1Y per cent — and discretion was given to
vary the rate from 0 per cent to 22'4 per cent.

In April 1969, the basic rate was reduced to 114 per cent and this rate
was subsequently extended to March 1971. In 1971, discretion was given to
lower the rate on new issues and to extend the legislation to cover securities
of less than one year maturity, but these discretionary powers were not
used. The legislation, however, was extended to March 1973 and,
subsequently, to July 1, 1974, with the expressed intention of phasing out
the tax by that date. On January 1, 1974, the basic tax rate was reduced to
3% per cent, with an effective additional interest cost to foreigners of !4 per
cent; this was followed by complete removal of the tax on January 29,
1974.

The Foreign Credit Restraint Program

On February 10, 1965, the U.S. administration instituted a voluntary
program to limit the expansion of foreign assets held by U.S. commercial
banks and non-bank financial institutions. This program had, as its main
element, a call on all U.S. banks and financial non-banks to voluntarily
limit their extension of credit to foreigners and their investment in foreign
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securities in accordance with a series of guidelinesissued from time to time
by the Federal Reserve System. These guidelines did not apply to the
foreign branches of U.S. banks as long as the funds used for credits to
foreigners were derived from foreign sources and did not add to the dollar
outflow from the United States. Head office advances to these branches,
however, were covered and represented bank credit to non-residents for
the purposes of the program. In January 1, 1968, this voluntary program
was replaced by a mandatory series of guidelines under which the Federal
Reserve System had the power to investigate, regulate, and prohibit
transactions subject to the guidelines. On March 1, 1968, Canada was
totally exempted from the guidelines program and assets held in Canada
were excluded from the target ceilings.

The initial guidelines for U.S. banks and non-bank financial insti-
tutions for the year 1965, and the subsequent changes in them to the end of
1973, are outlined in Tables 3-2 and 3-3 respectively.

1t is apparent from these tables that the foreign credit restraint program
was at its peak during the years 1968-1971 inclusive. In 1972, a
modest easing of the program was undertaken with the removal of the
restraints on trade credit for U.S. exports and on short-term credit to
continental Western Europe. At the end of 1973, the program consisted of
a continued (aithough modestly more flexible) overall ceiling on foreign
asset holdings, a prohibition of term loans to continental Western Europe,
and a continued recommendation that holdings of liquid funds abroad be
reduced and held to a minimum required for operational purposes.
Although the precise guidelines vary somewhat, these restraints generally
applied to both U.S. banks and non-bank financial institutions. In 1973,
U.S. agencies and branches of foreign banks were brought under the
program for the first time and were asked not to increase foreign assets
above June 30, 1973 levels. On January 29, 1974, the foreign credit

restraint program was terminated.

The Foreign Direct Investment Restraint Program

In 1966, the U.S. administration also instituted a foreign direct investment
restraint program to be administered by the Department of Commerce.
For 1966 and 1967, there was a voluntary request that financial and non-
financial corporations limit their annual average rate of capital trans-
actions to a level 20 per cent higher than that during the 1962-64 period.
For the two years, the total would be 240 per cent of the annual average
during the 1962-64 base period. For the purposes of the program, capital
transactions were defined as capital outflows from the United States plus
re-invested earnings.

On January 1, 1968, as part of the overall tightening of the balance-of-
payments program, a mandatory restraint program on direct investment
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was instituted. For this program, the recipient countries were broken down
into three classes:

1 Schedule A countries — underdeveloped countries around the
world.

2 Schedule B countries — developed countries requiring a high
level of capital inflow from the United States for the maintenance
of economic growth and stability. These included Australia, the
United Kingdom, Canada, Japan, New Zealand, Ireland, Middle
East oil countries, The Bahamas, and Bermuda.

3 Schedule C countries — all other developed countries and com-
munist countries.

For Schedule A countries, new investment from the United States plus
re-invested earnings during 1968 were not to exceed 110 per cent of the
investor’s average investment in 1965-1966. Mew investment (including re-
invested earnings) in Schedule B countries was not to exceed 65 per cent of
the average new investment in these countries during the 1965-66 period.
In the case of Schedule C countries, there was to be a complete moratorium
on new investments through transfers from the United States, but up to
35 per cent of the average earnings of respective ventures in 1965-1966
could be re-invested provided the same share of total earnings as in the
base years was repatriated to the United States. In addition, repatriated
earnings must equal at least the average repatriated in 1964, 1965 and 1966
and non-repatriated earnings must not exceed the permitted limit for new
investment. This program remained virtually unchanged until it was
terminated on January 29, 1974.



4 Development and Growth of the Markets

From a very small beginning in the mid-1950s, the Euro-currency system
has expanded dramatically to become one of the major money and credit
markets of the world. In this section, the reasons for the initial
development of the markets will be discussed and the growth trends during
the past ten years briefly outlined. In particular, the influence of U.S.
legislative changes on the development of the market will be analysed and
compared to the impact of other non-U.S. influences. Finally, the current
trends and developments in the markets will be reviewed.

Reasons for Initial Development

During the mid-1950s, the Euro-currency system (in particular, the Euro-
dollar market) began to develop in response to the combination of an
increasing supply of foreign-owned U.S. dollar deposits and the discovery
by banks operating outside the United States that they could be more
competitive than U.S. banks in borrowing and lending these U.S. dollar
deposits. Many holders of U.S. dollar deposits during this period pre-
ferred, for a number of reasons, to hold their funds in U.S. dollars but were
not satisfied with the low yields obtainable on their funds in the United
States. As a result, they began to seek more profitable outlets for their U.S.
dollar funds by offering them to European banks. In turn, as the volume of
U.S. dollar deposits available to them became substantial, the European
banks began to look for profitable outlets for these funds and, because of
the low yields available in the United States, they were forced more and
more to find the outlets in Europe among their own customers and other
European banks.

At this point, the ability of the European banks to attract U.S. dollar
deposits resulted mainly from the limitations imposed on the U.S. banking
system by the regulatory controls on U.S. deposit rates under Regula-
tion Q. During this period, U.S. commercial banks were prohibited from
paying interest on demand deposits and were limited to paying | per cent
on time deposits of less than ninety days and to 2!4-3 per cent on longer
term maturities. Undoubtedly, these limitations under Regulation Q
caused the interest rate structure on dollar deposits in the United States to
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be rigid and unresponsive to changes in both U.S. and foreign monetary
conditions. Consequently, because of the generally higher leve! of interest
rates in Europe during this period, deposit rate differentials between the
United States and Europe were for several years substantial. These
limitations by themselves, however, only affected the supply side of the
market and were not sufficient to account for the overall development of
the Euro-dollar market. In order to find outlets for the U.S. dollar deposits
placed with them, European banks also had to be willing to undercut U.S.
bank lending rates. This, of course, had to involve a willingness on the part
of European banks to operate on narrower interest margins than the U.S.
banks were prepared to accept. Asa result, the unwillingness of U.S. banks
to accept lower interest margins appeared to be just as important as the
limitations imposed by Regulation Q in the initial development of the
Euro-dollar market.

During the 1957 sterling crisis, the Euro-dollar market received its first
major stimulus from the demand side. When the use of sterling to finance
foreign trade was restricted during their crisis, British banks attempted to
overcome this by using U.S. dollars in their foreign-trade financing
activities. This development led to the first substantial demand for U.S.
dollar deposits in Europe and caused a general awakening of European
banks to the advantages of mobilizing their U.S. dollar resources and
acting as intermediaries in the market. As a result, European banks began
to more actively solicit U.S. dollar deposits. In 1958, an additional impetus
was given to the market when there was a relaxation of exchange controls
throughout Western Europe and a return to external convertibility. This
allowed the retention of U.S. dollar deposits in the hands of Europeans
and the greater exchange of U.S. dollars for other currencies. The further
increase in the U.S. balance-of-payments deficit during the 1958-60 period
and the emergence of tight money policies in many parts of the world also
gave further stimulus to the market. There was an increased supply of U.S.
dollar deposits held in Europe at a time when the general tightening of
credit led to increased demands for U.S. dollar financing.

The other Euro-currency markets developed only after the return to
external convertibility in 1958. The reasons behind their development are
in most cases similar to those that led to the development of the Euro-
dollar market. European banks found that these markets allowed them to
compete more vigorously with each other than was possible under the
domestic cartel arrangements that were prevalent in Europe during this
period. By operating through a foreign branch and with another currency,
many banks found that they could attract business from their domestic
competitors who were restricted by the cartel arrangements and traditional
relationships that existed in the domestic market. These markets also
allowed greater arbitrage opportunities between Euro-dollar deposits and
deposits denominated in European currencies, as well as a certain amount
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of scope for speculative activities that may have otherwise been prevented
by the remaining exchange control measures.

The Euro-bond market developed considerably later than the short-
term Euro-currency markets and was really a result of the imposition of
the U.S. Interest Equalization Tax (IET) in 1963. This U.S. measure
effectively closed the U.S. bond market to borrowers in most developed
countries (except Canada) by raising the interest cost by about | per cent
per annum. This encouraged foreign borrowers to turn to European
markets and other sources of funds. The measures taken by a number of
European countries during 1963-1964, which discouraged foreign borrow-
ing in their national markets, provided further stimulus for the Euro-bond
market. This forced most European bond issues into the international
Euro-bond market which was free of these limitations. In 1965, U.S.
corporations also began to borrow heavily in the Euro-bond market as a
result of the newly introduced U.S. guidelines restraining outflows from
the United States for direct investment purposes. From this, it is apparent
that the Euro-bond market received its initial impetus from the demand
side as both foreign and U.S. borrowers were cut off from raising long-
term funds in the U.S. market and were forced to look elsewhere for their
financing requirements. In addition, European countries did not encour-
age the development or use of their own domestic markets.

Growth Trends in the Markets

Although there are no satisfactory statistical measures of the markets’
growth from their beginning in 1956-1957 until 1963, it appears from
partial U.K. data that the Euro-currency markets grew at a slow, but
steady, pace during this period. Almost all of this growth was concentrated
in the Euro-dollar market with the other Euro-currency markets only
being in existence after the return to convertibility in 1958. The only data
available to measure the growth of the market during this period were the
overseas deposits and advances of the overseas banks and accepting houses
in London. These deposits and advances include those denominated in
both sterling and foreign currencies so that it is difficult to determine the
actual volume that involved U.S. dollar transactions, although it is likely
that most of the growth occurred in this category. During the 1957-63
period, these data show that overseas deposits grew from $1,570 U.S.
million to $6,650 U.S. million, while overseas advances increased from a
modest $342 U.S. million to $3,930 U.S. million. These data would suggest
a steadily growing Euro-currency system as owners of U.S. dollar deposits
and potential borrowers became more aware of the facilities offered by
these markets. This was particularly true during the 1958-60 period when
Europeans were freer to participate as a result of the return to convert-
ibility and partial dismantling of exchange controls.
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Beginning in 1964, the Bank for International Settlements (BIS) started
to collect broader data covering non-resident short-term foreign currency
(mainly U.S. dollar) liabilities and assets of the commercial banks
operating in ten countries — Belgium, Canada, France, Germany, Italy,
Japan, The Netherlands, Sweden, Switzerland, and the United Kingdom.
This coverage was later reduced to banks operating in the eight European
countries. In estimating the size and growth of the Euro-currency markets,
BIS starts with the foreign currency position with non-residents of these
banks and then excludes the positions with the country whose currency is
being used, and which are not involved in Euro-currency activities. This
they admit 1s done on the basis of rough estimates. Next, they exclude the
positions of the reporting banks with other banks within the eight-country
area in order to eliminate the double-counting involved in deposits being
placed over and over again with banks inside the area. Positions with
banks outside the eight-country area, however, are included in their
estimates. Finally, estimates of the reporting banks’ positions with
residents of their own countries and the funds used by the banks them-
selves through conversions into or out of foreign currencies are added to
their positions with non-residents to give an overall estimate of market
size. These estimates for the period 1964-74 are presented in Table 4-1.

Table 4-1
Estimated Net Size of the Euro-Currency Markets, 1964-1974

Other
Euro-Dollars Euro-Currencies Total

(End-of-year figures
in billions of U.S. dollars)

1964 9.0 n.a. n.a.
1965 1l1s5 n.a. n.a.
1966 14.5 n.a. n.a.
1967 17.5 355 21.0
1968 25.0 5.0 30.0
1969 37.0 7.0 440
1970 46.0 11.0 57.0
1971 54.0 17.0 71.0
1972 71.0 21.0 92.0
1973 97.0 35.0 132.0
1974 133.0 440 177.0

n.a. not available.
Source: Bank for International Settlements, Annual Reports (Basle: Bank for International Settlements,
annual).
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From Table 4-1, it is apparent that the Euro-dollar market has been
much larger than all the other Euro-currency markets added together
throughout this period. However, it is also clear that the other Euro-
currency markets as a group have gained significantly on the Euro-dollar
market during the past few years and now form a modestly larger
proportion of the total market. It isalso clear that the most rapid growth of
the markets has occurred since 1967 with the Euro-dollar market growing
strongly throughout the 1967-74 period and the other Euro-currency
markets only showing substantial growth since 1969. The BIS also
prepares a geographical and institutional breakdown of the sources and
uses of Euro-dollars and total Euro-currencies. Those data for the sources
are presented in Tables 4-2 and 4-3 for the 1964-74 period, and for the uses
in Tables 44 and 4-5.

From these tables, it is evident that the European area was the major
source of Euro-dollar deposits, until 1969, after which the area outside

Europe became the major supplier of both Euro-dollars and total Euro-
currency deposits. This trend became particularly pronounced in the

1972-74 period. Within the outside area the countries other than the
United States have been the major suppliers, most notably since 1969. In
fact, since 1969, these countries have provided a large proportion of the
growth in deposits, particularly in 1972 when $17.4 billion of the total
$20 billion growth in the market was supplied by the outside area
(exclusive of the United States). On the demand side, the outside area has
been the major user of both Euro-dollar and total Euro-currency deposits
since 1966 with the difference being particularly large since 1972. Up until
1970, the United States (including Canada until 1969) was the major
outside user, especially during 1969. Subsequent to 1969, however, the
other-country category became dominant with the difference increasing
substantially during the 1971-74 period. The use of Euro-currency deposits
inside the European area has also grown consistently throughout the
period. Within the European area, non-banks have tended to dominate the
supply side (but the difference has not been great), while on the demand
side, they have also dominated, but by a somewhat larger amount,
especially during 1973 and 1974.

The BIS has also collected data on foreign and international bond issues
for the 1963-74 period. These are broken down both by borrowing country
or region and by currency of issue. These data are presented in Charts 4-1
and 4-2 respectively. From these charts, it is apparent that total issues rose
sharply in 1964 with the imposition of the U.S. Interest Equalization Tax.
This was followed by a further period of strong growth in 1966 and 1967
after the United States instituted the voluntary foreign credit restraint
program and voluntary direct investment restraints. When these voluntary
programs were strengthened and made mandatory in 1968, the volume of
issues again rose substantially. During the 1969-71 period, the volume of
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Chart 4-1
International Euro-Currency Bond Issues,' 1963-1974, By Country or Region
(Millions of U.S. dollars)
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Source: Bank for International Settlements, Annual Reporis(Basle: Bank for International Settlements,
annual).

issues was more modest and relatively stable but, in 1972, a record volume
of new issues took place. This was followed by declines in 1973 and 1974.
Western Europe has been the largest issuer, except in 1968, when the
United States was the major borrower. However, it is probable that a large
part of the European borrowing was done by European subsidiaries of
U.S. corporations that could not obtain funds in the United States because
of the capital outflow controls. The major currency of issue has
consistently been the U.S. dollar with the Deutsche mark being the second
most popular. Only in 1969 did the Deutsche mark issues rival the U.S.
dollar issues in value. This was also a year during which issues deno-
minated in all other currencies substantially exceeded those denominated
in U.S. dollars.




Impact of U.S. Legislative Changes 43

Chart 4-2

International Euro-Currency Bond Issues, 1963-1974, By Currency
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Source: Bank for International Settlements, Annual Reports (Basle: Bank for International Settlements,
annual).

Impact of U.S. Legislative Changes

The changing U.S. legislative environment has had a significant impact on
the growth trends in the Euro-currency and Euro-bond markets
throughout the period under review. This influence however has not
always been dominant in determining the growth patterns in the markets,
and other non-U.S. factors have also been influential in their development.
In the case of the short-term Euro-currency markets, the major U.S.
influence has originated from the Regulation Q and bank reserve
requirement changes and from the changing Foreign Credit Restraint
Program. For the Euro-bond market, the Interest Equalization Tax and
the Foreign Direct Investment Restraint Program were the main U.S.
legislative measures influencing the development of the market. In most
cases, these programs have had both an initial impact upon their
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implementation, and a continuing influence throughout the period as a
result of further changes in the U.S. legislation.

The most important U.S. legislative influence on the development and
growth of the Euro-currency system, particularly the Euro-dollar market,
has been the Regulation Q limits on interest rates paid on term deposits by
banks operating within the United States. These limitations were certainly
an important factor in the initial development of the Euro-dollar market as
discussed earlier in the study; but they have also continued as a major
influence on the market throughout the period under review and,
particularly, during periods when U.S. deposit rates were held below U.S.
and international market rates by the Regulation Q ceilings. Under these
conditions, U.S. banks are forced to compete for deposits outside the
United States through their foreign branches which were not subject to
Regulation Q in determining their deposit rate structures. As a result,
during these periods U.S. banks used their foreign branches to gather U.S.-
dollar deposits (Euro-dollars) outside the United States, which were then
advanced to their head offices in the United States. In addition to the
avoidance of Regulation Q limits, these advances from foreign branches
were also attractive to U.S. banks because they were free of reserve
requirements up until September 1969. The main influence on the
development of the Euro-dollar market during these periods was the
increased demand for Euro-dollars emanating from the United States; this
demand was a result of the inability of U.S. banks to compete for deposits
within the United States because of the Regulation Q limits and the
advantages offered by the reserve-free advances from foreign branches.

