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THE CAPITAL MARKET AND SMALL BUSINESS

I. INTRODUCTION

The'pdrpose of this study is to éxamine the recent trends
in the capiltal market in generai and in various segments of the
capital markef and to assess their impact, 1if any, on small
business f{financing.

In Section II, an examiﬁatiqn of major dhangeé in net lending.
and borrowing activity and their consequences 1s présented.
Section IIT analyzes trends in financial intermediation with
special attention to changes in the asset holdings of the
chartered banks.

In Section IV the resulfts of an iﬁvestigatién of the market
for business ferm loans are presented and the implications of-the
development of this market for smail business and for future
regulatary policles are noted. Some more general conclusion;

are presented in Section IV.



II. ~TRENDS IN THE CAPITAL MARKET

IT.1 Capital Market Particivants

There are three groubs of barticipants in‘the capital
market. They are: (a) surplus units (net lenders); (b)
deficit units (net borrowers) and; (c) financial inter-
mediaries.

Sur@lus units have current income in sxcess of theif
current consumption and real capital formation. The major
surplus unit or net lender in the Canadian capital-market |
is the hoﬁsehold or, ih~the tefms employed by the Financial

Flow Accounts, "Persons and Unincorporated Business".

The reason that persons and unincorporaéed ousiness are
grouped together is that when a business is not incorpofaﬁed
there is no distinction between the incohe of the business
and that of its owner.

The household sector is a net lendsr because .its

members are attempting to use income earned during their

‘workin ears to provide for consumption expenditures - during
T - By <

their retirement years. The extent of the net lending provided
by househoids wilill therefore depend on the expected lifetime
income aﬁd age distribution of its members. As the brobortion
of the houéehold sector which 1s retired increases the desired
net lending of the sector as a whole will decline. |
Deficit units or net borrowers have expenditures on

current consumption and/or feal.capital formation which exceseds
their current income. Both non-financial private corporations

and non-Tinancial government enterprises are net borrowers.



an indirect link, to intermediate, between surplus .and deficit |

The reason is thaﬁ their net cabital Tormation exceeds their
current net income. Net borrowing by this sector willl be
greater the greater is the desired rate of érowth of 1its
members. .

Deficit units often borrow directly from surﬁlus units.
Thus, individuals hold claims on non-financial enterprises in
the form of common and preferred stock and bonds. It is
often the case, however, that the ligbilitles deficit units
wish.to issue have different characteristics than the assets
surplus units wish to hold and direct lending does not occur.

‘The purpose of financial intermediaries is to provide

units. Financial intermediaries issue claims in a form which
all or some surplus units wish to hold-and, in turn, hold
claims on deficit units iﬁ forms which the latter find
suitable.

In the abseﬁce of regulation we would expect financial
intermediaries to specialize,that is, to issue liadbilities wiﬁh
a given set of characteristics and to hold-assets with a given
set of characteristics. The relative importance of a given
type of intermediary would then devend on the attractiveness
of both the liabilities it issued and the assets it was willing
to hold. Thus, an intermediéry may decline in relative importance

S

either because the types of claims i1t issues are attractive to

vy

a small number of surplus units or because the types of

claims 1t speciali
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re attractive to a smaller

number of deficit units.



The amount of financial intermediation will grow
relative to total lending and vorrowing ir intérmediariés;‘as
a group, ars_Successful in develobing eilther claims which .
specific groups of surblus units érefer to hold as financilal
assets or claims which sbecific groubs of deficit. units
prefer to issue as liabilities. Thus, intermediaries as a
‘group grow in relative importance oy develobing sbecialized
financial instruments and arrangsments with features which could
not be arranged in a direct transaction between surblus and
deficit units. ‘

There are several other groubs of individuals,and‘
isntitutions which may participate in the capital market
elther as net lenders or net borrawers. The three levels of
government will be net lenders or net borrbwersvdepending on
whether or not their tax revenues sxceed their gxpenditufes.

Residents of foreign countries may also serve as either
net lenders or nset borrowers in domestic capital markets.
Given relatively mobile capital, foreign lending or
borrowiné will serve to make up the difference betwsen desire
domestic lending and désired domestic bdrrqwing at.a given
interest rate. |

' Finally, Social Security Funds will be net lenders or
borrowers depending 6n whether annualVCPP and QPP contributions
plus income on accunulated consrisusions are greater or less
than CPP and QPP pension benefits paid. Although they are
reported separately, Social Sscurify PFunds represent.part of

the'savings of households. Whathsr they represent additional



savings or are substitutes for alternative types of saving
in which households would otherwise have engagad is an issue
which has been investigated by the Economic Council of Canada

(1979) among others.

IT.2 Net Lenders and Borrowers: 1970-1930

The net lending and borrowing activity of the major
groups of capital market participants between 1970 and 1980
is summarized in Table I. |

The households and unincorporated business group has
teen a net lender while both non-financial corporatiqns and
government enterprises hdve been net borrowsrs.

The federal government has been a net borrower for.eight.
of the eleven years from 1970 to 198Q.° Provincial and local
governments, as a group, have also been nat bvorrowers during
eight years of the same eleven year period.

Foreign residents or "The Rest of the World" in the

terms of the PFinancial Flow Accounts have been net lenders in
Canada -during eight of the eleven years 1970-80.

The Social Security Funds have beé‘ net lenders through-
out the past decade. Whether they will continue to be so |
during the next decade, that is, whether contributions and
eérﬁings can continue to~excéed benerits paid has been the
subject of much discussion.

During the decade 1970-80, then, the net lenders on

the Canadian capital market have been households and unincorpora-

‘Ted business, foreign residents and the Social Security Funds



TABLE T

NET LENDING OR BORROWING BY SECTOR
($ Millions)

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980

1. Persons and Un- .
incorporated
Businesses 3090 3384 5056 5706 8012 8845 8005 9970 11962 13077 15753

2. Non-Financial
Private ‘ . .
Corporations -2281 -2800 3444 -4369 -8015 -4367 -3803 -3922 -3521 ~—T7072 ~5477

3. Non-IFinancial
" Government ‘
Enterprises -1184 -1300 -1466 -2325 -3169 -5611 -5477 -5794 -6450 -6629 -6481

N. Tederal , ' ' |
Government 276 -141 -555 591 998 -4065 -3411 -7728 -11383 -9170 -10736

. Provincial and
Local Govern- - '
ments ~917 -1340 -989 ~-768 -580 -26U849 -2679 -875 109- 2038 1241

6. Social Securlty ' o ' ' :
Funds 1193 1278 1375 1472 1780 1999 2183 2259 2449 273“1 2008

7. Rest of the : : ‘
" . World -1106 431 386 -686 - "1492 4965 3842 4299; 5302 5098 1538

SOURCE: Statistics Canada 13-002, Pinanclal Flow Accounts IV, 1980 and Statistics
Canada 13-562, Financlal Flow Accounts Volume 1I.




(CPP and QPP). The net horrowers have been non-financial
private corporations, non-financial government enterprises,
and all three levels of government.

-

II.3 Resbonses to Changes in Desired Net Lending and Borrowing

Ex post there must, of course, be a dollar lent for e&ery
dollar borrowed. There is no such thing as an increase in
borrowing by one capital market participant which has no effect
‘on other capital market participants. -If an increase in ¢

he
here

(o

desired net borrowing of one party is to be accomodated,
must be either an increase in net lending or a decrease in net

borrowing (or both) by other capital market participants.

More specifically, supbose the federal government incecreases
its net borrowing. This could be zccomodated by an increase in
net lending by households. This would, in turn, requiré either
an increasé in net saving by houssholds or a reduction in the
real capital forﬁation of the latter. If household net saving
is to increase then the consumption expenditures of fthis
sector must fall.

Alternatively the equality of net lending and borrowing
could be maintained by a reducticn in net borrowing by non-
financial private corporations.. In this case 1t is the real
capital formation of non-rinancial corporations which is reduced.

Another possibility is that net lending by forsigners
increasss. In a small, open economy such as Canada's 1t is not
unreasonable to assume that net lsaanding by foreigners will be
equal-to the differsnce vetween dssired domestic borrowiﬁg and

desired domestic lending at a given intersst rate.
f=1 =
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The data dn Table I indicate‘that-increases in net
bo:rowing oy government have, in fact, been accomodated by
all three of the fesponses described abové; The résﬁonse
of the capital market to the increase in government net
borrowing between 1974 and 1975 brovides a clear i1llustration.

The changes in net borrowing or lénding by the major
capital market participants betwéen 1974 and 1975 are summarized
in Table II. The net borrowing of all levels of government and
government enterprises taken as a grou§ was $9.56 billion
higher in 1975 than in 1974.

As was predicted ébove; other market ﬁarticibants
responded by decreasing fheir net nborrowing or by increasing
their net lending.: The net borrowing of non-financial private
corporations fell by $3.6 billion. The net lending of house-
holds rose by $.8 billlon and net lending by the rest of the
world rose by $3.5 billion. |

An increase in resources at the disposal of government
was made possible, in this case, by: (a) a feductlon in con-
sumption and/or real capital formation by nouseholds and un-
incorporated business; (b) a reduction in real capital formation
by non-financial corporations and; (c¢) a transfer of real
resources.from abroad.

A transfer of

L

eal resources from apbroad can only be

effected by reducing Canada's exports and inereasing its imports.

D

The addltional real resources acquired oy the government when

iy

£y

1t became 2 larger net borrower are drawn, 1n effect, from the

contracting export and import competing ssctors.
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" TABLE IT

CHANGES IN NET LENDING AMD BORROWING 1974-5

Sector

Federal and
Provincial Governments

Non-Financial .
Government Enterprises

Total Government
Non-Financial
Private Corporations
Rest of the World

Households and
Unincorporated Business

Social Security:

Total Non-Government

SOQURCE: Table I.

Change in Net Borrowing
($ Millioms) ~ "~~~ -

$7,132

2,442
- 39,574

$-3,639
“3’473

-833
-219
$-8,154
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As 1is illustfated in Tagle I, the battern of greater
net borroWing by government, smaller net borrowing by non-~
- financial private corboratidns and greater net lending by
foreigners»and households and uhincorborated business which
was established in 1975 continued through 1989Q.

- The emergence Of the government of Canada as a very
large net‘borrower and the adjustments which other cabital
market participants were obliged to make in order to accomodate
this must be regarded as tﬁe major event affecting the capital
market during the last decade.

The relevance of this event to small business financing
ls, first, that, as is the case with all government programs,
small business assistance cannot be justified siﬁply bécauée
it is helpful to its recipients (if, in fact, it is nelpful to
its recipients). It must be judged against the best alternative
use of the resources involved. Funds transferred by government
to small business do not simply materialize out of thin air.
They are drawn from the activities listed above in the manner
described above. The question 1s not whether assistance to
small business confers some benefit on 1ts recipients (although
this is an unresolved issue), it is whether the benefit
conferred ié at least equivalent to that which is'foregone
elsewhere.

Second, the $3.6 billion decline in net borrowing by
private non-financial corporations between 1974 and 1975 is
almost certain to have included a brobortionate decline in the

net borrowing of small (incorporated) business. The implication
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1s that one way for government to stimulate shall business
investment is to reduce its own net borrowing. It is not beyond
the realm of possibility that the increase in net borrowing by

' the federal government reduced real capital'formation by small

business by more than all its tax concessions and subsidy pro-

grams nave increased it.

II.4 Corporate Capital Formatipn‘and Its Financing

As was argued in the previous section one would expect
a large lncrease in government net borrowing such as that which
began in 1974-1975 to crowd out at lsast some capital formation
in the corporate sector. The data reported in Table IIT

Y

indicate that this may in fact have occurred.

Corpofate capital formation f2ll from an average of M8.4%
of aggrégate capital formation in %the period 197C74 to an averagé
of 45.8% of aggregate capital formation during the beriod 1976-
1980. The period of heavy federal net borrowing was thus
colncident with a relative-decline in corporate capital formation.

The proportion of corporate capital formation which was
financed internally averaged 77% during the period 1970-1974 and
82.2% during the period 1976-1983. The period of heavy net
borrowing by the fedsral governmant is thus also coincident with

he corporate sector on retentions
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TABLE ITI

CORPORATE CAPITAL FORMATION

1976 1971 1972 1973 1974 1975 1976 1977 - 1978 1979 1980 -

1. Corporate Gross

Saving 7169 7615 8480 10731 12119 13207 16837 16972 18680 24196 26770
2. Corporate Gross

Fixed Capital : . . ’

Formation 9677 10035 11249 13418 16213 17461 20082 21701 23852 27853 31806
3. Apggregate Gross

Pixed Capital . o

I'ormation 18015 20806 23051 27848 34260 hsooksh 44895 48193 52214 59730 67553
(L): (2} 0.79 6.76 0.75 6.80 6.75 6.76 0.84 0.78 0.78 0.87 0.84
(2)+ (3) 6.50 0.48 0.49 0.48 . o0.47 o.44 0.5 0.45 0.46 0.47 0.46
Source: Statistics Canada 13-563, Tabies H-é and Statistics Canada 13-002, Tébles 2-2.

Data are annual flows in mlllions of current dollars.

;ZI"
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borroWing by reducing their 6wn external financing, in part
by substituting internal for external sources of funds and in
part_by reducing their plénned level of investment.

ATable IV indicates that reliance on bonds as‘a:source of
external finance declined markedly after 1976. This may héve
been due to any number of factors. Corpqrate-bofrowers may have
postponed long-term borrowing (bond issues) on the assumption
that interest rates were likely to fa}l in the future. This is
not'inconsistent‘with the pre-emption of the long-term bond
market by government’ issues during this period.

Interestingly enough, the decline in the relative
importance of bond finance did not result in an increase in
the use of bank or other loans. Substitution appears to be in

favour of trade credit and advances {rom related companies

(equity).

IT.5 Financial Asset Acquisition of Househcolds and

Unincorporated Business

This sector is the largest net lender in the economy.
It engages in indirect lending through banks and other deposit
taking institutions and through life insurance companies and
pension funds. IT engages in direct lending to non-financial
corporations in the form of short-termvpaper, stock and bond
purchases. It engages in dire;t lending to government in the
form of treasury bill, savings bdond and other government ovond
purchases. It engages in direczt lending‘to itself in tne form

of mortgage purchases.



1971

‘ .

TABLE TV

SOURCE OF CORPORATE FINANCE

1970 1972 1973 1974 1975 1976 1977 1978 1979
1. Net Increase . : : 4 '
in Liabilities 4094 6834 5622 9095 16133 10822 10819 12832 23378 28068 30184
2. ‘Prade Credit 288 1232 1660 2315 4857 2523 1177 1960 5701 6420 6561
3. Bank Loans 71 1386 1697 2624 3144 24ho 2970 1332 3902 5304 GUTH
4. Other Loans 201 Y 278 711 569 905 720 732 924 2041 1616 f
5. Short term ]
Paper _ 60 320 -238 -177 1463 212 353 -ho9 477 994 11
6. Mortgages n99 530 336 320 500 332 757 493 1257 870 1788
7. Bénds 1369 1698 863 750 1457 2112 2132 1983 1563,' hy 2141 .
8. Other | ; '
Liabilities 78 543 270 1261 204 h76 .680. 1883 3306 ~ U679 3194
9. Equity 1528 1061 756 1291 1699 1822 1030 4408 6248 7286 8399
3+1 .017  .203 .302 .289 .195 .225 .275 ;108A 167 - .189  .214
h:1 | .049  .009 .o49 .078 .035 .084 067 .059 .oh0 .073 .054
7+1 334 .248  .154  .082  .090 .195  .197  .160  .067  .017  .071
Source: Statisﬁics Canada 13-563 and 13-002 4th Quarter, 1980. .Data

are annual flows in millions of current dollars.

1980

"hT
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As Table VI indicafes, the largest frac;ion of lending
by households and unincorpo:ated Susiness is indirect. Over
the six year.period 1975-1980, S4 per cent of the financial
assets acquired by this sector took the form of deposits while
a further 25 perhcent were in ﬁhe form of claims on insurance
companies and pension funds.

Direct lending to non-financial corporations was negative
during the 1975—80 period. Households and unincorborated
business sold more short-term paper, mbre corporate bonds and
more corporaté stock than they bought over‘this period. In
total sales of claims on non-financial corporations exceeded
purchases by $5,766 million during this period.

Direct lending in the Torm of mortgages increased by
$14,532 million over the 1975-80 perid&. Most mortgage borrowing
is also done by the household and unincorporated business sector.
Mortgage transactions are thus largely intrasectoral.

| Taking mortgage iending to other hoqsholds and unincor-
porated businesses and the net purchases of claims on non-
financial corporations together, netAdirect lending to the
private sector by households and unincorporated businesses
between 1975 and 198Q totalled $8,766 million.