This influence on the Euro-dollar market was most pronounced during
the 1966-71 period when the United States went through two periods of
tight monetary policy and rapidly rising interest rates. This is apparent
from Tables 4-4 and 4-5 which show a substantial increase in the
use of Euro-dollars by the United States (and Canada) during 1966
(+$2.3 billion), during 1968 (+$4.4 billion), and in 1969 (+$7.6 billion).
These increases were the largest factors in the growth of the Euro-dollar
market during those years. This was followed by a decline in the use of
Euro-currencies by the United States in 1970 and 1971 as monetary policy
turned expansionary and interest rates declined in the United States. This
1s also clearly illustrated in Chart 4-3, which shows a significant increase in
the liabilities of U.S. banks to their foreign branches in 1966 when U.S.
banks first had reason to look to their foreign branches for deposits, and
again in 1968 when another minor monetary restraint operation was
undertaken. However, the largest increase took place during 1969 when
U.S. monetary policy became very restrictive and short-term market rates
rose substantially above the Regulation Q ceilings and resulted in a large
outflow of domestic deposits from U.S. banks to other short-term
securities. The peak in liabilities to foreign branches occurred in
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Chart 4-3

Liabilities of U.S. Banks to Their Foreign
Branches, 1964-1973

(Billions of U.S. dollars)
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Source:  Federal Reserve Bulletin (Washington: Board of Governors of the Federal Reserve System,
monthly).

September 1969 when these advances from foreign branches were
subjected to a 10 per cent reserve requirement for the first time. From that
point on, these liabilities began to decline with this process being
accelerated by the return to an expansionary monetary policy in early
1970.

The raising of the Regulation Q maximum rates in January 1970 and
June 1970, along with the complete removal of the ceilings on rates paid on
thirty-to-ninety day single-maturity deposits of over $100 thousand, also
appeared to have a major influence after mid-1970 with liabilities to
foreign branches dropping from $12.2 billion at the end of June to
$7.7 billion by the end of December. In addition, the increase in reserve
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requirements from [0 per cent to 20 per cent on these advances in
January 1971 appeared to have a significant impact on reducing liabilities
(even though this was delayed by the investment of deposits by the
foreign branches in special U.S. Treasury and Export-Import bank
securities during 1971 in an effort to spread out the reflow of these
deposits to the Euro-dollar market). The combination of these changes
in Regulation Q and reserve requirements had a major impact on
U.S. participation in the Euro-dollar market and on the operation
of the foreign branches of U.S. banks. Many of these branches had
been partially established for the purpose of making advances to head
offices, and the removal of the incentive to do so forced many of them
to look elsewhere for a reason for their existence. This was added
to by the complete removal of Regulation Q limits on single-maturity
deposits of over $100,000 and the further raising of other ceilings,
along with the standardization of reserve requirements at the 8 per cent
level for advances from foreign branches, large certificates of deposit, and
bank-related commercial paper during 1973. In fact, these changes have
virtually eliminated the influence of Regulation Q and U.S. reserve
requirements on the Euro-currency system, except that Regulation Q still
prohibits interest payments on demand deposits of less than thirty days
maturity.

The Foreign Credit Restraint Program has been the other major U.S.
legislative action aimed at influencing short-term capital flows. These
restraints on U.S. bank and non-bank foreign investment activities carried
a number of implications for the Euro-currency market but their impact
has been difficult to judge with any degree of precision. In effect, they have
had two influences on the market through restricting foreign short-term
borrowing from U.S. financial institutions and through restricting the
placement of U.S.-dollar deposits abroad by U.S. institutions. These
restraints on the ability of U.S. banks to compete in the area of foreign
short-term lending provided another incentive for U.S. banks to establish
foreign branches through which they could attract Euro-dollar deposits to
finance their foreign banking operations. In addition, foreign borrowers
were forced to use the Euro-dollar market as a substitute for borrowing
from U.S. financial institutions. Finally, these measures required that
most of the Euro-dollar deposits used in the banking operations had to be
attracted from outside the United States as U.S. institutions were
restricted in their ability to place deposits in the market. This, however,
was not a complete prohibition on the placement of U.S.-dollar deposits
abroad as U.S. individuals could place deposits in the Euro-dollar market
directly instead of going through a U.S.-based bank or financial insti-
tution. As a result, some leakage of U.S. dollar-deposits to the Euro-dollar
market occurred despite this restraint program, but it is impossible to
know what the flow might have been without these restraints.
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From Table 4-2, it is interesting to note that the flow of deposits to the
Euro-dollar market from North America increased significantly during the
1968-69 period when Euro-dollar interest rates were exceptionally high
despite the rather severe tightening of the restraint program at the
beginning of 1968. Throughout the period under review, however, the
United States has been a modest source of Euro-dollar deposits and this
must, at least partially, be attributed to the restraint program, particularly
when interest rate differentials in favour of Euro-dollars were very large
during parts of the period. On the other hand, the U.S. banks and financial
institutions subject to the program never fully utilized their ability to invest
and lend abroad during the period and always maintained a significant
“leeway” below their ceilings. This can be partly explained by their success
in transferring most of their foreign business to their foreign branches
which were not subject to the program as long as they obtained their
funds from outside the United States. One of the obvious impacts of the
Foreign Credit Restraint Program was the more active participation of
U.S. banks in the Euro-currency markets through their foreign branches in
an effort to continue meeting the foreign demand for U.S.-dollar loans,
especially that emanating from the overseas affiliates of U.S. corporations.

The U.S. Interest Equalization Tax and the Foreign Direct Investment
Restraint Program had their major impact on the Euro-bond market
rather than on the short-term market where they had only minor indirect
effects. With the imposition of the IET in 1963, it became considerably
more expensive for foreigners to borrow in the United States, and this
resulted in an attempt to shift this borrowing to Europe where the
international Euro-bond market had just started to develop. It was now
attractive for foreign borrowers, particularly U.S. subsidiaries operating
in Europe, to issue bonds in this new market, despite the higher issue costs
and smaller capacity of the Euro-bond market. In 1965, this trend was
reinforced by the imposition of the voluntary Foreign Credit Restraint
Program and the Foreign Direct Investment Restraint Program which
placed ceilings on the volume of funds that could flow out of the United
States for foreign investment purposes. Under these conditions, the Euro-
bond market in some cases became the only available source of financing
for those who had previously relied on the U.S. capital market. When these
programs were made mandatory and tightened considerably at the
beginning of 1968, the Euro-bond market began to play an even more
important role in meeting long-term financing requirements outside the
United States. As a result, it appears that these two U.S. legislative
programs were instrumental in starting the Euro-bond market and had a
major influence on its development and growth throughout the period
under review.

These trends appear very clearly in Charts 4-1 and 4-2 which show a
substantial expansion of new International Euro-currency bond issues
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during 1964, 1966 and 1968 when these programs were either initiated or
strengthened. In 1964, the volume of new bond issues almost doubled from
the 1963 level after the imposition of the IET. Continued growth occurred
in the 1965-67 period after the imposition of the voluntary restraint
programs, with new issues in 1967 being more than double those in 1964,
This growth was accelerated sharply in 1968 when new issues almost
doubled within the space of one year after the move to the mandatory and
stronger restraint programs. During this period, the IET was also raised
from 15 per cent to 18% per cent. As a result, the major impact of these
U.S. legislative measures appeared to be concentrated in the 1967-69
period. On the other hand, the reduction of the 1IET to 11 per cent in 1969
did not appear to have much impact on the market. The decline in new
issues in 1970 appeared to be more the result of high interest rates and,
subsequently, the volume of new issues increased sharply in 1971 and again
in 1972 when they reached a record level of almost $6.9 billion. Therefore,
it appears that the IET reduction was not of great importance, partly
because the other restrainit programs still remained in place.

The impact of the IET is also very evident in the data on U.S. purchases
of newly issued foreign securities presented in Table 4-6 for the 1962-72
period. During the second half of 1963, these purchases dropped sharply
with almost the entire volume being made up of exempt issues. The volume
of new issues subject to the IET sold in the United States remained very low
throughout the entire period with the $95 million sold in 1965 being the
only significant quantity of IET securities purchased by U.S. residents.
Although the total volume of new foreign securities purchased by U.S.
residents remained relatively high during the period, the volume of new
Western European and Japanese securities declined sharply because of the
IET imposition, while issues from the exempt countries and institutions
rose sharply. This obviously meant a shifting of European and Japanese
demand (including those of U.S. corporate subsidiaries) to either the Euro-
bond or other national markets. From the above Euro-bond market data,
it is clear that a substantial amount of the demand for funds was centred on
the international Euro-bond market.

From this analysis, it is apparent that the U.S. legislative measures and
the changes in them have had considerable impact on the growth and
development of both the short-term Euro-currency markets and the Euro-
bond market. In the case of the Euro-currency markets, the major impact
has resulted from the incentives given to U.S. banks by these various
measures to operate more actively in the markets through their foreign
branches. Regulation Q and the reserve requirements made it attractive for
U.S. banks to use their foreign branches for the collection of Euro-dollar
deposits to be used domestically in the United States. The Foreign Credit
Restraint Program, on the other hand, encouraged the U.S. banks to
establish and use their foreign branches for foreign financing activities that
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were restricted for their head offices by the program. The interest
Equalization Tax and the Foreign Direct Investment Restraint Program
had their major impact through shifting the foreign demand for long-term
funds from the United States to the international market. In addition to
the IET making it more expensive to finance in the United States, the
various restraint program made it virtually impossible for either foreigners
or U.S. corporate subsidiaries to finance their European or Japanese
activities through borrowing in the United States. On the other hand, the
gradual easing of these legislative measures during the past few years has
not had a major impact on the growth of these markets even though they
have tended to make it easier and cheaper to use the U.S. capital market.
As a result, many other factors must also be influencing the growth and
development of these international markets in addition to the U.S.
measures.

Other Influences on the Growth Pattern

A number of non-U.S. factors have also had major influences on the
growth and development of the Euro-currency system. In general, the
advance of communications technology and the spread of multi-national
business activity during the period since the mid-1950s have combined to
create a greater need for international financial operations and the ability
to conduct these transactions quickly and efficiently on a world-wide basis.
The absence of highly developed capital markets in many of the major
countries of the world and the remaining exchange control systems, in
turn, made it attractive to concentrate these activities in an international
market system rather than in 2 number of individual and relatively isolated
national capital markets. This international system could respond quickly
to changing conditions and could operate with a greater degree of freedom
from the national control procedures that still restricted the activities of
national capital markets. The U.S. legislative measures added strongly to
these trends since they restricted the ability of the large U.S. capital
market to fulfill these international financing requirements. One of the
fundamental factors favouring the development and growth of the Euro-
currency system then was the growth of multi-national banking in
response to the large multi-national expansion of non-financial corpo-
rations. These corporations required sophisticated international financing
arrangements which national markets were either not able or not allowed
to provide on an international scale.

One of the major impediments in the way of national markets
performing this role was the continued existence of national exchange
controls limiting the borrowing and lending activities of bank and non-
bank residents of various countries with non-residents. These control
procedures took many forms but, in general, severely limited the ability of
national capital markets to meet the international financing requirements
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of multi-national enterprises. On the other hand, most countries looked
favourably upon the growth of “off-shore” banking transactions of an
intermediary nature, where banks borrow in a foreign currency for the
purpose of re-lending in a foreign currency. This was particularly true in
the case of the United Kingdom where the activity was encouraged as a
purely banking function; international competition of this type has spread
to many countries, mainly through the operations of overseas branches of
U.S. banks. In addition, foreign currency deposits are usually exempt from
formal reserve requirements and are not covered by regulatory and
conventional interest rate limitations, while foreign currency lending to
non-residents is usually exempt from bank credit ceilings. As a result,
banks of many countries have looked upon the Euro-currency system as a
market in which they can compete freely outside their national regulatory
and cartel arrangements and which they can use to expand the scope of
their international operations without disturbing their national regulatory
authorities.

The growth of the Euro-currency markets has also been influenced by a
number of direct regulatory measures adopted by various countries aimed
at controlling outflows and inflows via the commercial banks. In a number
of countries, banks are restricted by ceilings on total net foreign assets and
by measures designed to limit the growth of net foreign liabilities. In the
case of inflows, these measures have taken a number of forms, including
special reserve requirements, prohibitions of interest payments on non-
resident deposits, and ceilings on the expansion of bank credit. In general,
these attempts to control net foreign asset and liability positions have had
the impact of reducing the ability of national markets and banking systems
to finance international or national activities through the international
movement of funds. However, in most cases, the banks have been free to
adjust their gross foreign positions as they wish, which leaves them free to
borrow and re-lend foreign currencies in operations outside their countries
of residence. In other words, they can undertake a virtually unlimited
volume of foreign currency transactions as long as they do not affect their
net foreign currency asset or liability positions in a way that would be
against the wishes of their domestic regulators. These measures have again
favoured the multi-national activities of banks in the internationa Euro-
currency markets.

Attempts to control domestic credit conditions through changes in
central bank-lending policies, open market operations, and quantitative
ceilings on bank lending have also influenced the growth of the Euro-
markets. A tightening of credit conditions in a country makes it more
attractive for banks of that country to seek funds abroad, while a loosening
of credit makes it attractive to seek foreign outlets for funds. In addition,
measures such as credit ceilings are usually only applied to domestic
activities, with the banks being relatively free to carry on Euro-currency
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borrowing and lending activities with non-residents. In some cases, central
banks have taken direct steps to provide funds to the banks under special
conditions for the repayment of foreign-currency borrowing. In other
countries, measures have been taken to influence the availability and cost
of forward exchange cover to the banks. These have taken the form of
swap facilities provided by the central banks at special rates to encourage
banks to place or keep short-term funds abroad, usually in the Euro-
markets; and also have involved direct forward exchange market inter-
vention to influence the cost of forward cover and, hence, the attractive-
ness of switching between domestic and foreign currencies by banks,
non-bank residents, and non-residents.

The recent period of strong speculative activity in the international
currency markets also affected the growth of the Euro-currency markets,
particularly when the U.S. dollar was under speculative attack. Specu-
lators, under these conditions, wanted to borrow U.S. dollars and often the
Euro-dollar market was the most readily available supplier of U.S.-dollar
deposits. These funds were then converted into the currency being
favoured by speculators at any particular point in time and made available
for investment in deposits or securities denominated in that currency.
However, during these speculative periods, inflows of funds into the
countries whose currencies were appreciating were usually severely
restricted by either capital inflow controls or very low rates of return on
domestic deposits and securities. As a result, the only place for these
converted funds to be invested was often back into the Euro-currency
system as non-dollar Euro-currency deposits with banks outside the
country whose currency was being used as the speculative medium. This
meant that the demand for funds in the Euro-dollar market increased,
while the supply of funds in the other Euro-currency markets also
increased, thereby acting as a stimulus to the system as a whole.

In the case of the Euro-bond market, the U.S. Interest Equalization Tax
and Foreign Direct Investment Restraint Program gave the market its
original reason for development, but the lack of other national long-term
capital market alternatives to the U.S. market was equally important in
ensuring the development of the international Euro-bond market. If viable
national alternatives had been available, this new demand diverted from
the U.S. market could have possibly been satisfied through the expansion
of other national long-term markets. However, due to the existence of
exchange controls and the virtual non-existence of long-term capital
markets in most of the other major countries, this demand became
focussed on an international market arrangement which was free of
national controls and which could draw on market expertise from many
countries, especially the United States and the United Kingdom whose
markets were not available to the international community because of
various control measures. In essence, it was a market in which the financial
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institutions of these two major countries could participate in satisfying this
demand for capital that they could not satisfy through their own domestic
operations. The rapid growth of multi-national enterprises also made the
international methods of financing more attractive for both bankers and
borrowers. In addition, the general absence of withholding taxes on most
Euro-bonds made these securities more attractive than national securities
to many wealth-holders with an international perspective.

Recent Trends and Developments

Over the past few years, a number of trends have developed in the oper-
ations of the Euro-currency system that probably carry with them some
long-term implications for this international market system. Since the late
1960s, one of the most apparent trends has been the increasing domination
of the market by the foreign branches of U.S. banks. Virtually every U.S.
bank of any significance has one or more foreign branches operating to
varying degrees in the Euro-currency markets. These branches were
established for a number of reasons: to better serve their domestic
customers who had multi-national operations; to act as a channel through
which the head office of the bank could acquire Euro-currency funds for
use in domestic credit operations during periods of tight money; and to
establish a competitive presence in the international capital markets
through which they could expand their own multi-national activities. In
order to make these branches pay their way, the U.S. banks had to operate
aggressively in all the areas of activity and be innovative in developing new
operating methods and types of activities.

The future prospects of these branches, however, have now been made
somewhat uncertain by the removal of the U.S. outflow controls and the
new ability of the banks to operate directly from head offices rather than
being confined to operating through their foreign branches in their
international activities. Because of their dominant position in the Euro-
currency system, any massive return to head-office operations could result
in a substantial reduction in Euro-currency activity. On the other hand,
however, the U.S. head-office banks would probably still have to obtain a
substantial portion of the funds used in international activities from
sources outside the United States, and could very well find that it is more
convenient, and possibly cheaper, to collect these funds through their
foreign branches via the Euro-currency markets. Since many of the foreign
branches would still be required in any case to service clients and make new
business contacts for the head office, they could be allowed to pursue their
Euro-currency activities and continue as profit centres instead of simply
adding overhead costs to the head-office international activities. In
addition, many banks may fear a re-imposition of outflow controls some
time in the future and thereby want to preserve their foreign branch
operations as insurance against this possibility.
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Another significant development has been the tendency over the past
couple of years to extend the lending maturity considerably beyond the
maturity of deposits, with many banks making medium-term loans (three-
five years) on the basis of short-term deposits (three-nine months). There
has always been a concern about the tendency of banks operating on the
Euro-currency system to rely on the roll-over of deposits for financing
loans of somewhat longer terms. This concern has been heightened by the
trend towards medium-term bank lending on either a fixed or adjustable
interest rate basis. Much of this type of lending is done on a floating
interest rate basis which should protect the interest rate margins of the
banks after a certain lag, but the possibility of a scramble for deposits
exists if there was a substantial withdrawal of funds from the market. This
could result in greater instability in the markets and the possibility that
some institutions could not obtain enough deposits at favourable rates to
cover their long-term lending commitments. Another risk dimension has
been added by the fact that a substantial volume of this medium-term
lending has been centred on providing credit to governments and
governmental agencies in the developing countries of the world. This trend
is clearly illustrated in Table 4-5 which shows a five-fold increase in the use
of Euro-currencies by countries outside Europe and the United States
between 1970 and 1974. All of these funds are not used by developing
countries but, by far, the largest proportion would be going into the non-
industrialized countries of the world. In addition, this type of lending
appears to give rise to a substantial re-depositing of loan proceeds into the
Euro-currency system and, hence, a greater multiple creation of credit in
the system. This is apparent in Table 4-3 which shows that the supply of
Euro-currencies coming from this same group of countries has also
increased by about the same amount in this period. In fact, since 1972,
these countries became both the dominant sources and dominant users of
Euro-currencies.