Direct.lending to all lsvels of government increased by
$15,312 million durihg the period 1975-80. Households and un-
incorporated businesses were nat buyersvof all the claims,
treasury bills, Canada Savings 3cnds and other bonds, issued by

government. Direct lending to government accounted for between




Net Saving
Net Lending or
Borrowing

Net Inc¢rease on
Financial Assets

Currency and
Bank Deposits

Bank Deposits

Deposits in Other
Institutions

I.Life Insurance
and Pensions

Treasury Bllls

Pinance and Other
Short-term Paper

Mortgages

1970

TABLE V _

FINANCIAL ASSET ACQUISITION BY HOUSEHOLDS AND
UNINCORPORATED BUSINESS 1970-79

($ Millions)

Canada Savings Bonds ) 149

Other Government Bonds)
Other Canadian Bonds

Stocks

SOURCE: Statisties Canada 13-563, Financial Flow

1971 1972 1973 1974 1975 1976 1977 1978 1979 1980

2964 3574 4966 7243 9906 12025 12593 13571 16066 18461 20645
3089 2712 3922 5152 7836 9219 7736 9046 11721 13192 15753
7206 8647 9956 17462 20187 24115 27631 27997 353h7 42111 43698
2382 3986 3567 6843 6483 8232 7918 7385 8280 18423 10705
3698 3171 6436 6056 7608 7562 6885 7699 18106 . 10147

1525 2316 2847 4481 4008 5591 6344 8488 8814 9695 11350
1807 2267 2896 3665 4133 5089 6607 7651 9064 11713 12651
110 -81 2 -72 80 79 285 519 871 811 1429
-950 115 =321 605 872 -378 43  -947 1131  -551 770
926 141 531 1017 1109 1416 2438 = -371 3787 3631 3631
1980 -385 374 2445 2604 727 1709 2043 -1573 728

1858 42 384 371 595 582 1254 3428 1735

378 %90 253 666 920 62 -1052. -595 -1378 -344 ~242
-636 -1525 -1806 -1269 #1407 37 -465 -667 -~549 -728 87

Accounts Fourth Quarter, 1980.

Accounts 1961-79 = 13-.003 Financilal Flow

;QT



TABLE VI

DISPOSITION OF NEW FINANCIAL ASSETS:
HOUSEHOLDS AND UNINCORPORATED BUSINESS

Deposits/Net Increase

Life Insurance and
Pensions/Net Increase

Intermediaries/ Net
Increase in Finan-

Direct Lendling to
Government /Net
Increase 1n

Direct Lending to
Goveviment/Total

Direct Lending/
Net Increase in
Financial Assets .04 .13 .01 .03 -..212 .18 .10

1970‘ 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 %gLBO,
in Financial Assets .70 .60 .63 .50 .55 .50 .55° 4T .66 .49 .54
'in Financial Assets .25 .26 .29 .21 ;20 .21 .24 .27 .26 .28 .29 .26.
cial Assets. .96 .89 .84 .70 .76 L TH .82 .73 .94 .78 .80
Financial Assets .08 .22 .15 0 .14 .13 .06 .10 ..12 .06 .06
Direct Lending 2.02 1.70 11;17 0 19.66 0.73 j0.63 12.22 0.58 0.57 0.34 . ;
.01 A1 .15 .13

SOURCE: Table IXX.

“LT
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60 and 1200 per cent of all direct lending and 9 ber cent of
all financial asset acquisition by households and unincorporated
business during this period.

The proportions in which households and<unincopporated
businesses have chosen to acquire the altermative financial
assets vary mabkedly from year to year. This variation is
sufficient to obscure any trend in the fraction of new assets
held in the form of déposits or in pensions or insurance or as
direct claims on deficit units.

This same variability in Ehe.relativé amounts of
each financial instrument acéuired might be taken fto indicaﬁe
that these instruments are fegarded as close substitutes by
the Household and Unincorporated Business sector. Thus
-Treasury 8111s and Finance and Other Short-term Paéer abpear
to be substitutes as do Canada Savings Bonds and deposits.
The net sale of Canada Savings Bonds and correspondingly
large increase in bank deposits in 1979 illustrates the
substitutability of the latter two instruments.

In sum, the evidence of the last decade is that the
liabilities of government are readily substituted in the
asset portiolio of the nousehold and unincorporated business
. sector for tﬁe liabilities of oobth the corporate ssctor and
the household and unincorporatsed business sector.itself,

The most striking_evidencerf this type of substitution
Has been the net sale of direct claims on -the corporate
sector by thg household and unincorporated business sector

during the period 1975-30.
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ITI. FINANCIAL INTERMEDIATION

III.; Intermediary Asset Growth B -

The annual changes in the fipancial asset holdings of
the major classes of financial intermediaries in Canada fdr
the years 1970-80 are reported in Table VII. The resbective
shares of each class of intermediaries in the aggregate flow
of financial asset acquisitions.by all intermediaries are
reported in Table VIII. ~

Deposit- taking institutions (banks and near banks)
accounted for an average of 70 per cent of the gro&th in the
value of financial assets held by alllprivate'financial insti-
tutions during the period 1970-80. As Table VITII indicates,
this share does not appear to be either inéreasing or decreasing.

Among deposit-taking institutions, chartered banks
accounted Tor an average of 68 per cent of the increase in
financial asset holdings over the period 1970-80. Again, this
fraction exhibits no trend;

Credit Unions aécounted for between 7 and 17 per cent
of the growth in financial asset holdings of deposit-taking
intermediaries while trust companies accounted for an avérége
of 13 per cent of this growth. There was no discernible trend
in elther case.

Insurance companiess and pénsion funds together accounted
for an,average'of 19 per cent of the growth in the financial
zsset holdings of all private intermediaries.’ While it variad

gcatween 16 and 23 per cent, this proportion displayed no trend.



Banks and Near
Banlcs

Chartered Banks

Quebec Savings
Banics

Credit Unilons

Trust Companies

Mortgage Loan

'~ Companies

Life Insurance
Companies

Trusteed Pension
Plans

Other Private
Financlal
Institutions

Investment
dealers

Mutual Funds

Firé & Casualty
Insurance
Companies

Mortgage Invest-
ment Trust
Corporations

Sales Finance and
-Consumer Loan

Other (NEI)

SOURCE:

TABLE VIT
INTERMEDIARY ASSET GROWTH
($M111ions/Year)
1970 1971 1972 1973 1974 .1975 1976 1977 1978 1979 1980
6010 7796 10249 17083 16659 14421 23408 24095 135376 38153 44196
4283 5459 . 6966 12241 12278 8542 15726 14743 25238 27090 31093
31 64 63 102 68 86 153 141 174 220 116
448 986 1492 1752, 1520 2490 2935 4177 4191 3441 3711
808 906 1071 1884 1849 2099 3032 3435 4517 5279 - 5473
440 381 657 1104 guy 1204 1562 1599 1256 2123 3753
699 754 1246 1688 1942 2186 2682 3206 2950 3428 3623
1060 1403 1590 1970 2140 2842 3820 4304 5347 7173 7631
680 880 1500 2098 3820 2670 - W459. 4343 5984 6715 . 6573
513 ° 555 631 -297 = 468 212 1033 -167 990 250 217
-74 -128 -252 =139 -115 5 -128 224 374 176 164
323 271 337 400 482 765 1118 1414 - 898 697 560
_ _ 119 - 45k 256 220 209 327 182 9T 165
-169 90 699 - 1244 . 1371 817 707 795 940  1184. 185
87 92 -34 436 1358 651 1520 1750 2600 4019
> 13—563;and 13-002 4th Quarter, 1980. _?

Tinancial I*low Accounts

n979
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SOURCE:

. Banks and Near

Banks
1/(1+2+3)

.1 Chartered

" Banks
1.1/71

. Insurance and

Penslon
2/(1+2+3)

.1 Trusteed

Pension Plans

2.1/2

. Other Private

Financial
Institutions

3/(1+2+3)

.1 Other

(Identified)
Private
Iinancial
Institutions

3.1/(1+2+3)

. Public

Pinancial
Institutions

hy(1+2+3+h)

CPable VIT.

_ 1970 1971 1972
6010 7796 10249
.71 .72 .70
4283 5459 6966
.71 .70° .68
1759 2157 2836

.21 .20 .19
1060 1403 1590
.60 .65 .56
680 880 1500
.08 .08 .10
593 788 1534
.08 .07 11
1133 1396 1495
.12 .11 .09

L1973

TABLE VITII
INTERMEDIARY ASSET GROWTH
(Annual Shares)

" 1980

1974 1975 1976 1977 1978 1979
17083 16659 14421 23408 24095 35376 38153 44146
.15 .67 .65 .68 .67 .71 .69 71
12241 12278 8542 15726 14732 25238 27090 31093
.72 .Th .59 .67 61 .71 .71 .70
3658 4082 5028 6502 7510 8297 10601 11254
.16 .17 .23 .19 .21 17 .19 .18
1970 210 2842 3820 W30h 5347 7173 7631
5 0 .52 .57 ..59 .57 .64 .63 .68
2098 3820 2670 h459 4343 5984 6715 6573
.09 .16 .12 130 L2 12 .12 .11
' ' y

1662 2462 2019 ° 2939 2593 3384 2696 1594
.07 .10 .09 .09 .07 .07 .05 .03
'_1830 2357 2713 2896 2711 ~ 3096 3025 3962
.07 .09 - .11 .08 NiYi .06 .05 .06
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Disaggregating, one finds that after 1974, (Life) In-
surance Companies accounted for a steadily declining and Trustéed
Pensién Funds for a steadily increasing share of the financial
asset écquisitions of this group. Between 1975 and 1980, the
Pension Fund share of group asset growth rose from 52 to 68'
per cent while its share of aggregate intermediary aéset growth
rose from 8.8.to 12.2 per cent. |

Other Private Financial Institutions accouﬁted‘for an
averége of 11 per cent of the growth in financial assets
held by private intermediaries. Of the subbléSSes of

institutions which are identified in.the Financial Flow

Accounts, cone, Mutual Funds, was a net seller of financial
assets over the period l970—8d. Two Qﬁhefs, Investment
Dealers and Sales Finance and Counsumer Loan Companies were
net seilers of financial assets in one or more years during
the decade. | _

Focusing on the iast nalf of the decade, Fire and
Casualty Insurance Comnanies, Mortgage Investment Trusp
Corporétions and Sales Finance and Consuméf Loan Cohpahies
have all been net Buyers of financial assets every year since
1974, Taken either individually br as a group, nowever,
these classes of intermediafios héve accountad for a steadily
declining fraction of the privats intermsdiary financilal asset
acquisitions.

The remainder of the "Qther Privzate Finahcial Institu-
tions" class consists of intermsdiaries net identified else-

where. This subclass includes holding companies (closed end



companiss, venture capital companies and Canadian affiliates o
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funds), finance leasing cémpaniés,'venture capital companies.
and business finance companies (Canadian affiliates of foreignf
banks).

Taken together,\the'groups of intermediaries in this
residual dategory have accounted for a steadily increasing
share of the growth in intermediary financial asset'holdingﬁ

moving from 1 per cent in 1970 to 8 per cent in 1980Q. Much

.0f this increase is said to bg due to the expansion of the

Canadian affiliates of foreign owned banks during the last
half of the decade.

When the financial asset acquisitions of government4and
private intermediaries are combined, one finds that inter-
mediaries owned by the federal and provincial governments
accounted for an avérage of 8.3 ber cent of all intermediary
financial asset acquisitions between 1970 and 198Q. This share
reached a maximum of 12 per cent in 1970 and has declined
steadily since.1975. ,

To summarize, siﬁce 1970 the provnortion of private
intermediary financial asset acquisitions accounted for by
deposit-taking intermediaries has remained unchahge .. During
the last half of the decade the respective proportions accounted
for by life insurance companies and investmént dealers, mutual
funds, fire and casualty inéurance companies, mortgage invest—
ment trust corporations and sales finance and coﬁsumer loan
companies have decreased. The respective shares of pension

funds and a group including closed end funds, finance leasing

[
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foreign banks have increased. The acguisition of financial
assets by government owned intermediaries has declined

relative to that of private intermediaries as a group:.

ITI.2 Implications of Changingz Relative Importance o:

' Various Financial Intermediaries

If financial intermediaries were unreguléted but
nevertheless specialized in offering and holding certain
types of'financial assets, a decline in fhe importance of a
glven class of' financial intermedia:ies would imply either that
surplus units have reduced their demand for its liabilities or
that deficit units have reduced the supply of the types of
claims 1t holds as assets or both.

The normal responss of the aiffacted intermediarieé
would pe to alter the nature 6? the claihs they offer
to surplus units or to acquire different types of claims on
deficit units or both. Failing this, there would be a
decline in the relative importance of thié type of inter-
mediation.

Thus, facing a decline in the supply of mortgages,
trust companies, mortgage loan companies, and mortgzage
investment trust companies would be obliged either To hold
other assets or to reduce their intermediating actiwvity.
Facing a decline in the demand for pensions or life insurance,
pension funds or life insurancs companies would-be obliged‘
to offer other liabilitiss to surplus units (households)

or to reduce thelr intermediating activity.
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Changeé in the relafive'importance of various types
of interhediation are of little relevaﬁce to public ?olicy
unless the affected 1ntermediarieé are prevented by regulation
from altering the nature of their lisbilities 6r.the nature
of the assets they hold or, more generally, appropriately
matching alternative sets of assets agd liabilities. fhe
regulatory question is simply what, 1if anything, is to be
gained from measurss which prevent alterations in the naﬁure
of intermediating activity in response to changes_in.the
distribution and preferences of surplus and deficit units in
ﬁhe economy . | |

Changes in the relative‘importance of alterﬁétive fypes

of intermediation are of importance to small business only under

a restricted set of cifﬁumstances. Suppose, for examples,
that a certain class of intermediary specializes in lending to
small business and raises the required funds by issuing
specialized 1iabilities. If the demand Ffor thess liabilities
nappened to decline and this was not part of a general
decline in the demand fbr financial assets, this class of
intermediary would be obliged either to alter the nature of
its liabiiities so as to maks them more attractive to

surplus units or to curtail its lending. A government
wishing to assist Small business would snsure that, to the
extent that alternative liabilities can oe developed, this
process 1s not impeded by regulation.

The esvidence on intermediary assst growth reported in
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Section III-1 indicates that there is no threat. of this natufe
to the supply of funds to small business. As will be
demonstrated SubseQuently, the intermediaries‘upqn which small
business relies most heavily for financing are the bénks, neaf
banks and a subset of the "Other Private Financial Tnstitutions”.
As a group, banks and near banks are maintaining their share
of new financial asset acquisitions. Of the other private
financial institutions relevant to small busineés financing,
finance leasing companies, venture capitai combanies and business
finance corporations are part of a group . (also inéluding holding -
companies)'which is increasing in relative importanée. Only
sales finance and consumer loan’bompahies"have decr=ased in
relative importance.

A second'policy issue involves govgrnment not as a
éegulator but as a capital market participant. Government
liabilities such as Canada Savings Bonds are close substitutes
for the liabilities of private intermediaries (Economic Council
of Canada, 1976, p. 32). To the extent that an increase in the
supply of government liabilities bids fundé away from a particular
set of intermediaries 1t may curtail certain specialized lending
activities. By reducing the demand [for bank deposits, for
example, the large iésues of Canada Savings Bonds of the mid-
1970's may have reduced bank lending to sméll business (in rela-
tive terms).

Similarly, to the extent that cohpulsory CP? and QPP

conbributions would otherwise hzve been used by households to



acquire deposits, the introduction of the CPP and QPP may, in
the short-run at least, have reduced small business lending

by deposit-taking intermediaries.

IITI.3 The Chartersd Banks

ITI.3.1 Share in Intermediating Activity

The discussion above concluded that during the period
1970-1980 there was no discernible trend in the share of house-
hold financial assets supplied by finéﬁcial intermediéries in
general and deposit taking intermediaries in particular.

Table VIII indicates that the chartered banks main-
tained their position among deposit taking intermediaries. Iﬁ
1980 the chartered banks éccounted for 70 per cent of the asset"
growﬁh of all deposit-taking intermediaries and approximately
50 per cent of the asset growth of all private intermediaries
as compared with averages of 69 per cent and 48 per cent re-
spectively for the 1970-1980 period.

In sum, during the peried 1970-1680, the chartered banks
maintained their share of both total lending and borrdwing
activity and intermediating activity.

II Trends in the Composition of Chartered Bank Assets

I.3.2
Table IX indicates, first, that during the period 1970-
1980, the foreign currency assets of the chartered banks grew
at a faster rate thah their domestic currsncy assets. This

increase in the relative size of the btanks'! [oreign currency



TABLE IX
CHARTERED BANK ASSETS OUTSTANDING ($M11110ns) AT YEAR END &
' | (1970
1970 1971 1972 . 1973 1974 1975 1976 1977 1978 1979 - 1980 -1980)

1. Total Assets 47307 sS4428 63222 79754 97015 108378 126403 150477 189100 229151 281244 17.8%
. Canadian Dollar 33616 39958 46650 56455 68481 77169 88790 102819 122128 147285 171296 16.3

N

Assets .
(2)+(1) 0.71 ©0.73 0.74 0.72 0.7r 0.71 0.70 0.68 0.65 - 0.64 0.61

3. General Loans 15726 19327 23435 29396 35002 40437 49151 55332 62413 77904 93291 17.8
(3):(2) 0.47 0.48 0.50 0.52 0.51 0.52 0.55 0.51 0.51 0.53 0.54

. Corporate . ‘
Securities 843 1269 1577 1460 2024 2155 2877 L4180 7863 7577 6944 21,1
(4):(2) 0.03 0.03 0.03 0.03 0.03 0,03 0.03 0.04 0.06 0.05 0.04

5..Mortgages 1457 2308 3394 4564 6023 7700 9083 11746 15162 18060 18499  25.4
(5)+(2) 0.04 o0.06 0.07 0.08 0.09 0.10 0.10 ©0.11 0.12 _0.12 0.11

6. Government of . ) :
Canada Bonds 3909 1630 4161 3809 4358 4297  uyuy 4652 4358 . 3445 2471 4.6
(6)+(2) 0.12 0.12 0.09 ' 0.07 0.06 0.06 0.05 0.05 0.04 0.02 0.01

7. Acceptances,’
Guarantees and

Letters of o ’ '
Credit - 1484 1763 . 1945 2527 4288 4646 5076 6019 8544 13073 22273 27.1
(7)+(2) 0.04 0.04 o0.04 0.04 0.06 0.06 0.06 0.06 0.07 0.09 0.13

8. Business Loans 8900 11068 13461 17135 20568 23228 28218 31323 34441 44866 55385 18.3

(8)+(3) ' 0.57 0.57 0.57 0.58 0.59 0.57 0.57 0.57 0.55 .0.58 0.59

SOURCE: Bank of Canada, Tables 7 and 1o0.