In an effort to minimize the risk involved in these types of lending, the
banks have tended to work together as groups in consortia arrangements.
It has always been difficult for a bank in the Euro-currency system to assess
the ultimate risk attached to its lending activities because of the chain of
transactions involved in most operations, the lack of credit information on
borrowers in the international market, and the inability to know how
much borrowers had already received from other lenders. In the case of
long-term lending, it is even more difficult to assess the risk of default on
the part of the borrower or the difficulties in achieving a roll over of short-
term deposits during the period of the loan. The lack of credit information
in the developing countries and the more unstable political climate in-
volved in many cases makes this risk-assessment process even more dif-
ficult for loans to these countries. As a result, major banks have formed
consortia lending groups that usually rely on the risk assessment of one
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of the major members of the consortium. In other words, if a major U.S.
bank is participating in the lending operation, smaller banks tend to rely
on their judgment and enter the consortium to provide a portion of the
total funds involved. So far, there have been few major defaults or prob-
lems arising from this type of lending, but there is increasing concern that
interest margins involved in many of these loans do not adequately reflect
potential risks associated with this medium-term lending to relatively high-
risk borrowers. This danger may have taken on a new dimension since
large increases in world oil prices have placed enormous strains on the
ability of developing countries to meet their debt obligations as their trade
deficits increase sharply and they became less attractive for new inflows of
capital. This type of lending has also encroached on the Euro-bond market,
and the medium-term loans may have reduced the volume of new Euro-
bond issues over the past couple of years by serving as an alternative to
long-term borrowing.

Another significant development associated with the turbulent inter-
national financial market experience during 1974 was the “tiering” of
interest rates in Euro-currency deposits according to the credit stature of
the banks receiving the deposits. This element has always been present to
some extent in the Euro-currency markets but became much more
formalized during 1974. The large flows of funds associated with the
massive increase in oil payments to the oil-producing countries and the re-
flows of these funds for investment in domestic and international financial
markets resulted in considerable strain in the ability of the Euro-currency
market, and the banks that operate in it, to absorb these unprecedented
inflows of funds. As a result, depositors became more concerned about
bank credit ratings and distinguished between banks by demanding higher
deposit rates from those banks with the highest perceived risks. This
resulted in the development of a multi-tiered interest rate structure for
Euro-currency deposits in the inter-bank market, with the largest and
strongest banks being able to attract deposits on the lowest tier of rates,
and other banks being pushed to progressively higher tiers as their risk-
premiums rose in the eyes of depositors. With the return to greater stability
in the market, these tiers again narrowed, but it seems that this tiering
could now be an inportant feature of the market during periods of
international financial uncertainty.
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The Euro-currency markets, because of their international nature and the
freedom with which they operate, have been able to mobilize a large
volume of short-term capital and distribute it in accordance with supply-
and-demand considerations on a world-wide scale. Although this has
generally been a beneficial development, it has also exposed the countries
and institutions involved in the market to additional risks and problems.
These, in turn, have given rise to demands that the markets be brought
under some degree of control by national or international monetary
authorities. In this chapter, these risks and problems will be outlined
briefly along with the difficulties involved in controlling such a market
system. The possible types. of control mechanism will then be examined
and recent control attempts discussed. Finally, the prospects for further
control procedures in the future will be assessed.

Risk and Problems in the Markets

As in any commercial banking operation, the main risk facing an
individual bank is the possibility that a borrower may not repay his Euro-
currency loan. In addition, there is the danger that a bank may not be able
to roll over its Euro-currency deposits at satisfactory rates if its loan
maturities exceed into deposit maturities. The risk of default in the Euro-
currency system is probably greater than in the case of domestic operations
in that the banks are dealing in large unsecured loans often denominated in
a foreign currency. These loan proceeds may be used by the borrower for
any number of purposes on an international scale over which, because of
their unsecured nature, the lending bank has very little control. This risk is
compounded by the international nature of the market since it is difficult
for an individual bank to determine the soundness of the Euro-currency
borrower or the amount that the borrower has borrowed from other
banks. Also, the long chain of transactions that is typical of Euro-currency
operations makes it difficult for an individual bank to determine the
eventual destination of the funds or the use to which they will be put.
Consequently, the individual bank must rely on the financial standing of
the borrower to which it directly lends and hope that, if a breakdown does
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occur through a default somewhere in the chain, the borrower will still be
able to meet his Euro-currency obligations. In addition, because their
Euro-currency loans and liabilities are often denominated in foreign
currencies and the market is international in nature, there is no single
institution which individual banks can automatically turn to as a lender of
last resort. As a result, the individual banks themselves must be prepared
to accept the risks involved and suffer the consequences if errors in
judgment are made. In an attempt to minimize and spread these risks,
banks are increasingly resorting to consortial arrangements, particularly
for medium-term lending activities involving high-risk borrowers.

For an individual country, the problems created by the Euro-currency
markets are two-fold: (1) the danger that the domestic banks involved in
the market may over-extend themselves and place demands on official
foreign exchange reserves; and (2) the fact that the existence of the Euro-
currency system has provided another channel through which short-term
capital can flow into or out of a particular country and has tended to
increase the volume of international short-term capital movements. The
major impact of these additional capital flows involving Euro-currencies
has been to increase the degree of interdependence between the national
capital markets and monetary policies of the countries involved in the
market.

In addition, they have at times increased the pressures on exchange rates
and official foreign exchange reserves in these countries. Consequently,
the possibility of a country being able to institute an independent national
monetary policy and isolate itself from monetary developments abroad
has been significantly reduced by the existence and operation of the Euro-
currency markets. For example, if interest rates rise and a liquidity short-
age develops in one country (especially the United States), this will cause
funds to flow into this country from the Euro-currency system. Euro-
currency rates, because they are uncontrolled and basically determined by
supply and demand conditions, will tend to rise sharply in response to any
significant outflow of funds. This, in turn, will attract funds into the Euro-
currency system from other countries, thereby forcing rates up in these
countries and spreading the scramble for liquidity.

Difficulties Involved in Controlling the Markets

These risks and problems to which individual banks and countries are
exposed have given rise to the demand for greater control over the
operations of the Euro-currency system. This situation has resulted from
two characteristics of these markets: (1) the fact that there is no single
institution to which participants can turn automatically as lender of last
resort; and (2) the fact that the markets have created a set of semi-
independent international interest rates over which no single country or
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institution has control. It is these characteristics that must be dealt with
and altered in any attempts to control the markets.

There are difficulties, however, in establishing a mechanism that can
bring about the necessary degree of international control over the Euro-
currency markets. The most important is the fact that there is no single
institution — either national or international — that can control the
market and act as an international lender of last resort. The central banks
of the major countries, although they may be able to exert some influence
over Euro—currency rates by placing funds in the market either directly or
indirectly, are restricted in their attempts to control the markets by the
volume of foreign exchange reserves which they are free to place in the
markets and, ultimately, by the size of their reserves. This is particularly
true of countries other than the United States in the case of the large Euro-
dollar market where it is doubtful that any one country (other than the
United States) could be successful in controlling the market even if they
decided to use a substantial portion of their reserves for this purpose. The
U.S. Federal Reserve is in the best position to control this key market in
the system because of its power to create U.S. dollar deposits, but it also
must find a way for these deposits to flow into and out of the market. This
would probably require the maintenance of a substantial position
indirectly through the intermediary of U.S. commercial banks or an
international institution.

There is also no single international institution with both the resources
and authority to effectively control the Euro-currency system. The
International Monetary Fund (IMF), although it could conceivably obtain
the resources, does not have the constitutional power to participate in the
market, let alone control it. The Bank for International Settlements (BIS)
has the ability to participate but not sufficient resources of its own to allow
it to act as a lender of last resort in a crisis situation. As a result, the only
effective method of achieving a degree of control over the markets must
involve some form of international co-operation among the national
central banks and between the national central banks and the existing
international institutions. For example, this could involve the swapping or
depositing of U.S. dollars by the national central banks either with their
own commercial banks or an international institution for use in the Euro-
dollar market. These could take the form of stand-by swap-and-loan
arrangements, with an international institution thereby assuring that the
funds provided would be used for the desired control purposes. The
international institution that would best fill this role would be the BIS
because it has experience in the market, a knowledge of the markets’
requirements, and close long-standing contacts with the national central
banks. In fact, this is the international Euro-currency control structure
that has emerged over the past few years.
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Another problem involved in establishing control over the markets is the
different views held in most of the major countries regarding the foreign-
currency operations of their domestic banks as opposed to the views
regarding domestic currency business. In most countries, the activities
involving the use of domestic currency are highly regulated and controlled
by the government and central bank, and generally are protected
significantly from foreign competition. On the other hand, most countries
view the foreign-currency operations of their banks with less concern, and
they favour a highly competitive environment for those activities by
encouraging their banks to actively seek this type of international business
through less stringent regulations on these foreign-currency operations.
This can take the form of lower reserve requirements against foreign-
currency deposits, greater operating freedom, and fewer reporting re-
quirements. In other words, it seems that multi-national banking activities
are viewed differently from domestic banking operations by the authorities
of most countries and, in fact, are used as a form of international
competition between countries. As a result, very little uniformity in the
regulation and control of foreign-currency operations has developed
among the major countries, and this has made it difficult to develop
a consistent overall control system for the Euro-currency markets through
either the co-ordination of national regulations or the development of
co-operative control procedures.

Types of Control Mechanisms

There are basically two types of intervention that could be used in
attempting to control the Euro-currency system: (1) at the international
level, to control the global growth rate of Euro-currency deposits; and (2)
at the national level, to achieve a distribution of Euro-currencies that
would avoid the development of monetary disequilibrium at the national
level which could lead to the discharge of the Euro-currency market credit
potential on a single country. The first type of intervention has been
attempted mainly through open-market operations and through requiring
Euro-banks to invest certain quotas of their funds in public securities or
deposits with central banks or other international institutions. These are
aimed primarily at controlling the movement of funds into and out of the
Euro-currency markets and at adjusting these flows in order to maintain
short-term stability in the markets. The purpose of the investment or
reserve requirements is to harmonize the forms of regulation of banking
activities conducted in domestic currency and in foreign currencies so that
foreign-currency operations do not offer an undue attraction for Euro-
banks. The second type of intervention is more difficult to achieve and only
harmonization of economic policies and uniformity of anti-cyclical
measures could provide an effective guarantee against destabilizing
movements of short-term Euro-currency funds. This is the problem
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encountered in all short-term capital movements with the Euro-currency
markets simply adding a convenient channel through which destabilizing
flows could occur if there is not sufficient co-ordination and harmo-
nization of policies at the national level.

Most control attempts in recent years have centred on the first type of
intervention with a number of national central banks undertaking co-
ordinated open-market operations either directly or through the inter-
mediary of the BIS, and with several other countries enforcing various
investment or reserve requirements on the Euro-currency operations of
their banks. This system of informal understandings among the central
banks arose initially as part of their co-operation in fighting exchange
crises, and has now developed to the point where events in the Euro-
currency markets are discussed regularly at the monthly meetings of
central bankers in Basle. As a result, central bankers have become
increasingly prepared to undertake operations that will reduce pressures in
the Euro-currency markets, especially those caused by the shifting of liquid
funds on the part of their own commercial banks. In fact, these operations
have become almost routine at mid-year and year-end when seasonal
strains in the markets are greatest.

The particular measures employed in these operations have taken into
consideration the prevailing market circumstances and the institutional
requirements of the various central banks involved. Some central banks
have placed funds directly in the markets or through the BIS, while the
Federal Reserve has negotiated a stand-by swap facility with the BIS from
which the latter can obtain U.S. dollars for use in the Euro-dollar market.
Others have employed swap arrangements with their own commercial
banks to channel funds back into the Euro-currency system, or have
intervened directly in the forward exchange market in order to reduce the
incentive for shifting funds into or out of the Euro-currency markets. In
addition, a number of countries have varied reserve and investment
requirements of their own banks that deal in the Euro~currency markets to
limit or control the flows into and out of the markets, particularly during
periods of exchange rate uncertainty.

Although these stabilizing operations on the part of the national central
banks and the B1S have been significant in maintaining the viability and
orderliness of the Euro-currency markets, the nature of the arrangements
is not entirely satisfactory. Because of their informality, these arrange-
ments, with the possible exception of the U.S. swap facility with the BIS,
are dependent upon the policy decisions of individual central banks and
not solely on decisions taken by a central monetary authority such as the
BIS. As a result, the volume and type of assistance available to the Euro-
currency system cannot be determined before disrupting events occur. In
addition, in circumstances where the needs of the Euro-currency markets
conflict with the policy objectives of the central banks, the danger arises
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that the national central banks may not give priority to the Euro-currency
markets. This is a problem of any ad hoc international policy arrangement
and would appear to be a continuing difficulty facing any future attempts
at controlling this international market system.

The second approach to controlling the markets, through the harmo-
nization of national economic policies, has not made much progress over
the past decade for the control of either the Euro-currency system or
international capital flows in general. The major currency disruptions of
recent years have placed further restraints on this approach with even the
European Economic Community failing to make any significant progress
in this direction. Fiscal and monetary policies are still jealously guarded by
the major countries as domestic policy tools aimed at maintaining internal
equilibrium within each country. Under this approach, the external impact
of these policies and the differences in policies between countries are
almost treated as side-effects that create certain complications from time
to time in achieving domestic economic goals. Until this philosophy is
changed, there seems little possibility that countries will consciously
harmonize fiscal and monetary policies in order to control the Euro-
currency system.

Future Prospects for a Control Mechanism

Future attempts at controlling the Euro-currency system will probably
involve further variations of the first approach to the control of the
markets. This would include the possibility of larger and more formalized
open-market interventions and further attempts at controlling the opera-
tions of Euro-banks by national central banks. In the case of direct open-
market intervention, the funds needed for this purpose would have to be
made available on a more formal basis, such as by means of pre-arranged
swaps and stand-by agreements between the national central banks and the
BIS. In addition, to be effective, the BIS should be free to call upon these
swap funds in accordance with the needs of the Euro-currency system
without prior approval of each central bank being required before action
could be taken. To undertake this role, the BIS would have to have a
substantial volume of funds at its disposal and, because of the size of the
Euro-dollar market relative to any of the other individual Euro-currency
markets, this would mean a particularly large commitment from the U.S.
Federal Reserve System. In fact, the Federal Reserve has already provided
a substantial swap facility, and probably the major remaining problem is
the need for more formal commitments on the part of the major European
central banks and the Japanese.

This open-market intervention approach would seem to be an ap-
propriate method of bringing the markets under a greater degree of control
in that it would still allow free-market forces to operate and maintain the
great flexibility of the Euro-currency system in meeting credit demands on
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a world-wide scale. This, in fact, could be an extremely important
characteristic of the Euro-currency markets over the next few years as the
major oil-consuming nations cope with the balance-of-payments impli-
cations of the large increases in the world oil price. In normal cir-
cumstances, those open-market control arrangements would not be
activated and the markets left free to find their own levels; but the mere fact
that a large volume of funds was behind the market, and could be used as a
lender of last resort, could act as a stabilizing influence and prevent serious
disruptions to the market as a result of defaults or politically inspired
movements of funds. In other words, this approach would allow the
markets to operate as freely as possible during normal times and thereby
encourage their use in the financing of trade and balance-of-payments
imbalances, while at the same time discouraging their use for financing
destabilizing short-term capital flows during abnormal periods or for
political purposes.

In addition to this open-market approach, national central banks are
likely to increasingly control the foreign positions of their banks as part of
their overall monetary and exchange rate policy approaches. This is likely
to mean a continuing move towards the harmonization of reserve
requirements between domestic and Euro-currency deposits as has already
occurred in a number of countries, particularly the United States where
domestic U.S. banks now face uniform reserve requirements on Euro-
dollar deposits and competing forms of domestic deposits. However,
foreign branches of U.S. banks do not have to follow any formal reserve
requirements in their purely international operations, and whether or not
they will have to in the future depends upon the reserve policies adopted by
the individual countries within which they operate. It seems likely that
each major country will increasingly impose reserve requirements, which
are more closely related to their domestic reserve requirements, on foreign
banks operating in that country. The problem with this approach is that
the reserve requirements are unlikely to be harmonized between countries
and this would distort the flow of funds in the Euro-currency system as
banks attempted to concentrate their activities in the low-reserve coun-
tries. In addition, individual countries are likely to impose more direct
ceilings on the Euro-currency activities of their own banks, particularly
with regard to their net foreign currency positions. These direct limits
could also distort market forces in the Euro-currency system and create
problems that would give rise to other forms of intervention in the
markets. This form of intervention also points to the fact that attempts to
harmonize overall fiscal and monetary policies between countries is
unlikely to be an effective method of control for the foreseeable future.
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Canadian International Financial Links

Canada has traditionally had extensive international financial links with
other countries which have resulted in large capital movements into and
out of the country. Due to the special financial relationship between
Canada and the United States, these flows have involved the movement of
funds primarily between these two countries. More recently, greater
activities have developed involving transactions in the Euro-currency
markets. As a result, Canadian Financial markets have become integrated
increasingly into the world-wide network of national and international
financial markets. The Canadian chartered banks have played a majorrole
in expanding Canada’s international financial links and have been the
most active Canadian financial institutions in foreign financial markets. In
this section, the special U.S./Canada financial relationship will be anal-
ysed with particular emphasis on the experience of recent years when
Canada had to negotiate the maintenance of the special relationship. In
addition, the overall Canadian financial linkage will be examined via an
analysis of the capital account of the Canadian balance of international
payments. The foreign-currency positions of the Canadian chartered
banks will then be analysed in greater detail in determining their role in the
internationalization process. The international operations of the Cana-
dian chartered banks will be examined with regard to the benefits and risks
associated with these activities, and the policy issues raised by this analysis
will be discussed. From this analysis, policy recommendations regarding
the international operation of Canadian banks will be suggested.




6 The Special Relationship Between
the United States and Canada

Canada has historically been a net borrower of funds from international
sources, particularly of long-term funds for both portfolio and direct
investment purposes. As a result, Canada has maintained a high degree of
freedom for funds to move into and out of the country and has avoided
formal exchange controls, except during wartime periods and their
aftermath. Initially, this inflow of capital originated mainly from the
United Kingdom but as London declined and New York gained in
international financial importance, the source of Canadian capital inflows
progressively shifted from the United Kingdom to the United States. This
tendency was also re-enforced by the increasing dominance of U.S./
Canadian merchandise trade and the growing interdependence of the two
North American economies. In the mid-1960s, however, this close
financial relationship was threatened by the imposition of various capital
outflow controls by the United States, and Canada had to negotiate
strenuously to maintain the special relationship between the two countries.
Although these negotiations were successful from the point of view of
maintaining Canadian access to U.S. capital markets, the Canadian
authorities had to make concessions to the United States in terms of the
Canadian financial relationship with third countries. In this chapter, the
historical relationship between the United States and Canada will be
outlined briefly, followed by a more detailed analysis of the special
Canadian exemptions from the U.S. balance-of-payments program and
their impact on the Canadian position in international financial markets.