-g2
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business is the continuation of a trend which,accbrding to
Neufeld (1972, pp. 131-132), began in the previous decade.

Second, tbg composition of the domestic aésets of the
chartered banks changed markedly during the period 1970—1980;
Acceptances, mortgages and corporate securities each accounted
for a larger share of domestic assets in 1970 than in 1980.
There was also some modest growth in the share of bank assets
devoted to business loans. On the.otber.band there‘was a largé
decrease (11 percentage points) in the proportion of domestic
assets held in the form of government bonds. As of the end of
1980 slightly more than 1 per cent of the Canadian dollar assets
of 'the chartered banks were held in the form of government bonds.
This is the culmination of a movement of bank assets away from
government landing toward personal and.ultimately business and
mortzage lending. The magnitude of the ébift involved is
illustrated by the fact that in 1950 38lpercent of chartered
bank assets were held in the form of government bonds (Royal
Commission on Banking and Finance, 1964, p. 123).

The increase in mortgage lending by the chartered banks
is clearly a response to the elimination of the prohibition of
~mortzage lending which was phased in beginning in 1968. Note
that the increase in mortgage holdiﬁgs mirrors thé decline in
government bond holdings.

The increase in the proportiocon of assets held in the form

Y

ftook pvlace largely during 1979 and

)

of acceptances and thes 1lik

1980; Some observers 3=2e this recent growth in the use of
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acceptances as a response by corporate borrowers.to recent
differences in the interest rates prevailing on commercial
paper and on business loans.

The increase in the proportion of domestic assets held
in the form of corporate securities took-piace in 1977 and 1978.
In 1979 and 1980 bank holdings of corporate securities actually
fell in nohinal terms. Tgken togéther with the increased use
of acceptances fhis implies a mo&e by corporaée borrowers
toward the short end of.the market in,i979 and 1980.

Business lending grew at an annual rate of 18.3 .per
cent (in nominal terms) during the period 1970-1980. This
was 2 percentage points faster than the growth in Canadian

dollar assets. As a consequerce the share of Canadian dollar

.

o -

assets held in the form of;business loans increased from 27
per cent in 1970 to 32 per éent in 1980. As the Econohic Council
of Canada (1976, pp. 28-29) pointed out, this is a continuation -
of a trend toward increased business lendiﬁg whichfbegan as

early as 1961.

ITII.3.3 Chartered Bank

Business Lending

As Table XI indicates;, cha:tered pank busiheés lending
grew slightly faster than general bank lending activity“over
the period 1970-1980. The proportion of business loans directed
to construction and merchandising remained more or less‘the same

over this period whils there was a decrease in lending to
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manufacturers and a corresponding increase in iending to
"other" types of business (see Table X).

The analysis of the changs in the size distribution of
business loans 1s complicated by the fact that loan size classes
are fixed in nominal terms. Thus, as the price level rises,

a loan which would remain under 3290,000 in constant (1970)
dollars will grow larger in currsant dol;ars and, as a conseguence,
move into a larger loan sizs class. As a regult the real‘growth
of loans in the smallest size class will be understatéd while

the real growth of loans outstanding in thg largest size class
will be overstated. Intermediate size c¢lasses will gain loans.
which move up from the smaller loan size classés and lose loans

to the larger loan size classes. ZFor this reason their real
growth may be over or understated oy é@nventional measures.

| An attempt has besn made to adjust the data reported in

the Bank of Canada Review to eliminate the effect of the upward

drift of nominal loan sizes on the size distribution of constant
dollar business lending activity. The methodology employed is
described in the Appendix. The results of the adjustment are
reported in Table X.

hree growth pates are reported in Table XI. The first

is simply the nominal (compound) rate of growth over the

periods 1970-1980 and 1974-1980 respesctively. The reason fop

reporting 1974-1980 growth rates will be explained in the next

(=)
=

section of -this pa

ke
L

.

The second growth rate is The unadjusted real growth rate.



1. Total Business Loans

2. Manufacturing
(2% (1)

3. Construction
(3)+(1)

I, Mevrechandising
(h)=(1)

5. Busiliness Loans under
authorized limits above
$5 million
(5)%(1) ,

6. Business Loans under
authorized limits be-
tween $1 million and
$5 million :
(6):(1)

7. Business Loans under
authorized limits of less
than $1 million
(7)+(1)

8. Business Loans under
authorized limits be-
tween $200 thousand and
$1 million

(8)+(1)

9. Business Loans under
authorized limits less
than $200 thousand
(9)+(1)

Source:

PABLE X
CHARTERED BANK BUSINESS LOANS OUTSTANDING (Millions of $ At Year End)
| 1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980
8900 11068 13461 17135 20568 23228 28218 31323 34441 44866 55385
3812 4ho2 5264 6523 7707 8533 9791 10240 10812 14485 19560
0.43 0.4 0.39 0.38 0.37 0.37 0.35 0.33 0.31 0.32 0.35
591 720 843 1018 1354 1513 2066 2412 2716 3151 . 3494
0.07 0.06 0.06 0.06 0.07 0.07 0.07 0.08 0.08 0.07 0.06
1542 1679 2041 - 2730 3360 3608 4694 5236 5822 7707 8597
0.17 0.15 0.15 0.16 0.16 0.16 0.17 0.17 0.17 0.17 0.16
2710 3858 4752 6523 7826 9096 10642 11125 11561 17665 24854
0.30 0.35 0.35 0.38 -0.33 0.39 0.37 0.36 0.33 0.39 0.45
2019 2374 2990 3803 4605 5084 6003 6722 7716 10026 11175
0.23 0.21 0.22 0.22 0.22 0.22 0.2l 0.21 0.22 0.22 0.20
4170 4836 5719 6810 8137 9048 11573 13477 15163 17175 19357
0.47 0.44 0.42 0.40 0.40 0.39 0.41 . 0.43 0.44 0.38 0.35
- - - 3103 3758 4112 5320 6235 7107 8272 9057
0.18 0.18 0.18 0.19 0.20 0.21 0.18 0.16
- - - 3707 4379 k936 6253 7243 8056 8904 10299
0.22  0.21 0.21 0.22 0.23° 0.23 0.20 0.19

Bank of Canada Review, Tables 10 and

R4



TABLE XI

GROWTH RATES IN CHARTERED BANK ASSETS,'
GENERAL LENDING AND BUSINESS LENDING

Asset Type
Canadian Dollar Assets

1970-1980
1974-1980

General Loans

1970-1980"
1974-1980

Total Business Loans

1970-1980
1974~1980

Business Loans Under Authorized
Limits Greater than $5 Million

1970-1980
1974-1980

Business Loans Under Authorized
Limits Between $1 and 35 Million

1970-1980Q
1974~1980

Business Loans Under Authorized
Limits Less than $1 Million

1970-1980
1974-1980

Business. Loans Under Authorized
Limits Between $200 Thousand and
$1 Million

1974-1980

Business Loans Under Authorized
Limits Less than $200,000

1974-1980

Source: Table X.

Nominal Real Adjusted

Growta Growth Real Growth
16.3 8.0 8.0
15.3 6.2 6.2
17.8 9.5 9.5
16.3. 7.2 .2
‘18.3 10.0 10.0
16.5 7.4 7.4
22.2 13.9 3.2
19.3 10.2 8.9
17.1 8.8 I,y
14.8 5.7 6.3
15.3 7.0 9.5
144 513J 9.7
4.7 5.6. 5.1
14.3 5.2 7.9
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This~is simply the nominal growth rate less the (geometric)
average annual rate of change in the GNE deflator.

The third growth rate eliminates the effect of changes
in nominal loan sizes on the constant dollar éize distribution.
The growth rates reported in the third column can be regarded
as the growth in the business loans outstanding in any size
class that would havé been observed héd_there been no
inflation. |

An examination of these adjusted reél growtn rates
indicates that, between 1970 énd 1980: (a) the geometric.
average) annual growth in business loans outstanding under
authorized limits greater than 5 million 1970 dollars was
13.2%; (b) the annual rate of growth in business loans out-
standing under authorized limits betwesn 1 and 5 million 1970
dollars was :4.4%; and (¢) the average annual rate of growth in
business loans dutstanding under authorized limiﬁs of less than
1 million 1970 dollars was 9.5%.

During the same‘pefiod the averages annual reél'growth in
‘the domestic assets of the charteréd banké was 8%. Thus business
loans outstanding in both the largest and the smallest size
class grew significantly faster than Canadian dollar assets as
a whole. The implication is that, over the decade, the chartered
banks allocéted an4increasing ;ropdrtion of their assets both
to business loans under authorized limits in excess of § million 
1975 dollars and to business loans under authorized limiﬁs

below 1 million 1970 dollars.
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Given that business loans outstanding under authori-
zations between 1 and 5 million 1970 dollars grew at an annual“
rate of U4.U4%, they represented a smaller fraction of chartered
bank Canadian dollar‘assets at the end of the decade than at
the beginning.

The Bank of Canada Review also reports business loans

outstanding under authorizations of less than $200,000 beginning
in 1973. Ndmihal real and adjustéd real growth rates have been
calculated for this loan size class inwaddition to the others for
the period 1974-80. These calculations reveal a very strong
movement toward business loans under authorizations of less

than 200 thousand 1974 dollars during the period‘197u~1980.

This group grew at an adjusted annual rate of 7.9%, more than

)

2.5 percentagse points faster than the annual growth rate o
Canadiaﬁ dollar assets over the same period.

Table XI also reveals that over the 1974-1980 beriod the
proportion of Canadian dollar assets represented by loans under
authorizations in excess of 5 million 1974 dollars rose slightly
while the proportion éf assets held in the form of busineés loans
under- authorizations between $S1 million and $5 million 1974
dollars remained constant.

The inescapable conciusion of this analysis is that the
chértered banks have altered their asset portfolios in.favbur of

1

small loans to business (and trotazbly loans to small business)

2ally pronounced during the

1

and that this alteration was =spec

b o

last half of the decade.
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.IV. BUSINESS TERM LENDING

IV.1 Background Issues

In its analysis of the adequacy of the financial
arrangements available to small business the Royal Commission

on Banking and Finance concluded that while there was no

serious gap in the financial system as it related to small
businesses, the latter had not been able to obtain term finan-

cing on any significant scale from the chartered banks.
Medium and long-term lending by the chartered
banks has thus fallen short of the needs of
smaller businesses, and many other private and
public sources of ¢redit have consequently
grown up to meet them (1964, p. 223).

The Royal Commission gave several reasons for the limited

participation by the chartered vanks in business term leading.

First, the chartered banks indicated that short-term self-

liquidating loans were more appropriate to the demand nature
of their liébilities. Second, the 6 per cent c¢eiling on ftheir
loan rates had prsvented the chartered banks from'charging an
interest rate commensurate with thé risk they associated with
term financing. Third, the pronibition on mortgage lending by
chartered banks prsvented them from taking "She most‘éppropriate
collateral for term loans, particularly loans to smaller borrowers
lacking otger acceptable secﬁrity" (1964, po. 124).

The Royal Commission concluded that

it (is) desirable from the point of view of the banks.

as well as of the smaller businesses which might N

benefit that the banks continue to lend more freely
on an explicit term basis (1964, p. 125).



37.

In order to facilitate an indrease in business-term
lending;the Royal Commission recommended thaf the 6 per cent
interest ceiling and the prohibition of mortgage lending by the
banks‘be eliminated. |

. The Royal Commission did note that other institutioﬁs
did exist to provide the term loans the banks might have sup-
plied in the absence of interest rate and mortgage security
restrictions. The Royal Commission c;ted: (1) the sales finance
companies which, in 1ts view had "become a very important |
source of funds for smaller businesses” (p. 224); (ii) Roynat
which had been formed in 1962 to provide term financing to
small andvmedium—sized businésse§ (p. 225); and (iii) the
Industrial Development Bank, a federa{ agency which had been
engaged in term lending to manufacturing firms since 1944 and
to virtually any business "unable to obtain funds on reasonable
terms and conditions elsewhere" since 1961 (pp. 226-7).

The recommendations of the Royal Commission regarding
the interest rate ceiling and mortgags leﬁding were incorporated
in the 1967 revisions to the Bénk Act. As of l968-thé 6 per cent
ceiling on chartered bank‘lending rates was removed as was the
general pfohibition of mortgage lending. The chartered banks
continued to be limited as to the sextent of their residential
mortgage lending.

The sections which follow examine the extent to which the

-y
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chartered banks took advantage of the removal o

tions to ilncrease thelr business term lending in general and
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small business term lending in particular. - After this,the
consequences of chartered bank expansion and of the entry of
foreign banks for existing term lenders will be examined.

IV.2 Trends in Business Term Lending by the Chartersd Banks

The term lending.activity of the chartered vanks over
the period 1974-1980 is summarized in Table XII. These data
were obtained from the Bank of Canada and are available only
for the period beginning in 1974. )

The growth rate in business term lending betwesn 1974
and 1980 averaged 10.1% in real terms pef year.‘ This is well
in excess of the growth rate in business lending as a whole
(7.4%) over the same period. The implication is that some of
the growth in term lending was due to“the conversion by the
banks of operating loans to term loans. It is importdnt tb
note, however, that even if there has been no change in the pro-
portion of business lending which was term in nature, the pro-
portion of chartefed bank Canadian dollar assets devoted to
this purpose would have increased over this period.

| Proper analysis‘of the change in the size distributionA

of business Eerm lending over this period requires that loans
be assigned to size classes.on the basis of their constant

heir current dollar

(2}

(1974) dollar authorization rathsr than
authorization. The method of doing this is the same as was
used in ths case of business lending as a whole and is . described

in the Appendix. The resulting adjusted real growth rates in



TABLE XIT

CHARTERED BANK BUSINESS TERM LENDING
(Average Outstanding 1in $Millions)

Total

Under Authorizations Greater
than $5 Million ‘

Under Authorizations Between
$1 Million and $5 Million

Under Authorizations Between
$200,000 and .$1 Million

Under Authorizations of Less
than $200,000

Under Authorizations of Less
I'nan $200,000 under SBLA

Under Authorizations of Less
Than $200,000 not Under
SBLA

1977

1979

1974 1975 1976 1978 1980
5363 6424 7961 9640 11123 1K013 17427
2565 3070 3736 4278 447 5815  T94T
1160 1345 1627 1855 2074 2015 2798
789 942 1266 1685 2259 2857 3244
819 1067 1332 1822 2343 2926 3438
108 139 186 224 278 383 551

| 701 928 11u6 1598 2065 2543 . 288k

Source: Bank of Canada, Special Correspondence
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business term lénding along with the usual nominal and real
growth rates are reported in Tahle XIII.

Examination of Table XIII reveals that, while all size
classes of business term lending grew faster than the Canadian
dollar assets of the chartered banks, the difference is |
greatest in the cases of the two smallest loan size classes.
Business term loans outstanding under authorizations of less
than 200 thousand 1974 dollars grew at 2n annual rate of 15.97%
nearly three times the growth rate of the banks' Canadian
-dollar assets. Businéss term loans outstanding under authori-
zations between 200 thoﬁsand and 1 million 19T7H dollaré grew
at an annual rate of 14.%%\more than twice the growth rate of
Canadian dollar assets as ; whole.

The clear implication of tﬁese results is that there was
a major movement by the chartered banks into the smaller end |
of the term loan market during. the period 1974-1980.

It might be argued that this growth in small loans outstan-
ding would not have occurred had it not been for ﬁhe incentive pro-
vided by the Small Business Loans Act guarantee program. Under
SBLA the government provides default insurance at no cost to eilther

the bank or the borrower. As a consequence the

g4

»
ia

erest rate charged

ch

on an SBLA lozan will be lower by the amount of the bank's normal
default premium than the interest rate on an unguaranteed term
loan. In order to be eligible for an SBLA guarantee a loan

must be for less than $100,000 ($75,000 until 1979) and the

borrowser must have annual sales of less than $1.5 million.