The Historical Relationship

Because of the large and continuous current account deficit with the
United States and the inability to offset this with third-country surpluses,
Canada has, of necessity, maintained a relatively “open-door” policy with
regard to capital movements between the two countries in both short- and
long-term forms. The inflow from the United States has been concentrated
in the areas of long-term portfolio and direct investment inflows, with
short-term flows being relatively volatile over the years. In fact, there has
been a tendency for short-term capital to flow out of Canada to the United
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States and for the U.S. capital market to act as an intermediary —
absorbing these short-term funds and re-exporting capital to Canada in
long-term forms. The largest inflows of capital into Canada have occurred
when Canada was undertaking major capital additions to the economy
that substantially exceeded the savings capacity of Canadians. During
these periods, a substantial volume of inflows took the form of direct
investment inflows as U.S.-owned corporations either established or
expanded existing subsidiary operations in Canada or took over
Canadian-owned business enterprises. The portfolio inflow primarily took
the form of new debt and equity issues sold to U.S. investors by Canadian
corporations and provincial and municipal governments. The trading in
outstanding securities, on the other hand, has been relatively volatile with
Canadians often being net purchasers of U.S. securities, mainly equities.

The major Canadian institutions involved in the U.S. capital markets
have been the chartered banks, through their New York agencies, and a
number of Canadian investment dealers who conduct two-way trading in
outstanding Canadian and U.S. securities and participate in the new issues
of Canadian debt and equity securities in the United States through their
New York subsidiaries. The first New York agency was opened by a
Canadian bank in 1855 and all the major banks now have large agency
operations in New York. Initially, these agencies were intended to provide
liquidity for the Canadian banking system in the absence of a short-term
money market in Canada. Over the years, the principal function of these
agencies, however, has been to accept deposits from U.S. residents on the
head-office books and then re-lend these funds in the U.S. money market,
primarily to U.S. brokers and securities dealers. As a result, they did not
act to any great extent as a channel for funds to move from the United
States to Canada or vice versa. In fact, they were merely an appendage to
the U.S. money market with funds being borrowed in the United States
and re-invested there after passing through the head-office books in
Canada. The Canadian investment dealers and their U.S. counterparts
were the main institutional channels through which funds moved between
the two countries, although both Canadian and U.S. banks did conduct
significant lending operations across the border through their domestic
branches and head offices.

U.S. banks (and other foreign banks) operating in Canada have never
had any special status in the Canadian financial system and have often
taken the form of “suitcase” operations connected to the U.S. head office.
The participation of U.S. banks in Canada has mainly been concentrated
on the lending side. Until the 1967 Bank Act revision, however, there were
no formal restrictions on foreign ownership of Canadian banks, and
American and other foreign banks were free to operate in Canada through
a wholly or partially owned subsidiary. In fact, a number of foreign banks
did operate in Canada, including the Dutch-controlled Mercantile Bank of
Canada. The Canadian authorities, however, became alarmed about
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foreign ownership in 1963 when the Mercantile Bank was sold by its Dutch
owners to the First National City Bank of New York. This concern was
reflected in the 1967 Bank Act revision when non-resident ownership in a
chartered bank was limited to a total of 25 per cent and to 10 per cent for
any single non-resident investor. This legislation effectively prevented any
further foreign takeovers of Canadian banks and the establishment of
foreign-owned banks in Canada. Foreign banks however, have continued
to operate in Canada outside the regulatory system either through the
establishment of representative offices or non-bank financial subsidiaries.
Recently, they have become much more active in borrowing funds in the
Canadian money market and re-lending these funds to Canadian residents
as opposed to merely booking loans through their head offices. Similar
foreign ownership restrictions have also been applied to federally, and
some provincially, chartered trust companies. A number of U.S.-owned
brokers and investment dealers have extensive operations in Canada but
the self-regulatory agencies have now prohibited any further foreign
takeover of Canadian brokers or dealers.

A number of Canadian policy measures, taken in recent years, have also
been aimed at influencing the flow of capital into and out of Canada.
Although these do not apply only to flows between Canada and the United
States, their major impact has been on these flows simply because of the
dominance of U.S./Canadian flows. One of these measures was the
restriction on pension fund investments in foreign securities introduced in
the 1972 income tax reform measures. This has reduced the flow of these
funds into U.S. securities, notably equities, and increased their con-
centration in Canadian securities. On the other hand, the Foreign
Investment Review Act could have the impact of reducing direct
investment inflows into Canada. Although this legislation only applied
initially to takeovers of Canadian corporations, the review-and-approval
process has now been extended to all forms of foreign direct investment
activity. These measures, however, do not discriminate against flows
between the United States and Canada and therefore have not operated to
reduce or destroy the special financial relationship between these two
countries. The major threat to this relationship came in the mid-1960s
when the United States adopted a series of capital outflow control
programs' which, at first, did not exempt Canada from the various control
measures. Canada, however, did successfully negotiate a virtually com-
plete exemption from this program and thereby maintained the unique
capital market ties with the United States. In January 1974, these U.S.
measures were completely terminated and Canada now enjoys financial
relationship with the United States similar to that existing before the
initiation of the U.S. program.

! For details of these programs, see Chapter 3.
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Special Canadian Exemptions

At the time of their initial announcement, the Interest Equalization
legislation, the Foreign Credit Restraint Program, and the Foreign Direct
Investment Restraint Program instituted by the United States were
applied to Canada along with all countries. The Canadian authorities
reacted in each case by attempting to negotiate a special status for Canada
within the framework of these U.S. control measures. In particular, the
Canadian authorities sought relief from three of the U.S. restrictions: (1)
the Interest Equalization Tax on new Canadian bond issues; (2) the
guideline limiting the volume of long-term investments held by U.S. non-
bank financial institutions; and (3) the restrictions on direct investment in
Canada by U.S. non-financial corporations. In order to be successful in
these negotiations, however, the Canadian authorities had to be prepared
to make concessions to the United States, which was the price that Canada
had to pay in order to maintain the special relationship with the United
States.

The IET legislation was of particular concern to Canada because it
threatened to cut off, or at least make more expensive, the major external
source of long-term capital. As a result, the Canadian authorities entered
into negotiations in an attempt to obtain some relief from these proposals.
These negotiations culminated in an agreement on July 21, 1963,
exempting new Canadian bond and stock issues on the understanding that
Canada refrain from building up foreign exchange reserves by means of
borrowing in the United States. This in effect implied that Canada could
continue to float new issues in the United States as long as foreign
exchange reserves did not rise significantly above the U.S. $2,700 million
level existing at the time of the agreement.

The imposition of the Foreign Credit Restraint Program in February
1965 did not create as many problems for Canada as initially it applied
only to short-term capital flows. Since short-term flows were not a very
dependable source of capital and, in fact, were often outflows, Canada did
not attempt, at least very strenuously, to obtain any exemption from this
initial program. It was not until December 1965, when the program was
extended to cover long-term investments by U.S. non-bank financial
institutions and the Foreign Direct Investment Restraint Program was
introduced, that the Canadian authorities again attempted to negotiate a
special exemption. In particular, the restrictions on long-term bond
holdings of U.S. financial institutions threatened to remove the benefit of
the Canadian exemption from the IET; while the direct investment
guidelines threatened to restrict the flow of direct investment funds to
Canada and, possibly, cause an outflow of retained earnings.

In this case, Canada was only partially successful in achieving the
desired exemptions. As a result of the negotiations, Canada was exempted
from the guideline limiting the long-term bond holdings of U.S. non-bank
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financial institutions in return for an undertaking on the part of Canada to
reduce its “target” level of foreign exchange reserves to U.S. $2,600 million
(including the net creditor position with the International Monetary
Fund). In May 1966, the “target” was again lowered to U.S. $2,550 million
as a result of a special transfer of gold from Canada to the IMF. On the
other hand, the U.S. refused to give any concession to Canada on the direct
investment restrictions. In order to remove some of the impact of the direct
investment guideline and, at the same time, prevent additional pressure on
the U.S. balance-of-payments, the Canadian authorities asked Canadian
investors not to purchase “off-shore” securities of U.S. corporations (or
their non-Canadian subsidiaries) which would be subject to the U.S.
Interest Equalization Tax if purchased by U.S. residents. This served to
prevent the attraction of capital from Canada by U.S. corporations and
thereby the development of any abnormal pressures on the Canadian
capital market which could have forced Canadian borrowers to rely more
heavily on the United States. If this step had not been taken, a pass-
through of funds from the United States to other countries could have
occurred via Canada.

It was not until the announcement of the much more severe and
mandatory program on January 1, 1968 that the impact of the direct
investment restriction became of vital importance to Canada. Under this
program, U.S. corporations were to reduce their direct investments in
Canada (including retained earnings) during 1968 to 65 per cent of the
1965-66 level. This meant that there could have been a decline in direct
investment inflows into Canada and a sharp increase in the outflow of
retained earnings from Canadian subsidiaries to their U.S. parent
companies. In the foreign exchange market, this was interpreted as a bad
omen for the Canadian dollar and the resulting exchange crisis forced
Canada to obtain assistance from the IMF and foreign central banks in
early 1968. It was with some urgency then that the Canadian authorities
entered into this round of negotiations. At this point, it was also apparent
to the United States that some steps had to be taken to relieve the pressure
on the Canadian dollar.

On March 7, 1968, an agreement was reached between the United States
and Canada, providing Canada with a complete exemption from the
January 1, 1968 programs and all previous guidelines. In return for this
exemption, Canada agreed to maintain foreign exchange reserves around
the U.S. $2,550 million target level, to invest a portion of these reserves in
non-negotiable U.S. securities, and to ensure that this exemption did not
result in Canada being used as a pass-through for U.S. funds. In order to
honour this latter agreement, the Canadian authorities developed a series
of guidelines to govern the holding of foreign-currency claims on residents
of countries other than the United States and Canada by Canadian banks,
other financial institutions, and non-financial corporations. These steps
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essentially brought Canada under the umbrella of the U.S. balance-of-
payments programs.

The first of these guidelines was instituted on May 3, 1968, when the
Minister of Finance requested that Canadian banks keep their total
foreign-currency claims on residents of countries other than the United
States or Canada from rising above the level held at the end of February
1968, unless the increase was accompanied by an equal increase in foreign-
currency liabilities to residents of third countries. Similarly, if there was a
decline in the banks’ total holdings of foreign-currency liabilities to third-
country residents, the banks were to match this with an equal reduction in
total foreign-currency claims on residents of those countries. In effect, if
the Canadian banks wanted to increase their volume of lending in third
countries, they had to do so by attracting more deposits from those third
countries. In addition, the banks were asked to limit the increase in their
U.S.-dollar liabilities to residents of the United States above the end of
February 1968 level to the sum of: (1) the increase in their U.S.-dollar
claims on Canadians; (2) the decrease in their U.S.-dollar liabilities to
Canadians; and (3) the decrease in their own spot position in U.S. dollars.
In other words, they were to accept additional U.S.-dollar deposits from
U.S. residents only if they could lend those funds in Canada. This rather
strange guideline resulted from the fact that the then commonly used
liquidity measure of the U.S. balance-of-payments deficit included short-
term outflows in its calculation but not short-term inflows. As a result, the
acceptance of deposits from U.S. residents by a Canadian bank increased
the U.S. deficit even though the funds were immediately re-invested in the
United States. This guideline then was aimed at removing the impact of
this particular type of transaction on the U.S. balance-of-payments deficit
as measured on the liquidity basis.

Guidelines were also established to govern the volume of foreign-
currency claims on residents of third countries held by non-bank financial
institutions and non-financial corporations operating in Canada. For
financial institutions, these claims were not to rise above the June 30, 1968
level unless the increase was accompanied by an equal increase in total
foreign-currency liabilities to residents of third countries, or arose from net
earnings of foreign branches or subsidiaries. Non-financial corporations
were not to increase their holdings in continental Western Europe in any
way that involved a transfer of capital from the United States or Canada.
In addition, they were to exercise restraint in making new investments in
other countries, except developing countries which were exempt from the
guidelines. This system of guidelines remained in effect in virtually
unchanged form until they were removed in January 1974 following the
removal of the U.S. outflow controls.

From March [968 until the ending of the U.S. controls, Canada enjoyed
a complete exemption (except for the IET applied to outstanding debt and
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equity securities) from the U.S. balance-of-payments program. In order to
obtain this exemption, Canada had to make two major concessions: (I) the
imposition of an upper limit of U.S. $2550 million on foreign exchange
holdings; and (2) the institution of a guidelines program to control the
foreign-currency operations of Canadian banks, financial institutions and
corporations with residents of third countries. These concessions had an
impact on the international operations of Canadian financial institutions
and non-financial corporations, and on the ability of the Canadian
monetary authorities to conduct an independent monetary policy. Because
of the implied ceiling on foreign exchange reserves, the Canadian
authorities were more restricted in their ability to follow a tighter
monetary policy than that being followed in the United States, and had to
keep Canadian interest rates in line with U.S. rates or below U.S. rates in
order to avoid an accumulation of reserves above this target level under the
fixed exchange rate system. This limitation was reduced initially by a more
relaxed U.S. view of the foreign exchange reserve ceiling and eventually by
a virtual ignorance of the ceiling when Canada encountered strong upward
pressure on the exchange rate. Finally, this limitation was effectively
removed with Canada’s move to a floating exchange rate in May 1972.
The impact of the exemption agreements and the Canadian guidelines
program on the Canadian banks was to change the nature of their New
York agency operations and encourage them to enter into purely
international Euro-currency transactions on an increasing scale. Under the
guidelines, Canadian banks were not to accept additional U.S.-dollar
deposits from U.S. residents unless they could be re-lent in Canada. The
traditional type of New York agency operations did not provide much
scope for expansion under this guideline and, therefore, the Canadian
banks would have to look for outlets for funds in Canada if they were to
significantly expand their deposit-taking role in New York. The guideline
restricting the flow of funds from Canada to third countries encouraged
the Canadian banks to expand their Euro-currency operations by
borrowing from and lending to residents of third countries or by
borrowing in third countries and lending to Canadian residents. In other
words, they were encouraged to increase their liabilities to third-country
residents as much as possible so that they could also increase their lending
to third countries. Canadian non-financial corporations were also encour-
aged to finance their expansion in third countries by borrowing in those
countries rather than in Canada or the United States. These guidelines
then undoubtedly increased Canadian participation in the Euro-currency
and Euro-bond markets since 1968. On the other hand, they significantly
restricted the ability of Canadians, especially non-bank financial insti-
tutions, to invest funds in international Euro-currency securities.
Although the imposition of the U.S. balance-of-payments outflow
control programs had initially threatened the continuation of the special
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financial relationship between the United States and Canada, the sub-
sequent exemptions granted to Canada and the concessions given by
Canada to the United States effectively intensified and formalized this
special relationship. In fact, these arrangements, while they were in effect,
welded Canada and the United States into a form of monetary union witha
common approach to third countries. From mid-1972 to early 1974
however, these arrangements were counter-productive from the Canadian
point of view as the Canadian dollar was then under strong upward
pressure and Canada was more concerned with avoiding capital inflows
than attracting them. As a result, the free access to the U.S. capital market
was not a major attraction and the Canadian authorities would have been
prepared to give this privilege up if they could have dismantled their
outflow guidelines program. With the U.S. dollar under severe speculative
attack, however, this was not possible until the United States moved
unilaterly to remove their outflow controls in January 1974. The Canadian
authorities immediately followed suit and removed the Canadian guide-
lines program. As a result, the financial relationship between these two
countries is now back to its pre-1963 informal state.




7 The Market and Institutional Linkage

Historically, there has been an extensive international linkage between
Canadian and foreign financial markets and institutions which has
resulted in large movements of capital between Canada and other
countries, especially the United States. This chapter will attempt to assess
the nature of these capital movements over the 1964-74 period, with regard
to both market and institutional linkages and to determine the relative
importance of the various types of flows and the channels through which
they can occur. The capital account of the Canadian balance of inter-
national payments will be examined with regard to the institutional
channels through which funds can flow. Finally, the position of the
Canadian chartered banks in this international linkage will be analysed in
detail by examining the published aggregate data on their foreign-currency
operations.

The Canadian Capital Account

During the 1964-74 period, the capital account of the Canadian balance of
international payments has consistently shown a large net long-term
capital inflow which has been partially off-set by net short-term capital
outflows except during 1965 and 1974 when there were net short-term
inflows. The details of long- and short-term capital movements during the
1964-74 period are presented in Tables 7-1(a) and (b) respectively. In the
case of long-term capital flows, there have been two major and consistent
sources of capital inflows: net direct investment by foreigners in Canada
(up to 1973), and net new issues of bonds abroad by Canadian provincial
governments and private corporations. New stock issues by Canadian
corporations have also resulted in consistent inflows of relatively small
magnitude. Trade in outstanding securities has been relatively volatile with
most of the flows involving either Canadian stocks or foreign securities
(again mainly stocks). In the case of foreign securities, there was a net
outflow up until 1969 when the Canadian tax reform proposals were first
published. Since that time, Canadians have been net sellers of outstanding
foreign securities.
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Short-term capital flows have been much more volatile with no single
channel providing a consistent inflow or outflow for the period. However,
Canadian residents have been responsible for the largest proportion of
short-term capital movements through most of the period, with the
possible exception of 1967-1973, when the unclassified flows grouped in
the “other short-term flows™ category were very important in the short-
term flows sector of the capital account. It is unknown whether those
unclassified flows were originated by residents or non-residents, but if they
are, excluded residents have clearly originated the largest volume of capital
movements. In the case of residents, both banks and non-banks have been
very active in moving funds into and out of Canada, but the chartered
banks have, over the period, been the largest participants. In many cases
though banks and non-banks moved funds in opposite directions during
the same year. Non-residents, with the exception of 1972, have consistently
moved funds into Canada even though, during much of the period,
residents were moving funds out of Canada. The vehicles used by non-
residents to move funds into the country have varied throughout the
period, with Canadian-dollar bank deposits being the only consistent
destination for non-resident inflows. The other major instruments used by
non-residents in moving funds into or out of Canada have been
commercial paper and finance company paper and other obligations. The
unclassified short-term capital movements have been consistently outward
since 1967 and, in a number of years, have been the largest component in
the short-term sector of the capital accounts.

Major Institutional Channels

In the case of long-term capital flows, the major portion of the inflow into
Canada has occurred through the new issue of bonds by Canadian
borrowers in foreign capital markets. Among Canadian borrowers, the
provincial governments have been the major issuers of new bonds abroad
over the period reviewed in Table 7-1(a). Canadian corporations have been
the next largest foreign borrowers through the issue of new bonds, while
Canadian municipalities have ranked third. The relative importance of
these three channels for long-term inflows has varied from year to year but
the ranking has been consistent over the period, with the exception of 1965
and 1966 when net new issues of corporate bonds abroad exceeded the net
new issues of provincial government bonds in foreign markets. The
Federal government, on the other hand, had a net retirement of
foreign debt over the period, except in 1968 when a substantial volume
($288 million) of Government of Canada bonds were sold abroad in
defense of the Canadian-dollar exchange rate, and in 1971 when new issues
exceeded retirements by a modest $6 million. New issues of stocks by
Canadian corporations have also resulted in a consistent, but modest,
inflow of capital during the 1964-73 period.
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The other significant channel for long-term inflows into Canada has
been through the direct investment activities of foreign investors. Direct
investment in Canada has been a consistently large source of capital
inflows with the volume being relatively constant throughout the period,
particularly in the 1966-74 period when the volume of inflows ranged from
a low of $590 million in 1968 to a high of $880 million in 1971. Off-setting
these direct investment inflows has been a consistent outflow of Canadian
direct investment abroad which has varied markedly over the period from
a low of $5 million in 1966 to a high of $775 million in 1973. Even so, there
has been a net inflow through the direct investment channel, except in 1973
and 1974, which has consistently been the second most important source of
long-term inflows after the inflows resulting from the new issue of bonds
abroad. The flows associated with trade in outstanding securities have
been rather volatile throughout the period. Trade in outstanding Canadian
stocks has resulted in net outflows for every year except the 1967-69 period
when modest inflows were recorded. This same trend has also been
apparent in trade in outstanding Canadian bonds where modest outflows
have dominated the net movements. In the 1972-74 period, however, net
inflows into outstanding Canadian bonds, due to the expected and realized
appreciation of the Canadian dollar, did occur. Trade in outstanding
foreign securities resulted in substantial net outflows until the publication
of the Proposals for Tax Reform (White Paper) in 1969 which proposed
limits on the ability of Canadian pension plans to invest in foreign
securities. Since 1968, there has been a consistent and sizable net inflow as
Canadians disposed of foreign securities.

In the short-term capital flows sector of the capital account, as shown in
Table 7-1(b), Canadian residents have initiated outflows of short-term
funds in every year of the 1964-74 period, except 1965, 1971, 1972 and
1974 when sizable inflows were recorded. On the other hand, non-residents
have moved short-term funds into Canada consistently throughout the
period except in 1972 when a modest $22 million net outflow occurred.
Among Canadian residents, the chartered banks have been the major
institutions involved in the short-term movement of capital into and out of
Canada. They have initiated substantial short-term outflows in every year
except 1965, 1971, 1972, and 1974 when substantial inflows took place.
These inflows through the chartered banks were particularly large in 1971
($1,404 million) and 1972 ($637 million). Non-bank residents have also
tended to flow short-term funds out of Canada, except in 1967 and 1968
when small inflows occurred, and in 1974 when a very large inflow took
place. Surprisingly, the inflows through the non-banks did not occur in the
same year as the inflows through the chartered banks. The largest outflows
through the non-banks, however, occurred in 1969 ($928 million) and in
1971 (3561 million), which also coincided with large outflows through the
chartered banks.
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In the case of non-residents, the major channels through which short-
term funds moved involved changes in non-resident holdings of Canadian-
dollar deposits, commercial paper, and finance company paper and other
obligations. Foreign holdings of Canadian-dollar deposits have resulted in
a net inflow throughout the period which has showed some tendency to
increase since 1967 and particularly in 1974. Finance company obligations
were a major vehicle for the movement of foreign-owned funds into and
out of Canada until 1970, after which they declined in importance. Off-
setting the decline in the use of finance company paper was an increased
interest in Canadian commercial paper on the part of non-residents. In
fact, movements through the commercial paper channel nearly equalled
those through Canadian-dollar deposits during 1971-72 period, although
deposits resulted in $136 million inflow in 1972, while commercial paper
gave rise to an outflow of equal size. The other major element in the short-
term capital flow sector since 1967 has been the large and consistent
outflows recorded in the “other long-terms flows” category. This indicates
that there have been difficulties in recording and classifying all the short-
term capital flows during this period. Since these large outflows began at
the time when U.S. capital outflow controls were erected and cor-
responding Canadian guidelines established, there is the suspicion (as yet
unconfirmed) that these flows represented unrecorded pass-throughs of
funds from the United States to other countries via Canada as a result of
Canada’s exemption from the U.S. outflow controls system.

Foreign-Currency Positions of Canadian Banks

A major channel through which Canadians participate in international
financial activities is that involving the foreign-currency operations of
Canadian chartered banks. These operations involve the holding of
foreign-currency assets and liabilities with Canadian banks by both
residents and non-residents of Canada. The dimensions of these activities
are given in Table 7-2 where total Canadian-dollar and total foreign-
currency assets and liabilities of the chartered banks are compared over the
1964-74 period. Between December 1964 and December 1974, total
foreign-currency assets and liabilities increased by 453 per cent and 464 per
cent respectively, while total Canadian-dollar assets and liabilities in-
creased by 266 per cent and 263 per cent respectively during the same
period. This rapid growth of foreign-currency assets and liabilities has
raised the percentages of foreign-currency assets to total assets from
21.7 per cent in December 1964 to 29.5 per cent in December 1974; and
foreign-currency liabilities to total liabilities from 21.8 per cent in
December 1964 to 30.3 per cent in December 1974. These data clearly
indicate that foreign-currency assets and liabilities have been growing
at a much faster rate than Canadian-dollar assets and liabilities and have
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88 The Market and Institutional Linkage

made a major contribution to overall asset and hability growth of the
Canadian banks over the past decade.

One impact of the rapid expansion of foreign-currency deposits of the
chartered banks has been on the deposit/capital! ratios of the banks as
illustrated in Table 7-3. In December 1965, the ratio excluding foreign-
currency deposits was 11.7 whereas the ratio including foreign-currency
deposits equalled 14.9. By December 1970, these ratios had increased to
13.6 and 19.8 respectively and by December 1974 to 18.2 and 27.2. It is
apparent from these data that the substantial increase in the overall
deposit/ capital ratio of the chartered banks during this period was mainly
due to the rapid growth of foreign-currency deposits.

As far as individual banks are concerned, Table 7-4 shows that The
Royal Bank of Canada has consistently had the largest absolute value
of foreign-currency liabilities among the Canadian banks during the
1964-74 period. The Bank of NWova Scotia was next largest until 1973 when
the Bank of Montreal expanded its foreign-currency liabilities rapidly.
During that period, however, The Bank of Nova Scotia had the highest
ratio of foreign-currency liabilities to total liabilities, followed by The
Royal Bank of Canada and Toronto Dominion Bank. The Canadian
Imperial Bank of Commerce consistently had the lowest ratio among the
major banks throughout the period. Table 7-5 indicates that the Bank of
Montreal has had the highest deposit/capital ratio among the major banks
during the 1964-74 period regardless of whether foreign-currency deposits
are included or excluded. All the major banks have encountered a
substantial rise in overall deposit/capital ratios (including foreign-
currency deposits) during the 1973-74 period, with the Bank of Montreal
again recording the most rapid increase. The smaller Canadian banks have
also seen their overall ratios rise sharply as they engaged more aggressively
in both domestic and foreign-currency operations.

The composition of the foreign-currency assets and liabilities of the
chartered banks has also changed significantly with regard to residency
and type of holder and place of booking during the 1964-74 period.
Table 7-6, showing total chartered bank foreign-currency assets and
liabilities by type, indicates that there has been a shift towards greater
inter-bank activities on the part of Canadian banks. Deposits with banks
have risen from 30.8 per cent of total foreign-currency assets in December
1964 to 52 per cent in December 1974; whereas deposits of other banks
have increased from 17.9 per cent of total foreign-currency liabilities to
52 per cent over the same period. The proportions of these components of
their foreign-currency assets and liabilities consistently increased until
mid-1974 when both started to decline as proportions of total foreign-
currency assets and liabilities. This probably reflected the concern about

1 Deposits include debentures issued and outstanding, while capital is defined as accumulated
appropriations for losses, paid-up capital, rest account, and undivided profits.
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94 The Market and Institutional Linkage

the viability of the inter-bank Euro-currency markets after the collapse of a
number of banks in early 1974. The other major shifts on the asset side
were the decline in call loans from 19.6 per cent of total foreign-currency
assets in December 1964 to 1.8 per cent in December 1974, and the fall in
holdings of securities from 11.3 per cent to 2.5 per cent of total foreign-
currency assets during the same period. Loans to non-banks declined as a
percentage of total foreign-currency assets fromearly 1966 until early 1974
when an upward trend developed in response to the inter-bank market
fears. On the liability side, the proportion of non-bank deposits has
declined sharply from 82.1 per cent of total foreign-currency liabilities in
December 1964 to 48 per cent in December 1974,

With regard to residency, foreign-currency liabilities with residents and
non-residents, as illustrated in Tables 7-7 and 7-8, have held relatively
constant in their proportions of total foreign-currency liabilities over the
1964-74 period. There has, however, been considerable volatility in these
percentages during the period with liabilities to residents rising to a high of
31 per cent in late 1967 and falling to a low of 7.5 per cent in mid-1972,
before rising again to the 20 per cent range in 1974. The composition of
foreign-currency assets between residents and non-residents has shifted
modestly with assets with residents declining from 12.5 per cent in
December 1964 to 8.2 per cent of total foreign-currency liabilities in
December 1974, while those with non-residents increased from 87.5 per
cent to 91.8 per cent during the ten-year period. During the 1964-74 period,
there was consistently a net liability position with residents and a net asset
position (except briefly in 1972 and 1973) with non-residents, thereby
indicating that foreign-currency funds received from residents were being
converted back into Canadian dollars and loaned to residents during
particular periods when foreign-currency deposits were attractive to
residents and the banks. This was most noticeable in 1974 when the
Winnipeg agreement placed upper limits on Canadian-dollar deposit rates.
These activities do not involve capital inflows or outflows and are merely
transactions among residents involving a foreign-currency deposit, usually
a swap deposit which the banks undertake to repay in Canadian dollars at
maturity. In fact, it can be seen in Table 7-7 that swap deposits have been a
significant portion of foreign currency labilities with residents.

During the 1964-74 period, Canadian banks have increasingly booked
foreign-currency assets and liabilities outside Canada. This is illustrated in
Table 7-9. In December 1964, 82.4 per cent of foreign-currency assets and
79.2 per cent of foreign-currency liabilities were booked in Canada but, by
December 1974, these percentages had declined to 55.1 per cent and
56.8 per cent respectively. This shift in the place of booking occurred
throughout the period but was most noticeable after the imposition of the
Canadian voluntary capital outflow guidelines in 1968. This phenomenon
also reflects the rapid expansion of overseas activities by the Canadian
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banks in the late 1960s and early 1970s and their increased participation in
the Euro-currency system.

From the data presented in this chapter, it is apparent that the
Canadian chartered banks, as of December 31, 1974, received approxi-
mately 50 per cent of their foreign-currency funds from, and hold about
50 per cent of their foreign-currency assets with, other banks. In addition,
about 80 per cent of the foreign-currency funds were received from non-
residents and about 90 per cent loaned to non-residents. Also, about 55 per
cent of both the assets and liabilities were booked in Canada. Finally,
foreign-currency assets and liabilities equal about 30 per cent of the total
assets and liabilities held by the Canadian chartered banks.
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8 International Operations of Canadian Banks

Canadian chartered banks have been involved in international operations
for over a hundred years through both the acceptance of deposits and
extension of loans denominated in foreign currencies, primarily in U.S.
dollars. Until the past decade, however, these were mainly confined to
activities in New York and London and to their extensive domestic
banking operations in the Caribbean and South America. In addition,
some activity also took place through their Canadian head-offices and
branches. In New York, the chartered banks operated agencies (the first of
which was established in 1855) that accepted deposits from U.S. residents
and then re-lent funds to U.S. residents (mainly in the broker call-loan
market) after passing them through the head-office books in Canada. Asa
result, these operations were little more than an appendage to the U.S.
money market. Other international operations were mainly concerned
with financing international trade with Canada’s major trading partners —
the United Kingdom and the United States.

During the past decade, the international operations of Canadian
banks, as illustrated in the preceding chapter, have changed and expanded
dramatically. The geographic scope of their international activities has
spread to virtually all areas of the world and is no longer concentrated in
New York, London and the Caribbean, even though these remain as
important centres of Canadian bank activity. The types of operation have
also expanded from branches and agencies to include representative
offices, foreign affiliates and subsidiaries, and participation in inter-
national consortial banks. In effect, those developments reflected the
transformation of Canadian banks from primarily domestic institutions to
large and diversified multi-national operations competing with banks of
other countries on a world-wide scale.

One factor that led to this rapid expansion of international operations
on the part of Canadian banks was undoubtedly the enormous growth of
the Euro-currency markets during the past decade. The Euro-currency
market — a free market for banking operations on a world-wide scale —
has in fact been a visible manifestation of the multi-national expansion of
banking. The trend towards multi-national banking operations was
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already arising because of the expansion of the multi-national corpo-
rations and the rapid growth of international trade; but the Euro-currency
market provided a truly international market structure for these activities
that was free of the domestic restrictions and controls encountered by
banks in their own financial systems. The Canadian chartered banks,
because of their size and stature in the international banking community,
increasingly undertook Euro-currency operations during the past decade
with most of their activity centred in the inter-bank sector of the Euro-
currency system. They also expanded their lending activities with muiti-
national corporations (both Canadian and foreign) and their financing of
Canadian foreign trade. As well, they entered a number of domestic
financial markets in other countries through foreign branches, sub-
sidiaries, and affiliates.

Benefits and Risks Associated with
International Banking Operations

The benefits derived from international banking operations are difficult
to quantify statistically and their assessment must depend upon more
generalized considerations. The obvious benefit associated with these
operations is the export earnings generated by the banks in providing
banking services to foreigners. These take the form of profits earned
through the foreign-currency operations of their own branches and
subsidiaries operating in the international markets and their share of
profits and dividends from affiliates and consortia operating abroad. In
the case of affiliate and consortial operations, the direct balance-of-
payments impact depends upon the extent to which earnings are repa-
triated through dividend payments. It is very difficult, however, to obtain
an accurate measure of this benefit, particularly in the case of their share of
unrepatriated profits in foreign affiliates. A second benefit associated with
these export earnings is the higher domestic tax revenues generated by
these additional bank earnings associated with international operations.
This benefit, however, has been limited by the foreign tax credits provided
as an offset for the foreign taxes paid by banks on profits generated
through foreign profit centres. To the extent that the establishment of
foreign profit centres has been encouraged by withholding tax laws and
foreign tax credit systems, the tax benefits from many international
operations accrue mainly to foreign governments rather than domestic
governments.

Another type of benefit, which is less measurable, is the role played by
the banks in financing the international operations and trade activities of
residents, particularly corporations. It is often argued that residents of a
country would not receive a high priority with banks of other countries in
financing their international activities and that the domestic banks provide
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a continuous banking link for residents when they operate internationally.
In other words, it is claimed that domestic banks have a high priority of
giving service that they would.not receive elsewhere to resident customers
abroad — whether they be domestically owned corporations or domestic
subsidiaries of foreign corporations. This is probably true of smaller
domestic corporations that do not normally have access to foreign banks
but, for major domestic corporations or foreign subsidiaries, this would
seem to be a less important factor. It seems that they would choose their
international financing from those banks that could give the best service
and lending terms. Banks also feel that they must be in a position to offer
banking services on a world-wide scale to their domestic multi-national
customers, otherwise these customers would use foreign banks more
extensively in financing their domestic operations. Finally, the banks
claim that this extensive international network is necessary in order to
promote activities by residents and domestic exports in the major markets
of the world.

The rnisks involved in international banking operations are normally
greater than those associated with domestic activities because of the
difficulty in assessing credit standings, the lack of information about
borrowers and lenders, the highly volatile nature of international funds,
the foreign exchange transactions involved, the large size of the trans-
actions, and the administrative problems associated with world-wide
operations. These risks can be effectively broken down into four cate-
gories: credit, roll-over, foreign exchange, and mismanagement.

Credit risks exist in all types of banking activity, but the difficulties
involved in obtaining credit information about borrowers and lenders and
the long chain of transactions that are often involved in international
lending operations make international credit risks somewhat more
difficult to assess than domestic credit risks. In effect, it is difficult for a
bank to determine the security behind its loans to international borrowers,
whether banks or non-banks. Many banks have attempted to minimize
this risk by operating extensively in the inter-bank sector of the Euro-
currency markets. In the past, these have been relatively risk-free types of
operations, but with the influx of smaller banks into the Euro-currency
system and the recent failures of a number of banks, this inter-bank market
has not proven to be as risk-free as expected. In the inter-bank market, the
lender has no way of determining the eventual destination or use of the
funds by a non-bank borrower and must rely on the credit standing of the
bank to which the funds are lent initially as protection against default. This
means that the borrowing bank must be considered strong enough to meet
its obligations even if problems develop further along the chain of lending
and borrowing transactions. Also, the ability of the borrowing bank to
obtain foreign currency to meet its obligations is an important factor in
determining the risk attached to inter-bank lending. It was on the basis of
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these factors that the banks in the Euro-currency system were allocated
among the various interest rate tiers that developed over the past couple of
years. On the other hand, lending to non-banks directly allows the banks a
better opportunity to assess the ultimate security behind its loan if itisina
position to obtain adequate credit information about the borrower,
particularly with regard to the extent of borrowing from other banks.
Lending to non-banks that are well known to the bank could be less risky
than lending to small Euro-currency banks, but it is still probably more
risky than lending to a major world bank in the inter-bank market. In
general though, the margins on non-bank lending are considerably wider
to reflect this greater risk.