TABLE XITI

GROWTH RATES IN CHARTERED BANXK
“TERM LENDING TO BUSINESS

1974-1980
Adjusted
} Nominal Real Real
All Term Lending ' 15.6. 10.1 10.1
Term Loans under Authori-
zations over $5 Million 13.8 5.7 . 8.8

Term Loans under Authori-
zations Between $1 Million
and $5 Million 14.7 5.6 6.5

Term Loans under Authnori-
zations Between $200,000
and $1 Million 23.6 14.5 14.4

Term Loans under Authori-
zations Less than
$200,000 . 23.3 14.2

Term Loans under Authori- 7
zatlions Less than : .
$200,000 under SBLA 27.3 18.2 -

‘Term Loans under Authori-

zations Less than
$200,000 not under S3LA 22.6 13.5 -

[
wm
O

Source: Table XII
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Clearly, SBLA lending has grown faster than.any other
loan size category (see Table XIII). This is true even in the
absence of a correction for inflation-induced movements to;
larger loan size classes. It is not the case, however, that
the SBLA guarantee is responsible for all the>grthh at the .
lower end of the term loan market. Term lending under éuthori—
zaﬁions of less than $200,000 (in current dollars) and not
covered by an SBLA guarantee grew at a real annual rate of
13.5% more than twice the rate of growth of bank assets as a
whole. Term lending in the next segment of the market (authori-
zations between $200,000 and $1 million) which is also not
eligible for SBLA support grew at a similar raﬁe. The SBLA
program is clearly not a sufficient explanation of the movement
by the banks towards the lower end of the term loan market.

| It might still‘be‘argued ﬁhat the SBLA program is

responsible for the growﬁh of chartered bank term lending under
authorizations of less than $100,000. These data do not allow us
to comment on this proposiﬁion. Since the Act requires lenders
to follow "normal banking practice"™, however, it appears that tﬁe

bulk of SBLA loans would have been made in any base.

Iv.3 Conclusions: The Chartered Banks and Term Loané‘to Small
Business |
The Royal Commission on Banking and Finaﬁce concluded in
1964 that if there was a gap in the financial System as it related

to small business it was in the absence of the chartered banks as
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a s gnificant source of term financiﬁg. After the amendments
to the Bank Act in 1967 the chartered banks began 5o increase
their business term lending activity at the upper end of the
term loan market (Neufeld, 1972, pp. 129-130).

The data presented above indicate that in the latter
half of the seventies the chartered banks significantly increased
the proportion of their as;ets held in the form of term loans
to smaller business borrowers. ‘ |

This development provides an important object lesson
for those studying "gaps" in financial or other markets. When
there are allegations that market participants are unable ta
obtain a needed good or service, it is wise to look first as
did the Royal Commission on Banking and Finance, to legislative
restrictions on market participanté as a source of the problem

‘and to their elimination as a remedy.

IV.4 Foreign Bank Affiliates

IV.4.1 Introduction

It is estimated by the office of the Inspector General
of Banks that there ére current 1y betweenk75 and -100 companiesl
which are affiliated with foreign banks and which are conducting
either an agency or a lending business in Canada. There are 38
companiss owned by 35 fbreign banks which are serving asvfinan—
cial intermediaries and whose activities are summarizéd in

Table U7 of the Bank of Canada Review.

iy

It is anticipated that 30 of these foreign banks will seek
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bank status for their Canadian subsidiariés under the p:o—
visioﬁs of the 1980 revision of the.Béﬁk Act. A fufthér-éo
foreign banks currently represented but not now engaging'in
intermediation in Canada are also expected to form Canadian
banking subsidiéries and to seek bank status.

As of Febfuary 1982, 47 foreign banks had been granted
letters patént (chafters) and a further 10 applications were
expectaed to be approved by the end of March 1982.

By the end of 1982, then, there will be some 60 foreign
banks either engaged or about to engage inlfinancial iﬁtermedia—
tion in Canada. Although they have constituted and will con-
tinue to constitute only a small part of the banking system
(no more than 8% of the domestic assets of the Canadian chartered
banks), foreign banks have had and wiil continue to Have a dis-

proportionate impact on business lending in Canada.

IV.4.2 Poreign Bank Affiliates 1974-1980

Foreign bank affiliates have, in the past,.been heavily
oriented towards business lending. As of Decembér 1980, 6.47.
of théir assets were in leasing receivablés, 6.7% in real estate
and construction loaﬁs, 59.5% in othar business loans and the
balance in short-term paper_and loans to affiliates (Bank of

Canada Review, May 1981, Table 47). This is considerably

greater than the 32% of Canadian chartersd bank assets devoted to
business lending.

The "other business loans" of the foreign bank affiliates
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have been_moré or less equélly divided between operating and
term 1oans.l.As of December 1980, something in excess of 36%fof
the Canadian doilar‘assets of foreign bank affiliates were de-
voted to business term loans as compared with 8%'for the
charﬁered banks.

During the period 1974-1980 foreizn bank affillates
expefienced considerable success in expanding their share of
both intermediating activity in general and business lending
in particular. The Canadian dollar assets of foreign bank
arfiliates grew at an annual rate of 25.2%7 in nominal terms and

16.1% in real terms over the period 1974-1980. This is almost

ot

hree times the rate of growth of chartered bank Canadian dollar
agsets.‘ |

Foreign bank affiliates business'loané outstanding also
greﬁ at an annual rate of 25.2% (16.1% real) over the §eriod
1974-1980. This is more than twice the growth rate in chartered
bank business loans.

Finally, business term lending by foreign 5ank affiliates
grew at an annual rate of 36.5% (27.4%) real during the period
1974-1980. This is almost three times the growth rate of
chartered bank business term lending.

Foreign oanks obviously became much more important par-
ticipants in the business lending field during the latter nalfl
of the seventies. It is generally believed that thls expansion
was largely confined to the larger loan size classes. Given

the wholesale (non-branch) nature of their operations, ths



foreign bank affiliates were not in a position to deél with
small business borrowers.

This should not be taken to imply that the expansion of
the foréign bank affiliates had no effect on the Small‘Susihess
borrower. On thevéontrary, the entry of the foreign banks
into the market.for larger business loans may well_have been
one of the forces which pushéd the chartered banks into the -
smaller end of the business loan market.

There 1is little or no publishedAinformation on the
size distribution of the business loans of the foreign bank
affiliates. Some observers have suggested that the loan size
distribution of the Mercantile Bank of Canada be taken to indi-
cate the silze distribﬁtion of the loans of foreign bénk affili-
ates. The Mercantile Bank is not a foréign owned bank but it
has sﬁecialized in business lending and it has conducted a _
largely wholesale banking operation. .

The Mercantile Bank has rsported the size distribution
of its loans since 1975. The percentages of its loans out-
standing under_authorizations of less than $5 millioh was:

53% in 1975, 40% in 1976, 37% in 1977, 36% in 1978, 3%% in 1979

and 29% in 1$80 (Annual Report 1980, p. 13, 1979, p. 12).

Given the inflation bthat has occurred between 1975 and
1980, the fraction of loans of less than $5 million will fall
even 1f the distribution of constant dollar ioan sizes remains
unchanged. A calculation of the type described in the Appendix

reveals, however, that after correction for the effect of
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inflation on average loan sizes, the groch rate of ioans
outstahding.uﬁder authorizations in excess of 5 million 1975 !
dollars was almost three times the growth rate in loans 6ut-
standing under authorizations of less than 5 million.l975 dollars.

To the extent that the lending actiyity of the Mercantilé
Bank can be taken to approximate that of the foreign bank . |
affiliates, 1t can be doncluded, first, that as of December
1980, approximately 30% of the vaiue of foreign bank business
loans outstanding was uﬁder éuthorizations.of less than § million
1980 dollars. This comparées with 55% for the chartered banks.

Second, although the evidence is paihfully liﬁited, when
the effect of inflation is removed, the wvalue of'business loans
outstanding under authorizations in excess oflés million is
increasing relative to the value of l‘ans outstandiﬁg under
authorizations'of'less than 35 million. - As was reported in
Section IV.2, the reverse is trus of the chartered banks.

In the simplest terms, thesn, the foreign bank éffiliatéé
have been oriented towards the upper énd of the bﬁsiness léan
market and, if the record of the Mercantile Bank 1s any indica-
tion, tended to move eQen further in that direction during the
period 1974-1980. The chartered banks, in-COntrast have been

riented more towards the lower end of the business loan market
and further increaséd their emphasis on smaller loans during
the period 1974-1980. | | |

The Ffact that foreign bank affiliates may have reduced

the proportion of smaller loans in their portfolios does not
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necessarily imply that the share bf this group in all business
loans under authordizations of less than $5.million outstanding
declined during thié period. Sd rapid was the growth of foreign
bank business lending as a whole that this group could shift its
portfolio in favour of larger loans while_continﬁing to maintain
ifs share of the market for smallef loans. The roughest of cal-
culations, based on the relative growth rates of the smaller and
larger loan size classes at the Hercantile Bank and.on the overall
growth rate of foreign bank business term loans outstanding, sug-
gests an adjusted real growth rate-:for loans under authorizations
less than $5 million of 15.1% over the period 1975-1986 and an
adjusted real growth rate of U4Z for loans under authorizations
in excess of $5 million. The comparable growth rates for.the
chartered banks are 167 and 5% respectively. The implication is
that foreign bank affiliaﬁes held their own in the smalier end

of the market and greatly expanded, at least relative tc the
chartered banks, in the upper end of the market.