Roll-over risks are associated with banking operations in which a bank
borrows short-term funds and then re-lends them on a long-term basis.
This gives rise to two types of risks: a margin squeeze if short-term interest
rates rise before the maturity of the loan; and a similar margin squeeze
from a higher risk premium specific to the institution resulting from a
changed assessment of the bank’s portfolio by lenders. The first margin
risk has been reduced by the wide-spread use of floating interest rates (tied
to the inter-bank Euro-currency rates) on the long-termloans. As long as
the inter-bank Euro-currency market determined a single inter-bank rate,
this system worked relatively well. But with the development of a multi-
tiered, inter-bank market in recent years, many banks could not renew
their deposits at the inter-bank rate used in the calculation of a new
floating long-term rate, particularly in the case of consortial loans where
the rate is set by the major banks in the group. The second type of margin
squeeze associated with deposit roll overs is also a threat during a period of
funds volatility, as depositors may by-pass some banks in favour of others
based on their assessment of the credit risks attached to their deposits with
each bank. As a result, by-passed banks would be forced to a higher tier in
the market in order to obtain their required deposits from other lenders.
The degree of this risk depends on the willingness and ability of the major
countries to stand behind the Euro-currency markets and of the major
banks to lend to the smaller banks in order to tide them over shortfalls in
their deposit roll overs.

Foreign exchange risks in international banking operations can arise in
two ways: by a mismatching of spot foreign-currency assets and liabilities
in terms of currencies; and by the adoption of speculative forward
exchange positions by a bank on its own account. If a bank does not match
its assets and liabilities closely in terms of currencies, it is exposed to the
risk of exchange rate changes that alter the value of their assets relative to
the value of their liabilities. These exchange rate changes could reduce (or
increase) the profit on borrowing and lending operations below (or above)
the net interest margin earned on these operations. By adopting an open
forward exchange position on its own account, a bank is undertaking an
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obvious speculative operation in an effort to make speculative gains as a
result of exchange rate changes. Losses on these latter types of operations
have in fact been the major source of international banking problems over
the past year as exchange rates became volatile and unpredictable under
the floating exchange rate system and highly volatile international
monetary conditions. Many of these activities, according to the banks
involved, were unauthorized transactions undertaken by employees of the
banks; this indicates the difficulties involved in controlling these oper-
ations either internally within individual banks or externally by national
banking regulators.

Mismanagement risks arise if there is either insufficient internal
supervision within the banks or insufficient external surveillance by the
regulators, or both. The management problems are certainly greater in the
case of world-wide, multi-national operations than in the case of purely
domestic operations. Some decentralization of decision making is neces-
sary but adequate head-office supervision is also required and it is this
combination that is difficult to achieve in a fast-changing international
environment. In order to minimize this risk, a bank must ensure strict
enforcement of head-office policies, have highly trained personnel in the
overseas operations, operate an extensive reporting and authorization
system, and undertake adequate auditing and monitoring activities by
head-office personnel. In the recent bank failures and losses by major
banks, mismanagement by officials of the banks has been an important
ingredient and this has brought to the attention of both bankers and
regulators the need for adequate supervision of international banking
operations. In order for the regulators to play a significant role, however,
an extensive and up-to-date information base must be available to them if
they are to keep pace with rapidly changing international banking
operations.

International Activities of Canadian Banks

The foreign-currency operations of the Canadian chartered banks can be
broken down into three basic categories: the foreign-currency operations
in Canada with residents of Canada; financial operations in the domestic
markets of other countries; and international banking activities conducted
across national boundaries on a world-wide basis. The extent of foreign-
currency operations with residents depends on the relative attractiveness
to residents of foreign-currency deposits and loans compared to Canadian-
dollar deposits and loans. Over and above market factors, the attrac-
tiveness may also be influenced by distortions in the Canadian financial
system, such as the Winnipeg agreement, that make certain types of
foreign-currency operations more attractive to residents and Canadian
banks than otherwise would have been the case. In addition, swap deposits
with residents are attractive to Canadian banks since they are exempt from
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cash reserve requirements and allow greater interest rate discrimination
between customers. The degree to which Canadian banks undertake
activities within domestic financial markets in other countries depends on
their freedom to enter those markets and their ability to compete in them
under the regulatory structure imposed by those countries. The growth of
their international banking activities depends upon their ability to
compete on a world-wide basis with the other major banks of the world.
This, in turn, is a function of their ability to attract foreign-currency
deposits in the international market, to find outlets for these funds, and to
service their multi-national customers, both foreign and Canadian.

The foreign-currency operations with residents are conducted almost
entirely through the Canadian branches of the chartered banks with,
apparently, only minimal activity with residents occurring through their
operations in other countries.! In order to undertake the other two aspects
of their foreign-currency operations, the Canadian banks haveestablished
extensive operations abroad in the form of agencies, branches, repre-
sentative offices, subsidiaries, affiliates, and consortia. The agency
operations are confined to the United States, where each of the major
Canadian banks has an agency located in both New York and San
Francisco. These agencies cannot accept and book deposits on their own
account, but instead book deposits through the head offices of the banks
which in turn lend the funds back to the agency for on-lending, usually to
U.S. residents. The foreign branches of Canadian banks are much like
domestic branches in terms of their relationship to head office and are able
to book both deposits and loans on their own account. These branches
vary from purely domestic operations in the host country (e.g. in the
Caribbean region) to purely international operations with residents or
non-residents of the country in which they are located. In many cases,
depending upon the regulatory framework of the country, a combined
domestic and international business is conducted. Representative offices,
on the other hand, are not really banking offices at all but instead are
information-gathering and dissemination units through which business for
other operations of the bank is attracted. Normally, these are located in
countries or financial centres where a direct Canadian banking operation
is not permitted due to regulatory restraints.

Subsidiaries are foreign financial corporations in which a Canadian
bank owns more than 50 per cent of the outstanding voting shares, with
many being wholly owned. Many of these subsidiaries are concerned with
providing banking and trust services in the Caribbean (through extensive
branch operations of their own), the United States, and the United

1 It is impossible to tell from the aggregate data the extent to which business booked outside Canada
by the banks involves Canadian residents either on the lending or borrowing side, since there is
no residency breakdown available for the foreign-currency assets and liabilities of the chartered
banks booked outside Canada.
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Kingdom. Others have been established as domestic and/ or international
banking operations in Europe, the Middle East, and the Far East, with
taxation considerations often being an important reason for their
establishment. In many cases, the establishment of a subsidiary also allows
the banks to undertake activities in other countries that they are not
allowed to in Canada, such as the provision of trust services. Affiliates and
consortia are foreign financial corporations in which a Canadian bank
holds a minority interest along with another shareholder or group of
shareholders. For the purpose of this study, the term affiliate is restricted
to those situations in which the Canadian banks share ownership with
primarily local investors and the institution conducts a relatively localized
business within the country or region in which it is located. A consortium,
on the other hand, is an institution in which ownership is shared by a group
of major world banks (including a Canadian bank) and which conducts
business on a broad international scale through its offices in major
financial centres.

The Canadian banks have in fact participated in two types of
international consortial operations: through their ownership in consortial
banks established with other major banks to undertake world-wide deposit
collection and lending operations; and through their participation in
temporary consortial arrangements pertaining to particularly large or
risky loan operations in partnership with other major world banks. The
major purpose of these consortial operations is to allow the undertaking of
activities in partnership with other banks that could not be conducted,
either because of their size or nature, by an individual bank operating
alone. In the case of the consortial banks, operations often involve
merchant banking, underwriting, leasing, and other activities that in-
dividual banks would find difficult to do on their own. The temporary
consortia are mainly concerned with the spreading of risk attached to
particular types of large lending operations, most notably to private or
public entities in the developing nations of the world. By forming a
consortium, no single bank has a very large risk exposure in any particular
lending transaction and, by entering a number of these consortial groups, a
bank can diversify its risks across a large number of lending operations
involving different partners and different borrowers. The consortial banks
also offer risk-sharing and diversification advantages but this is not their
only reason for existence as is the case in the formation of consortial
groups. Often, consortial group loans are of a long-term nature and carry
with them the need to diversify the maturity mismatching risk as well as the
credit risk involved in this type of lending. All the major Canadian banks
have ownership in one or more international consortial banks and have
participated in numerous consortial groups. In addition, the smaller
Canadian banks have used consortial groups as a vehicle to expand their
international operations and as an alternative to establishing extensive
international operations abroad.
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All of the major Canadian chartered banks has adopted a somewhat
different approach in establishing their international operations as
illustrated in Tables 8-1 to 8-5. Each of these banks have two agencies in
the United States and a full service trust and banking subsidiary in New
York. In addition, the Toronto Dominion Bank, the Canadian Imperial
Bank of Commerce, and the Bank of Montreal have wholly owned
banking subsidiaries in California, through which they conduct full
domestic banking services within that state. All of them, except Toronto
Dominion, have extensive branch and subsidiary banking operations in
the Caribbean, with The Royal Bank and The Bank of Nova Scotia being
particularly important in this area of activity. These operations were
among the first and most traditional international activities conducted by
Canadian banks abroad and still provide a major part of the banking
services available in the Caribbean countries. It is in the area of
international operations and domestic operations in other major countries
that the greatest differences develop between the international operating
structures of the major Canadian banks. The Royal Bank of Canada, the
bank with the largest international operations, has used subsidiaries,
affiliates and consortial operations to a much greater extent than branches
as their major vehicles for international activity; whereas The Bank of
Nova Scotia has expanded internationally, primarily through branches.
The Royal Bank has ownership participation in three major consortial
banks; interests in a number of affiliates in Europe, the Far East, Latin
America, and Australia; and wholly owned subsidiaries in the Far and
Middle East. The Bank of Nova Scotia, on the other hand, participates in
only one consortial bank; has very few affiliates and subsidiaries in
Europe, the Far East, and the Middle East; but does have an extensive
branch network throughout these regions, especially in Europe. The
Toronto Dominion Bank has largely taken the affiliate and consortial
route with particularly large holdings in two major consortial banks.
Canadian Imperial Bank of Commerce has taken a relatively balanced
approach and has used branches, subsidiaries, affiliates, and consortia
about equally in their international operations. Bank of Montreal has few
branches internationally but has used representative offices to a much
greater extent than the other major banks, as well as using subsidiaries,
affiliates, and consortia to a modest degree.

The time pattern of these structural changes and developments in the
international operations of the Canadian banks is also of significance in
explaining the growth and composition of their foreign-currency assets
and liabilities. Traditionally, the international operations of the Canadian
banks were concentrated in their agency operations in the United States,
their domestic Caribbean banking and trust operations, and their
subsidiary operations in the United Kingdom. These resulted in a relatively
modest level and growth of foreign-currency assets and liabilities up until
the late 1960s. At that point, the Canadian banks began a major expansion
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of their international activities centred on an increased role in the Euro-
currency markets and a greater interest in domestic banking operations in
Europe. In some cases, this primarily took the form of international
branching (Nova Scotia), investment in consortial banks (Toronto
Dominion and Royal), and the opening of representative offices
(Montreal). The peak in consortial investment activity occurred in the
early 1970s with most of the major banks forming their principal consor-
tial arrangements at that time. Undoubtedly, it was this major expansion
of international operations abroad that led to the sharpincrease of foreign-
currency asset and liability growth in the late 1960s and early [970s. This
expansion of operations outside Canada also accounts for the trend
towards greater booking of business with non-residents outside Canada
during this and subsequent periods. The greater participation by Canadian
banks in the Euro-currency market as a result of these new international
operations also explains the rapid growth of their foreign-currency assets
and liabilities with other banks. The greater use of affiliate and consortial
arrangements, however, has also served to understate the foreign positions
of Canadian banks since their proportion of foreign-currency assets and
liabilities of these affiliates and consortia are not included in the foreign-
currency asset and liability data available from Canadian sources. In these
cases, only the foreign-currency assets representing their investment in the
affiliate or consortia are included in the Canadian data.

The Risk Exposure of Canadian Banks

In order for banks to defend themselves against the risks associated with
international activities, they must develop systems and policies for credit
assessment; attempt to match their foreign-currency assets and liabilities in
terms of maturities and currencies; and institute sound management
techniques for their international operations. In order to deal with the
credit assessment risk Canadian banks have, in the past, concentrated over
50 per cent of their international foreign-currency activities in the inter-
bank sector of the Euro-currency markets. This would indicate a relatively
cautious credit policy on the part of Canadian banks in their international
operations. The fact that Canadian banks were apparently not affected in
any significant way by the recent bank failures in Europe and the United
States further confirms the use of prudent lending policies. Although the
data on the loss record associated with their international operations are
not available publicly, all of the major Canadian banks indicated in
interviews that their international loss experience has not been un-
satisfactory or out of line with their domestic loss experience. Finally, their
conservative credit policies would appear to be confirmed by the fact that
they have been criticized in international circles for being too cautious and
conservative in their international operations. Over the past few years, this
conservative approach may have been a major virtue of the Canadian
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chartered banks as far as their international operations are concerned.
Since the recent foreign bank failures, however, a number of Canadian
banks have indicated that they are taking an even more cautious attitude
towards inter-bank lending and are considering an expansion of their
direct lending activities to non-bank borrowers, especially large multi-
national corporations whose credit rating they can determine relatively
accurately. This trend was reflected in the asset data for the last half of 1974
and for 1975 when lending to non-banks increased relative to lending to
other banks.

As far as the matching of foreign-currency asset and liability maturities
is concerned, the Canadian banks appear to have mismatched them to
some degree over all maturities. In the up-to-one-year maturities, liabilities
have exceeded assets, especially in the up-to-29 days and the 30-89 day
categories. In the one-year-and-over category, on the other hand, there
seems to have been a significant mismatching in the other direction with
assets maturing in over one year substantially exceeding the liabilities with
the same term to maturity. This was illustrated in a one-time maturity
analysis of selected foreign-currency assets and liabilities prepared by the
Inspector General of Banks as of July 31, 1974 and outlined in Table 8-6. In
this analysis, it was found that the most significant mismatching occurred
in the longer maturities with 19 per cent of the total foreign-currency assets
of the Canadian banks having a term to maturity of greater than one year,
whereas only 2 per cent of the foreign-currency liabilities were of this
maturity. As a result, foreign-currency assets with maturities longer than
one year exceeded liabilities of comparable maturity by approximately $4
billion as of the date of the analysis. Most of the mismatching of maturities
occurred in the case of assets and liabilities from business with non-
resident depositors and borrowers other than banks, with 46 per cent of the
assets in this category having a maturity of over one year and only 3 per
cent of the labilities having a similar maturity. Mismatching was also
significant in the case of transactions with residents where 25 per cent of
the assets were over one year in maturity compared to only | per cent of the
liabilities. In the case of non-resident banks, the mismatching was
relatively minimal with 6 per cent of the assets and 2 per cent of the
liabilities having maturities of over one year. In the 90-day to one-year
maturity, however, assets with non-resident banks with this maturity
equalled 36 per cent of total assets in this category, while liabilities only
equalled 27 per cent of total liabilities of this group. As a result, the
mismatching of maturities in the case of non-resident banks was somewhat
shorter in term than was the case with non-banks and residents. In the case
of liabilities exceeding assets, most of the mismatching occurred in the 30-
day and 30 to 89-day maturities and involved transactions with non-
residents other than banks, and with residents.
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Since the data reflects the situation on only one specific date in 1974 and
cannot be compared with data during other years or even other periods of
1974, it should be interpreted with care. Even so, it would seem to indicate
a significant mismatching of maturities on the part of Canadian banks
during unsettied international monetary conditions in 1974. Conse-
quently, the Canadian banks were exposed to the two types of margin
squeezes outlined earlier, at least during the period surrounding mid-1974.
Since the term to maturity of negotiable interest rate assets was calculated
only to the next renegotiation date in the analysis, it is apparent that
Canadian banks did not use this device extensively enough to eliminate the
risk of a margin squeeze resulting from a rise in short-term interest rates
before the maturity of the assets concerned.

The Canadian banks were also exposed to the other type of margin
squeeze arising from a higher risk premium being placed on transactions
with them by lenders under conditions of mismatched maturities. If, at the
time of deposit roll over, lenders became concerned about the standing of
Canadian banks and raised the risk premium in renewing their deposits,
Canadian banks could be forced to a higher tier in the multi-tiered Euro-
currency market. Consequently, they would suffer a margin squeeze on
their long-term foreign-currency lending activities. The extent of such a
threat depends on their ability to maintain a low-risk premium on their
borrowing operations. In fact, this seems to have been the case as
evidenced by their ability to operate on the lowest tier of the Euro-currency
markets even during the turbulent international conditions encountered in
1974. The factors that appeared to determine low-risk premiums were:
size, extent of domestic deposit base, and overall deposit/capital ratios.
Deposit/capital ratios, in particular, appeared to take on new importance
in attracting funds from the oil-producing countries during 1974. In the
case of the Canadian banks, they were able to continue attracting deposits
at the lowest tier rates even though they had relatively high deposit/capital
ratios compared to many other major world banks. This would seem to
indicate that their size and large stable domestic deposit base were
important factors in determining the risk premium attached to deposits
with Canadian banks by international lenders; these aforementioned
factors outweighed the relatively higher deposit/capital ratios in the
determination of risk premiums. Moreover, the absence of foreign
exchange controls in Canada and the likelihood of a continuing absence of
controls were probably additional contributing factors in favour of
deposits with Canadian banks. Their relatively high deposit/capital ratios,
however, have been a cause of some concern to Canadian banks, and a
number of them have recently made rights offerings to their shareholders
in order to increase their capital base for further expansion.

In the case of foreign exchange risks, the Canadian banks have not had a
significant exposure to exchange rate changes since the major proportion
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of both their foreign-currency assets and liabilities appear to be dominated
in U.S. dollars. This is certainly evident by the data in Table 8-7 which
shows a breakdown of their foreign-currency assets and habilities booked
in Canada between those in U.S. dollars and those in all other foreign
currencies.

Table 8-7

Chartered Bank Foreign-Currency Assets and Liabilities
Booked in Canada, by Currency, as of December 31st, 1969-1974

Assets Liabilities
United States United States
Dollars Other Dollars Other
1969 7,667 134 7,820 99
1970 8,717 175 8,616 141
1971 7,843 318 7,728 276
1972 8,802 410 9,386 321
1973 12,283 833 13,800 696
1974 14,887 883 15,987 698

Source: Bank of Canada Review (Ottawa, Bank of Canada, monthly).

Unfortunately, similar data for their foreign-currency assets and
liabilities booked outside Canada are not available. However, on the basis
of their large Euro-currency system involvement, and since the Euro-
dollar market is the dominant part of the Euro-currency system, it seems
safe to conclude that a large proportion of these assets and liabilities are
denominated in U.S. dollars. In any case, it appears that the Canadian
banks have not mismatched their foreign-currency assets and liabilities in
terms of currencies to any significant extent, and their net exposure in any
particular currency, other than the U.S. dollar, would be minimal.

One of the main ways by which Canadian banks could have open foreign
exchange positions on their own account would be through their swap
deposit operations with residents of Canada. In the case of swap deposits,
the bank accepts a deposit denominated in a foreign currency from a
resident and agrees to repay the depositor in Canadian dollars after a fixed
period of time. If the foreign-currency funds are re-invested by the bank in
foreign-currency assets, the bank would have an uncovered commitment
to convert the funds back into Canadian dollars upon the maturity of the
deposit. In order to avoid this open position, the bank would have to sell an
equivalent amount of foreign currency forward at the time of receiving the
foreign-currency deposit and for the same period as the deposit. On the
other hand, if the foreign-currency funds were converted back into
Canadian dollars and lent to residents, no forward covering would be
required. Open forward or spot positions could also be established in many
other ways, all of which would imply a speculative motive on the part of the
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bank. Considerable monitoring of the foreign exchange positions of the
Canadian banks has been conducted by the Inspector General of Banks,
initially regarding only their positions booked in Canada, but more
recertly including their total world-wide foreign-currency positions. From
data provided by the Inspector General of Banks, it appears that the banks
have maintained a minimal foreign exchange exposure over the past few
years with their short spot positions being traditionally somewhat more
than covered by long forward positions. From the data available for their
total net foreign-currency positions in 1974, it appears that their net spot
and forward positions have been less than one-half of one per cent of total
spot and forward foreign-currency assets and liabilities. Thus, the data
would appear to confirm statements made by the banks during interviews
that they do not intentionally maintain open foreign exchange positions on
their own accounts and that they attempt to balance their foreign-currency
positions on a daily basis. As a result, it seems safe to conclude that the
Canadian banks have a minimal exposure to foreign exchange risks in
their foreign-currency operations.

In order to minimize mismanagement risks in their international
operations, the Canadian banks appear to have adopted an extensive
system of management supervision and surveillance. Foreign agencies,
branches, and subsidiaries are considered as profit centres and are required
to operate within head-office guidelines and policy directives covering
credit granting, foreign exchange trading, and money-market operations.
These entities, however, do have a degree of independence and are
responsible for their own operations. The head-office supervision of their
operations is exercised through the establishment of and adherence to
comprehensive credit analysis and review procedures, periodic accounting
and management reports, budgeting and planning systems, periodic visits
by head-office supervisory personnel, and internal and external audit
reviews. In accordance with policy directives, the decision-making process
is effectively shared between the foreign branch, agency, or subsidiary,
international regional offices, and the Canadian head office of the banks.
In the case of foreign exchange operations, all the major banks indicated in
interviews that they concentrate foreign exchange activities in only a few
major branches, mainly in Toronto, Montreal, New York, and London,
with all other branches closing out their foreign-currency positions to the
major branches, often on a daily basis. The effectiveness of their system of
foreign exchange control seems to have been confirmed by the fact that
Canadian banks (unlike a number of major European banks that suffered
large losses from unauthorized foreign exchange dealings by their
employees) have apparently experienced no problems in this area. Overall
then, the Canadian banks seem to have an excellent management record in
their international operations and have been successful in attracting highly
trained personnel to these operations, within both their head offices and
foreign offices.
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The Regulatory Environment

The foreign-currency operations of Canadian banks are not specifically
regulated under the Bank Act, and banks do not have to hold specific cash
or liquidity reserves against their deposits denominated in foreign
currencies. The Inspector General of Banks, however, under the provisions
of the Bank Act, does have broad supervisory powers over the foreign-
currency operations of Canadian banks. In performing this supervisory
role, the Inspector General of Banks collects a substantial volume of data
on the international operations of the Canadian banks and has established
a number of regular reporting procedures. In addition, ad hoc requests for
information on foreign-currency transactions are also made from time to
time. However, the data base for a complete monitoring of these activities
is still lacking in many respects. In particular, information regarding the
foreign-currency assets and liabilities booked outside Canada is very
incomplete with regard to residency of holder, type of holder, and currency
of denomination. Other types of data are monitored but not published,
including large loan transactions, foreign exchange positions, and most
recently maturity data. As a result, it appears that there has not been
extensive supervision of the international operations of Canadian banks
on the part of Canadian regulators but instead a rather ad hoc system of
audits and spot checks aimed at discovering any obvious problems or
errors in decision making by the banks. Consequently, the banks
themselves have been given the prime responsibility of ensuring the on-
going viability of their international banking operations with a minimum
of supervision and interference on the part of Canadian regulators.

There are a number of aspects of foreign regulatory measures, however,
that affect the international operations of Canadian banks, including: the
regulatory framework established by other countries for foreign banks
operating within their jurisdiction; the regulatory framework established
by other countries in order to control the international operations of their
domestic banks; and the attempts to place greater control over the
activities of international consortial banks by the countries in which they
are located.

The extent to which Canadian banks can expand their international
operations, through establishing branches, subsidiaries, and affiliates
abroad, depends largely on the regulatory framework established in other
countries for the operation of {foreign banks within those countries. This
framework has been under active review in a number of countries, most
notably in the United States. The benefits to be derived from the
international operations of Canadian banks depends to a considerable
degree on their ability to establish viable operations in other countries
within the regulatory frameworks of those countries. This raises the
problem of reciprocity between Canada and other countries since in many
cases the regulatory framework facing Canadian banks in other countries
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depends upon the reciprocal treatment offered to foreign banks in Canada.
As a result, the type of reciprocity offered to foreign banks in Canada must
be such as to achieve an appropriate domestic banking structure in Canada
and to encourage the expansion of Canadian banks abroad to the desired
degree. If reciprocity involved a tight system of controls over foreign bank
activity in Canada, it could significantly harm the expansion of Canadian
banks in other countries if those countries applied stiffer regulations
against Canadian banks in retahation. On the other hand, a complete
opening of the Canadian banking system to foreign banks would pose
domestic competitive and other considerations. It seems that the need for
reciprocity in the expansion of Canadian banks abroad is centred in a few
countries and, even then, is confined mainly to the problem of opening
branches, rather than establishing representative offices, subsidiaries or
affiliates.

Another area of concern is the attempt by a number of countries to place
limitations on the international activities of their domestic banks. Most of
the proposals appear to centre on the establishment of specific deposit/
capital ratios for the foreign-currency operations of their banks. For
example, in Germany, it has been proposed to limit the difference between
foreign-currency assets and labilities to twenty per cent of the sum of a
bank’s share capital and published reserves. Recently, the international
markets seem to be in the process of establishing market determined ratios
for the books of all countries beyond which major depositors will not place
deposits with the banks. This would seem to be the best approach from the
Canadian point of view and there is evidence that this will force Canadian
banks to increase their capital base and reduce the risk to Canadian
depositors. However, if others do impose ratios on their banks and
interfere with the market determination of appropriate ratios, Canada
may have to consider a similar course of action in order to avoid distorted
flows into Canadian banks.

Finally, attempts have been made over the past year by a number of
countries, notably the United Kingdom, to obtain commitments from the
shareholder banks to stand behind their affiliates and consortia located
within their boundaries even though the shareholders have no legal
liability beyond their shareholdings. In the case of the Canadian banks,
such undertakings would significantly add to the international risk
exposure of the banks beyond that shown in the published Canadian data,
which only include their shareholdings among foreign-currency assets and
take no account of their share of the assets and liabilities of the affiliate or
consortia. This raises the question of the exte.it to which the Canadian
regulators should monitor or control the investments by Canadian banks
in these types of operations with regard to the types of business conducted,
the strength of other partners in the venture, and the degree of control
exerted by the Canadian bank in the operations of the affiliate or
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consortia. This has been further enhanced by the participation of the Bank
of Canada in the Basle Agreement, in which the major central banks
agreed to support the international operations of their major domestic
banks in the case of liquidity or other difficulties. The inclusion of
Canadian bank interests in affiliates and consortia could significantly
increase this commitment by the Canadian authorities.

Margins and Profitability

Between 1964 and 1974, inter-bank operations with other major world
banks have been the most rapidly expanding type of operation undertaken
internationally by Canadian banks. These operations involve the accep-
tance of foreign-currency deposits from foreign banks and the re-lending
to other foreign banks in return for the interest margin between the deposit
and lending rates. In order to obtain a gross interest margin on these
operations, the Canadian bank has two choices: it can re-lend the funds at
a longer maturity than the deposit it received; or it can re-lend to a higher
risk bank. In fact, the Canadian bank may base its operations on some
combination of these two choices by lending at somewhat longer maturity
to a somewhat higher risk bank. Deposit and lending operations of this
type are confined almost exclusively to the Euro-currency markets and are
conducted in large wholesale amounts in a very competitive market
environment. As a result, the interest margin available for any particular
type of inter-bank operation is determined in the market place with
individual banks having little influence on the determination process. In
order to achieve its desired interest margin on inter-bank operations, an
individual bank must make policy decisions as to what type and extent of
risk it is prepared to expose itself to under current market conditions. In
other words, if the risk attached to operations that yield its minimum
margin target increases, the bank must decide either to accept the higher
risk or withdraw from these types of operations.

The achievement of interest margins through maturity mismatching has
been an element in traditional banking operations and the acceptance of
this risk has varied between banking systems. In the initial stages of the
Euro-currency market development, it was a relatively important method
of achieving margins, particularly when the banks involved in the market
were all of relatively equal credit standing. More recently, with the influx
of many small- to medium-sized banks into the Euro-currency markets,
the acceptance of higher credit risks has become a significant factor in
margin achievement. With Euro-currency rates on deposit and lending
operations being essentially negotiated rates based on maturity and risk,
the large banks with the highest credit rating could attract deposits at lower
rates than the smaller banks and then re-lend some of these funds to the
smaller banks at a margin without mismatching maturities. The extent of
such operations and the impact of different bank credit ratings have
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become more obvious during recent years when the Euro-currency market
developed into a multi-tiered market structure with each bank being
assigned by market forces to a particular tier based on the market’s view of
its credit rating. During these periods, the interest rate differentials
between the various tiers became wide from time to time when inter-
national monetary conditions were very unsettled and the major banks
often took advantage of these wide margins by lending to the higher tier
banks. Throughout this period, the major Canadian banks remained
among the banks on the lowest tier of the Euro-currency markets and
effectively took advantage of the margins offered by lending to the higher
tier banks.

Operations with non-banks involve the acceptance of deposits from
individuals, non-financial corporations and non-bank financial corpo-
rations that are both resident and non-resident to Canada. They also
involve the extension of loans to non-financial corporations in Canada
and other countries, to Canadian and foreign multi-national corporations
on a world-wide basis, and to foreign governments and their agencies.
Again margins are achieved by the acceptance of credit risks, or a mis-
matching of maturities, or both. In this area, the mismatching of maturities
has probably been a relatively important method of achieving margins
because of the desire by non-banks for long-term loans compared to the
typical deposit maturity structure. Also, of course, the risk attached to
non-bank lending is generally higher than that associated with inter-bank
lending and gross margins must reflect this. As a result, the gross margins
desired and achieved by banks on their non-bank lending operations
were considerably larger than those achieved in the inter-bank Euro-
currency market. In addition, their non-bank lending operations are some-
what more personalized than the impersonal wholesale operations of the
inter-bank market. A considerable volume of non-bank operations is also
concentrated in their domestic retail banking operations in the Caribbean
where relatively high margins can be achieved.

The gross interest margins achieved by Canadian banks as a whole in
their foreign-currency operations have been relatively modest compared to
those achieved on their Canadian-dollar operations during the 1964-73
period, as outlined in Table 8-8.

The margins are calculated on the basis of the average gross margins
achieved in the various types of international operations and approximate
the desired overall margin of one to 14 per cent as expressed in interviews
with officials of Canadian banks. In fact, the gross 'margins on their
operations probably vary from a low of about !4 per cent on inter-bank
and foreign government lending operations to a high of 2 to 3 per cent on
non-bank lending operations. Despite the relatively low gross margins, the
foreign-currency operations have contributed significantly to the overall
balance of revenue performance of the Canadian banks. The major banks
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Table 8-8

Average Gross Interest Margins on Canadian-Dollar
and Foreign-Currency Operations of Canadian Banks, 1964-1973

(For fiscal years ended October 31st)

Loan Yield Deposit Yield Gross Margin

Canadian  Foreign Canadian Foreign Canadian  Foreign

(Per cent)
1964 5.86 4.18 1.89 3.18 3.97 1.00
1965 5.69 4.53 1.96 3.46 3.73 1.07
1966 5.90 5.25 2818 4.16 3.77 1.09
1967 6.38 5.42 231 4.40 4.07 1.02
1968 7.48 5.71 2.98 4.69 4.50 1.02
1969 8.48 7.48 3.57 6.41 491 1.07
1970 9.08 8.39 395 7.54 5.13 .85
1971 8.13 6.89 339 5.76 4.74 1.13
1972 7.96 6.10 3.22 491 4.74 1.19
1973 8.59 1.717 3.61 6.66 4.98 1.1t

Source: Inspector General of Banks, The Chartered Banks Statement of Revenue, Expenses, and Other
Information, various fiscal years.

involved in international activities have indicated that 20-25 per cent of
their balance of revenue has arisen from foreign-currency operations in
recent years. One of the reasons for this profitability is that international
operations have relatively low overhead, involving a minimum of staff and
facilities to undertake the wholesale type of activities involved. However,
this is not an exceptional profit performance in light of the fact that
foreign-currency assets account for approximately 30 per cent of total
assets. Moreover, because of the low gross margins associated with
foreign-currency lending, a few major losses could have a substantial
impact on the overall profitability of international operations. Essentially,
the foreign-currency operations of Canadian banks are high volume/low
margin types of operation in which it is difficult to offset the impact of
major losses. Therefore, for the long-run wviability of international
operations, the Canadian banks must attempt to carefully match the
margins they can achieve with the risks they have to undertake in their
international operations.

Taxation Influences on the Structure
of International Operations

A number of aspects of both the Canadian and foreign taxation systems
have played a role in shaping the structure of the international operations
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of Canadian banks. The three main taxation areas affecting their inter-
national operations are:

(1) the withholding tax charged on gross interest income by Canada
and other countries on a reciprocal basis and the exemption of
interest paid on foreign-currency deposits held at Canadian banks
from the Canadian withholding tax;

(11) the method by which foreign tax credits are allowed against
domestic taxation by Canada and other countries; and

(i1f) the provisions regarding the foreign source income of Canadian

banks and the taxation of dividends paid from that income.

Withholding taxes on investment income flowing between countries are
usually established on a reciprocal basis with each country matching the
withholding tax imposed by the other. For example, if Canada imposes a
15 per cent withholding tax on investment income paid to foreigners
(including gross interest earned by foreign banks on loans to Canadians),
other countries will usually impose a 1S per cent withholding tax on similar
investment income flows of Canadians remitted from those countries.
Usually, the rates and types of income flows subject to withholding taxes
are established through bilateral tax treaties with each foreign country. As
far as the Canadian banks are concerned, there are two significant aspects
of the withholding tax arrangements between Canada and other countries:
the application by Canada of withholding taxes to gross interest paid by
residents on bank loans from abroad rather than to the net interest
received after deducting the cost of the funds loaned; and the exemption of
interest paid to non-residents on foreign-currency deposits held at
Canadian banks along with the absence of this exemption on foreign-
currency deposits held at other Canadian deposit institutions. The
application of a withholding tax to gross interest income from foreign
loans is reflected in similar provisions of foreign taxation authorities
regarding bank loan interest flows to Canada; this means that this income
is being treated as investment income rather than business income against
which costs could be charged before the tax rates were applied. The
exemption of interest on foreign-currency bank deposits is a universal
element of withholding tax provisions of major countries, but the refusal
of the Canadian tax authorities to extend this exemption to other
Canadian deposit institutions gives Canadian banks a significant advan-
tage over the other domestic institutions in attracting foreign-currency
deposits.

The impact of the withholding tax provisions on the operations of
Canadian banks depends largely on the system of foreign tax credits
allowed by the Canadian taxation authorities. Generally, foreign tax
credits allowed by the major countries to their residents on income earned
abroad are the lesser of the domestic or foreign tax paid on the foreign
source income. Differences between countries arise, however, in the
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methods by which the foreign tax credit can be calculated. Basically, there
are two methods: the “global” method which treats all foreign source
income as if it were derived from one foreign country and all foreign taxes
on such income as if they were paid to one foreign country; and the “per
country” method which treats the income and taxes paid on a country-by-
country basis without any aggregation. Under the “global” method, if a
bank had operations in a number of low tax rate countries, the average
foreign tax rate could be below the rate in the bank’s country, makinga full
tax credit possible for all foreign taxes paid. The major country using the
“global” method is the United States, whereas Canada uses the “per
country” method. The following examples illustrate the differences
between the two methods.

“Global” Method for a U.S. Bank

Taxable Foreign

Country Profit U.S. Tax Taxes!
A $100 $ 50 75
B 100 50 NIL
A+B $200 $100 375

Tax Credit = $75
Net U.S. tax payable = $25
Total tax payable = $100

“Per Country” Method for a Canadian Bank

Taxable Canadian Foreign
Country Profit Tax Taxes!
A $100 $ 50 $75
B 100 50 NIL
A+B $200 $100 $75
Tax Credit: For A = $50
For B = NIL
Total = $50

Net Canadian Tax payable = $50
Total tax payable = §125

1 Including withholding taxes paid to the foreign country.

Foreign source income of Canadian banks is taxed in a number of ways
by the Canadian tax authorities. Profits of branches, agencies, and some
wholly owned subsidiaries are generally taxed at full Canadian corporate
tax rates with a foreign tax credit equivalent to the lesser of the Canadian
or foreign tax paid on these profits being given to the banks as a deduction
from their total Canadian tax payable. In the case of foreign affiliates in
which they have at least 10 per cent ownership, profits of the affiliate are
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taxed in their country of residence and dividends received by a Canadian
bank from that affiliate are exempted from Canadian taxation. After 1976,
this exemption will depend on whether it is paid from exempt or taxable
surplus which, in turn, depends on whether or not Canada has a tax treaty
with the country in which the affiliate is resident and/ or the country where
the profits were generated. If there is a tax treaty with the country of
residence and the business profits have been earned in that country or
other treaty countries, the dividend paid to the Canadian bank would be
tax exempt. If there is no tax treaty, the tax status of the dividend would
depend on the tax credit allowed on the basis of the foreign taxes paid on
the underlying business income by the affiliate.

The combination of the withholding taxes that are imposed by other
countries on gross interest income of Canadian banks (to reflect the
Canadian imposition of a similar withholding tax on foreigners) and the
limited foreign tax credit allowed by the Canadian authorities under the
“per country” method of calculation have limited the ability of Canadian
banks to conduct international lending operations from their Canadian
head offices and branches. The following example illustrates this limi-
tation:

Assume: Loan interest rate = 109
Net spread = 19
U.S. withholding tax = 15% of gross interest
Canadian tax = 50% of net spread

Loan of $1,000 to a U.S. Borrower
Booked in Canada

Gross Interest $100
Cost of Funds (90)
Met Spread 10
Less:

U.S. Withholding Tax — 15% of $100 (15)
Canadian Tax — 159% of $10 (5)
Total Tax (20
Canadian Foreign Tax Credit

(lesser of Canadian or foreign tax) 5
Final Tax Cost (15)
Profit or (Loss) (5)

As a result of this situation, the Canadian banks have attempted to find
ways of reducing or eliminating the impact of withholding taxes on gross
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interest in their international lending operations. Two basic methods of
accomplishing this have been available to the banks:

(1) establish agencies, branches, subsidiaries, or affiliates in countries
to whose residents loans are going to be made so that interest
income would be taxed locally on a net instead of a gross basis; and

(11) establish international lending operations in countries that have no
or only minimal withholding taxes on gross loan interest paid to
non-residents and which, in turn, face no or only minimal with-
holding taxes on the part of other countries.

All the Canadian banks have adopted the first of these methods as
evidenced by their establishment of world-wide networks of branches,
subsidiaries, and affiliates through which they can channel a large part of
their foreign lending operations and avoid the withholding tax problem
where it applies. This is also reflected in the growth of assets booked
outside Canada from approximately 20 per cent of total foreign-currency
assets to approximately 50 per cent during the 1964-74 period. On the
other hand, the fact that approximately half of the foreign-currency assets
held against non-residents were booked in Canada as at June 30, 1974
indicates that the withholding tax and foreign tax credit problems have not
been insurmountable in booking international business in Canada even
though they may have limited the banks in the case of lending to some
countries.

The second method of minimizing the withholding tax on gross interest
has also been used by the Canadian banks. One example would be the
establishment of an off-shore lending corporation in a low withholding tax
country. Such an institution would be purely an international lending
vehicle drawing on funds provided by other institutions within the parent
bank group. The fact that the country of residence does not impose a
withholding tax on interest paid to non-residents facilitates the chan-
nelling of funds from other entities in the group through this off-shore
lending institution. In addition, minimal withholding taxes are imposed by
most countries on interest income paid into this country, thereby allowing
the parent Canadian bank to minimize the impact of withholding taxes on
its overall international lending operations. Moreover, if this country only
imposes minimal withholding taxes on dividends paid to Canadians, the
parent bank could receive dividends from its subsidiary with minimal
deduction of withholding taxes. Under present Canadian taxation laws,
these dividends would also be tax exempt in Canada.

Another method of effective international tax planning would be for a
Canadian bank to establish holding companies in countries with low
dividend withholding taxes in relation to Canada and which also face low
dividend withholding taxes on the part of other countries. Also, countries
should be chosen that do not tax dividends received by resident companies
from companies outside the country in which they hold a substantial
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interest. In order to take advantage of this, a Canadian bank could
incorporate a holding company in one of these countries which owns the
shares of other subsidiaries. A reduction in foreign withholding taxes from
those which would have been imposed on dividends paid directly to
Canada would result. In addition, the country would impose only a
minimal withholding tax on dividends paid to Canada and not tax
dividends when received from the foreign subsidiaries. Under present
Canadian law, the dividends received by the Canadian bank from its
holding company also would not be taxable. Even after 1976, the proposed
changes in the Canadian legislation would allow the receipt of tax-free
dividends from countries with which Canada had tax treaties.

It seems evident from these examples that taxation considerations have
played a significant role in shaping the structure of the international
operations of Canadian banks and that international tax planning has
become an important element of their operations. In general, tax
influences have reduced the importance of the Canadian head offices and
branches of the banks in their international activities, and encouraged the
development of widespread international networks of branches, subsid-
iaries, and affiliates through which they can conduct their international
operations more effectively from a taxation point of view. To the extent
that the result is the generation of profits and tax revenues in other
countries, Canadian tax revenues from the international operations of
Canadian banks have probably decreased from what they would have been
if the profits had been generated through the head offices or Canadian
branches because of the tax credit allowed against Canadian taxes for the
foreign taxes paid by the banks. Moreover, the Canadian tax revenues are
reduced by the fact that affiliates and subsidiaries can pay dividends to the
parent Canadian bank tax free after paying taxes in the foreign country of
residence. In effect, the withholding tax laws and the method of calculating
foreign tax credits have probably resulted in an overly complex inter-
national banking structure on the part of Canadian banks at the expense of
Canadian tax revenues. In their attempt to avoid tax problems, the banks
have transferred much of their tax payments to foreign governments and
reduced their tax liabilities to Canadian governments from what they
would have been if a larger proportion of the profits were generated
through their Canadian operations.

Issues Raised for Canadian Regulators

There is no evidence, to date, that Canadian banks have encountered any
unusual difficulties in their international operations and, in fact, they have
remained among the most highly regarded banks in the international
banking community. However, the Canadian banks do have a major
international exposure relative to the size of their domestic operations and,
as aresult, the Canadian regulators will have a continuing concern for their
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international operations and will need to keep abreast of problems and
developments if a sound domestic financial system is to be maintained. In
particular, the Canadian regulators will need to determine the benefits and
risks associated with a further expansion of the international operations of
Canadian banks and to develop a satisfactory control and monitoring
system within which this could take place.

The benefits derived from international expansion by Canadian banks
must always be weighed against the risks to which the domestic Canadian
banking system is being exposed by that expansion. These risks have been
brought to the attention of both government regulators and the public by
the widespread concern about the viability and stability of the Euro-
currency system and the international banking activities involved in its
operations during the recent period of unsettled and difficult international
financial conditions. The major fear is that a relatively isolated problem in
the Euro-currency system could lead to a chain reaction of defaults and
losses that could pull down a number of banks and set off an international
financial panic that would also spread to domestic operations of the major
world banks. The extent to which this could happen would depend upon
the degree of support given the Euro-currency system by the major central
banks and the degree to which the international operations of the major
banks would be supported by their respective central banks. Undoubtedly,
this danger would only arise in the case of severe international monetary
disorder, but with the large balance-of-payments financing problems now
facing the major industrial countries with their accompanying threats of
trade and exchange controls, such a possibility cannot be completely
ignored by the regulators. Even under less severe conditions, a more
moderate loss — arising from the credit, roll over, foreign exchange, or
mismanagement risks to which the banks are exposed — could virtually
eliminate the earnings and taxation benefits associated with these
operations because of the high volume/low margin nature of international
banking activity. It is clear then that the Canadian regulators, in
determining how far the Canadian banks should be allowed to expand
their international operations, must attempt to balance the expected
benefits of further expansion with the additional risks posed for the
domestic banking system by that expansion. This gives rise to two further
issues: the extent to which the banks should be allowed to rely on their
stable domestic deposit base in promoting international expansion; and
the extent to which their international operations should be supported in
case of severe international problems.

It is clear that one of the major advantages of the Canadian banks in
expanding their international operations has been their extensive domestic
deposit base. Not only is this deposit base primarily retail in nature and
widespread geographically but it is also largely covered by a deposit
insurance system. This gives Canadian banks a unique domestic deposit
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base among the banks of the major countries. In the United Kingdom, the
major banks have a widespread retail deposit base but no deposit
insurance; while in the United States, the banks have deposit insurance but
few have a geographically spread retail deposit base. This advantage has
become increasingly clear over the past year when the multi-tiered Euro-
currency rate structure developed and the Canadian banks were able to
continue operating on the lowest tier of rates while many other banks of
comparable size, but without this domestic deposit advantage, moved to
higher tiers. Undoubtedly this was not the only reason for these
developments but it appears to have been one important factor. This stable
deposit base in their domestic operations has also allowed the Canadian
banks to operate over the years on relatively high deposit/capital ratios
compared to many other major banks. In the last few years, the rapid
expansion of foreign-currency deposits has further increased these ratios
to the point where Canadian banks have relatively high ratios, particularly
when compared to U.S. and British Banks of comparable size. In 1975,
however, a number of Canadian banks expanded their capital base and
reduced their deposit/capital ratios in response to this continuing
expansion.

A key question in this regard is the extent to which the deposit insurance
system on domestic deposits of $20,000 or less has given the
Canadian banks a competitive advantage internationally when combined
with their large retail deposit base. In addition, the increase in the
deposit/ capital ratios via the large expansion of foreign-currency deposits
has changed the theoretical security of both domestic depositors with
balances over $20,000 and the deposit insurer who now must share the
existing capital base with foreign-currency depositors to a much greater
extent. If these conditions have arisen due to international expansion
based on the stability of their domestic deposit base rather than on the
international expertise of Canadian banks, the issue of limiting the
expansion of foreign-currency operations would have to be considered. A
number of countries are attempting to deal with this issue and in some
cases specific deposit/capital ratios have been proposed. Another alter-
native would be to limit the proportion of a bank’s capital that could be
used to support international operations. The disadvantage of such
limitations is that they place artificial, rather than market, limitations on
the participation of Canadian banks in international activities. It is also
doubtful that they mean much in terms of domestic deposit safety in light
of lender-of-last-resort commitments and the deposit insurance system.

The possibility of a Canadian bank encountering severe problems in
international operations raises two further issues for Canadian regulators.
One is the extent to which lender-of-last-resort privileges should be
maintained when the illiquidity of a bank results from its foreign-currency
operations, and the other is the legal, moral, and political liability of the
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Canadian government to the depositors of a bank that appears to be on the
verge of failure as a result of international difficulties.

Lender-of-last-resort privileges are made available to banks in order
that they may avoid high short-term transaction costs in the event of a
liquidity squeeze. In this situation, the long-term assets of the bank are
sufficient — if sold in an orderly way or in the case of very imperfect
markets allowed to reach maturity — to cover all liabilities. If, however,
the bank is forced to sell off assets on an emergency basis and to use
securities as collateral for loans, rumours may spread that the bank is
weaker than in reality is the case. Withdrawals of short-term deposits in
response to these rumours may lead to a forced liquidation of the bank, a
general loss of confidence in bank deposits, and an increased preference for
currency and gold over deposits. The central bank forestalls this by lending
to the bank in question. Higher rates are charged the longer the period of
indebtedness and the larger the number of return visits to the lending
window. The bank, therefore, prefers to reduce its asset size rather than
maintain central bank credit.

It seems that the Bank of Canada would have little choice but to
maintain lender-of-last-resort privileges if Canadian depositors started to
lose confidence in a bank because of illiquidity in its international
operations. It would obviously be in the interest of the authorities to
remove the source of the decline in confidence regardless of the unit of
account in which the liabilities were denominated. The removal of lender-
of-last-resort privileges, with regard to the foreign operations of a bank,
could only be done if the foreign operations were split off from the
Canadian business so that Canadian depositors of the bank were entirely
clear of hability in the event of losses on foreign business. On the other
hand, the maintenance of this privilege could force the Bank of Canada to
take monetary and exchange rate actions that run counter to the current
policy of the government. If, for example, government policy was
attempting to maintain the value of the Canadian-dollar exchange rate, it
may not be inclined to create Canadian-dollar deposits to be used by the
chartered banks to demand foreign exchange. Nevertheless, if the lender-
of-last-resort action was necessary to maintain confidence in the Canadian
banking system, it would seem short-sighted not to maintain this lending
and use other policy tools to support the exchange rate. One obvious
vehicle would be for the Bank of Canada to arrange a short-term line of
international credit, essentially acting in place of the chartered bank.

In the event that a chartered bank appeared to be failing due to losses on
its international operations, then the real question of the commitment of
the Canadian taxpayer to depositors in a foreign unit of account arises. In
the case of a bankruptcy arising from international problems, the
Canadian taxpayer could be left with a substantial liability to domestic
depositors if the deposit insurance system could not withstand such a loss.
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Under these conditions, the Canadian government could either support
the bank by advancing the necessary foreign exchange or pass legislation
limiting the bank’s liability on foreign deposits to its holdings of foreign
assets. The latter would be an emergency solution that could spell the end
for any international banking by other Canadian banking institutions and
would have to be viewed in that regard. In fact, if the difficulties were
associated only with a single bank, it would seem preferable that the bank
be permitted to go bankrupt. Another approach to the issue would be to
consider either the extension of the deposit insurance system to deposits of
any size and in any unit of account or the adjustment of deposit insurance
rates to reflect the international exposure of each Canadian bank. If the
insurance premiums could be varied so as to capture the alleged risk
differential between foreign and domestic business, this approach would
have the advantage of specifying the contingent liability of the Canadian
taxpayer and rewarding him accordingly.



9 Conclusions and Recommendations

Although the Canadian banks have generated significant benefits from
their international operations and appear to have coped well with the
greater risks involved in those activities during periods of turbulent
international monetary conditions, there is a need for some regulatory
modifications in light of the relatively large international exposure of the
Canadian banks and the likelihood that major uncertainties will continue
to exist in the international monetary system over the next few years. The
risks attached to the international operations and the behaviour of
Canadian banks, however, do not warrant direct prohibitions or limita-
tions on foreign-currency activities but instead a more active monitoring
and supervision role on the part of Canadian regulators.

Informational Recommendations

The Canadian regulators have become increasingly involved in monitoring
the foreign-currency activities of the Canadian chartered banks over the
past few years but a comprehensive data base for these operations is still
not available either to the regulators or the Canadian public. As a result,
the following information collection and publication recommendations
are suggested:

1 All data collected on the foreign-currency assets and liabilities of
the chartered banks should cover their world-wide operations and not
just the assets and liabilities booked in Canada, which amount to only
about 50 per cent of the total. In particular, information on the residency
of holders, the type of holders, the currency of denomination, and the
geographical distribution of foreign-currency assets and liabilities
booked outside Canada should be collected and published on a monthly
basis similar to the data currently being published for the assets and
liabilities booked in Canada. This would provide a more meaningful
picture of their total foreign-currency operations. In this context, great
care should be taken to avoid double-counting arising from the shifting
of assets and liabilities between operating units of the same bank. Data
regarding the capital investments by Canadian banks in foreign
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subsidiaries, affiliates, and consortia should be clearly segregated from
other marketable securities and loans.

2 Data on the maturity structure of foreign-currency assets and lia-
bilities of the Canadian banks should be collected and published month-
ly in a format similar to that used for the one-time analysis conducted as
of July 31, 1974. This appears to be the area in which the Canadian
banks have exposed themselves to the greatest risks, and regular
monitoring of their maturity positions should be undertaken by the
Canadian regulators.

3 Data on foreign exchange positions should continue to be
collected and this data for the banking system as a whole should also be
published on a monthly basis.

4 Data on the international loss experience of the banks should be
collected and published on a comparable basis with domestic loss
experience of the banks.

S In view of the recent attempts to obtain commitments from
Canadian banks to support the activities of their foreign affiliates and
consortia beyond their commitments as shareholders, a system of
monitoring should be established to assess the on-going viability of
foreign subsidiaries, affiliates and consortial arrangements of Canadian
banks, including the submission of annual financial statements of each
entity and notices of any changes in ownership either on the part of the
Canadian bank or its foreign partners. Information regarding changes
in directors and types of business undertaken should also be disclosed to
the Canadian regulators on a regular basis. These operations and the
degree of commitment should also be fully disclosed in the annual
reports to shareholders of the Canadian banks.

This more extensive data base would allow the Canadian regulators a
much greater opportunity to assess the benefits being derived from the
international banking operations and the extent to which the banks were
exposing themselves and the domestic banking system to the credit, roll
over, and foreign exchange risks involved in these international
operations.

Taxation Recommendations

The Canadian withholding tax provisions (and those reciprocated by other
countries on Canadian lenders) and the country-by-country foreign tax
credit system used in Canada have significantly influenced the structure of
international operations established by Canadian banks and the degree to
which other Canadian deposit institutions can participate in foreign-
currency activities. In general, the withholding tax provisions, through the
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application of withholding taxes by most countries to gross loan interest
on foreign-currency bank loans to non-residents, and the exemption of
only foreign-currency bank deposits from the Canadian withholding tax
provisions have forced the Canadian banks and other deposit institutions
to establish profit centres off shore. This, in turn, has resulted in the major
share of tax revenues generated from these activities accruing to foreign
governments rather than Canadian governments. As a result, the following
withholding tax recommendations are made:

1 The exemption of foreign-currency bank deposits from the
Canadian withholding tax provision should be extended to include the
deposits of other Canadian deposit institutions that are prepared to take
on the powers and responsibilities of banks.

2 The Canadian tax authorities should undertake to negotiate with
other major countries the reciprocal removal of the withholding tax on
the gross interest received on bank loans to non-residents by re-
classifying this income as business income rather than investment
income. This removal should also apply to interest earned on loans by
other Canadian deposit institutions that have accepted the powers and
responsibilities of banks.

These recommendations would provide for equitable treatment of all
Canadian deposit institutions that have the powers and responsibilities of
banks in the collection of foreign-currency deposits, and would encourage
the generation of profits from foreign-currency operations in Canada,
rather than abroad, with a consequent greater tax benefit for Canadians.

Deposit Insurance Recommendations

In recent years it appears that the Canadian banks have relied heavily on
the existence of their stable domestic deposit base in the expansion of their
foreign-currency operations. One of the factors providing this stable
domestic deposit base has been the Canadian deposit insurance system
which insures a large proportion of the geographically spread Canadian-
dollar retail deposits of the Canadian banks. This combination has placed
Canadian banks in a unique competitive position in international financial
markets and probably contributed to a more rapid expansion of inter-
national activities than would have occurred in the absence of these
factors. To a considerable extent, the Canadian taxpayer, as the ultimate
insurer of deposits under $20,000 in Canada, has been carrying the greater
risks associated with the continued expansion of international banking
activities and, in effect, by doing so has allowed Canadian banks to pay
lower rates on their foreign-currency deposits than would have been the
case in the absence of deposit insurance. Also, the deposit insurance
premiums have been the same for all deposit institutions that belong to the

Beems e
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Canada Deposit Insurance Corporation (CDIC) and have not reflected the
degree of international risk exposure of individual institutions, par-
ticularly banks.

In response to this situation, it is recommended that deposit insurance
premiums be adjusted for each institution, or group of institutions, to
reflect the degree of international risk exposure, possibly on an annual
basis. This adjustment should be determined by a formula based on the
foreign-currency liability position of the institution or group of insti-
tutions. The result would be to raise the cost of foreign-currency funds to
Canadian banks in order to recapture the advantage given by the Canadian
deposit insurance system. At the same time, it would compensate the
Canadian taxpayer for the contingent liability associated with foreign-
currency operations which he has assumed through the operation of the
deposit insurance system. However, this would only be one element in
calculating variable insurance premiums for each class of institution and
the minimal loss record of the banks in their domestic operations would
have to be considered in any such calculation as an offset to their greater
international exposure.
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