We have attempted to draw a great ﬁany'inferences, perhaps
too many, ffom some very weak evidence. One piece of corrpbor—
ative evidence 1s available. Sources rfamiliar with the distribu-
tion of loans sizes of the foreign banks receiving charfers in the
fall of 1981 have indicated that the distribution, as of October
1981, is approximately as follows: (i) under $200,000, 5%; (ii)
$200,000-31 million, S5%; (iii) 31 million-$5 million, 20%; (iv)
over 35 million, 70%. This is roughly.equivalent to the 1980

size distribution of the business loans of the Mercantile Bank.
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It‘is clear from.this evidence.that the fofeign banks are
virtually‘inagtivé~in the market for business loans under
$200,000. If their entry and growth has affected the fundamental
environment of the smallest business borrowers 1t has done so

indirectly.

IV.4.3 ©Foreign Bank Affiliates and Business Lending in

the Future
As early as 1976 the Economic Council of Canada was able
to conclude that the entry of foreign bank affiliates had in-
creased coﬁpetition in wholesale bénking in Canada and nhad
probably lessened the transaction, search and credit
rating costs of doing business in this countrj

(1976, p. 92).

Qur extension of the analysis up to the end of.l980 has

served to strengthen the Council's conclusions. As we wil
ultimately demonstrate, the foreign bank affiliates have expanded
their business lending activity relative to all major business
lenders. While the focus of this expansion has been the largér
loan sizes, the foreign bank affiliates may well have_been
responsible for pushing the chartered banks to incresase their
presence in the market for smaller business loané. The small
dusiness borrower cannot help but have benefitted as a consequence.
There is some doubt that the salutary effects of foreign
bank expansion will continue much into the future. Under the
1980 revisions to the.Bank Act, assets of foreign owned banks

as a group are limited to 8 percent of tne Canadian dollar assets
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of the chartered banks plus foreign currency business with
Canadian residents booked in Canada by the chartered banks.
As of December, 1980, the assets of foreign bank affiliates

amounted to 5.2 per cent of the allowed total {(9.713)/171;296+

15,923) Bank of Canada Review, Table U7, Table 16, ‘Series 83504
and Table 7 Series B670} |

As Table XTIV indicates, the.fiVe year average growth
rate in this ratio is 16.3 per cent. This is, of course, also
the amount by which the average growtﬁ rate of foreign bank
assets has exceeded that of chartered bank assets.

This pattern could continue for anothef two and cne-half
years {1n(8/5.2)/.163=2.6}, that is, until the middle of 1983
before the ceiiing on foreign bank asseté is reached. After
this, foreign—owned banks will be constrained to grow at the
sane rate as the chartered banks as a group.

‘There is, in fact, reason to 5elieve thét foreign banks
which were operating in. Canada prior te the revisigniof the Bank
Act may lose_sdme of their market share. The assets of each
fo:eign—owned bank are limited to twenty times their authorized
capital. Authorized capital is set by -the Iﬁspector Genefal of
Banks. Authorized capital for {oreign banks which have been
awarded their letters patent has been set so as to allow sﬁb—
sidiaries wnich were already in existence to grow by 28 per cent

(13 per cent per annum compounded) over the next two years

(Globe and Mail, August 19, 1981, p. E2). If the banking system

continues to grow at its five year average rate of 17 per cent,




TABLE XIV
POREIGN BANK ARFILIATES (FBA'S) R
(1) (2) (3) (h) (5) (6) (7) (8)
: Forelgn ' .
"Other Canadian Currency

Canadian Business i‘Business" - Dollar Business

Dollar Loans Term Loans Assets Booked 1n ,

Assets Assets Outstanding Outstanding (Chartered Canada (Chartered '
Year . (FBA's) (FBA's) (FBA's) (FBA's) Banks) Banlks) _ (5+6) (2/7)
1974 1777 1552 326 D o
1975 1820 1869 1440 421 77169 2981 . 80150 2.3
1976 2223 202 1781 599 88790 3478 92269 2.6
1977 3050 3349 2364 607 102819 6096 - ‘ 108915 3.1
1978 3965 435 3177 982 122128 12007 ‘ _134135 3.3
1979 5217 5111 11289 1“511 1l7285 12951 160236 3.8
1980 8ol 9713 7051 2915 171296 15923 187219 5.2
Average
Growth i
Rate
(%)
6 Year 25.2 " 25.2 36.5 :
5 Year 29.7 33.0 31.8 38.7 15.9 33.5 17.0 16.3
Source: Bank of Canada Review, Tables 7, 16 and Ny .o

*TS
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these foreign banks will suffer a reductioﬁ in their éanadian
market share. |

If 1s clear that, under the approach takeh b& the
Inspector General, the growth in the ratio of forelgn bank
assets to chartered bank éssets will not come from further
expansion by existing forelgn bank subsidiaries. This growth
must.therefore come from the entry of additional foreign banks
which might have been represented in Qanéda but which have not
been engaged in financial intermediation in this country.

"The restriction of the growth of foreign banks which

‘have become established in Canada in recent years to the point -

at which they may be obliged to accept reductions in their market
shares cannot help bué reduce‘the compgtitibn from which business
borrowers and perhaps even small business borrowers have bene-
fitted in recent years.

Although the relative expénsion of foreign banks as a
group Will soon cease 1if it has not already done sp‘and estab-
lished foreign banks may even suffer a reduction in their market
share, businéss borroWers in general and small business borrowers
in particdlar may benefit from an increase in the number of
specialized banking operations in existence.

A number of foreign banks have indicated that, upon
receiving their licenses, they will seek business in the ethnic
communities in which they are known and with which they are
familiar. The implication of such specialization is that some

foreign bank affiliates may become involved in the financing of.
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© . local community businesses and thus in loans in amounts of

$200,000 or less.

In this regard, the restriction of foreign bank affiliates
to one branch-(withbut special permission from the Minister)
would seem to limit the extent to which they can serve local
ethnic communities and the small businesses in them. Those
charged with the protection‘of the interests of small business .
might make representations to the effectptﬁat 2 liberal and
expeditious policy be followed with réépect to foreign bank

branching.

. IV.5 Roynat

Roynat was formed in 1962 "to provide expanding and new
Canadian businesses with financing beyond the normal scope of
banking facilities" (Royal Commission, 1964, p. 225). Roynat
presently specializés in the provision of term loans and leasing

services to small and medium-sizsd businesses. Its average loan

'size as of April 1980 was $287 thousand. Its average loan size

to some classes of business such as food services and general
construction was as low as $180 thousand.

Ro&nat's.assets grew at an annusl rate of 20.5% in nominal
terms and 11.4% in real terms over the period 1974-1980. Its
estimated term loans outstanding graw af the sanme rate.‘ This is
somewhat slower than the (adjusted) rezl growth rate of 14.4%
for chartered bank term loans outstanding over the same period

(see Table XIII). It is also slower than the 15% which is the



Year
1974
1975
1976
1977
1978_
1979
1980
1981 .
Average
Annual
Growth.
Rate
(%)

6 Year

5 Year

Source:

ASSETS AND ESTIMATED TERM LOANS OUTSTANDING
(in $Millions at Year End)

Assets:

Pinancial
Year End

202.
298.
4o7.
hr2.
548.
"611.
IGLE
925.

21.
18.

8

wm w == O Oy

TABLE XV

ROYNAT

Assets:

Calendar

Year End
235.3
335.7
430.6
499.4
571.1
657.5
807.2

20.5

17.5

54.

Estimated
Term Loans
" Qutstanding

207.1
295.4 -
378.
439.
502.
578.
710.3

N U, W

(8))

20.5
17.5

Roynat- Annual Report 1979, p. 13 and 1981, p. 7.
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~rough estimate of the rate of growth of foreign bank term loans

outstanding under authorizations of less than $5 million duriné
this period.

The picture wﬁich emerges is that of a small business
financing specialist which was formed when neither the chartered
banks nor the foreign banks were significant factoré in business
term lending facing significant competition from both sources

during the latter part of the seventies.

IV.6 Sales Finance Companies

During the sixties it was anticipated that the sales

finance companies would emerge as a significant source. of business
term financing ¢(Neufeld, (1972, p. 343), Royal Commission on
Banking and Finance (1964, p. 209). In their submission to the,
Royal Commiséion the sales finance companies indicﬁted that they
viewed the Industrial Development Bank (later to beéome the
Federal Business Development Bank) as their principal competitor
(1964, v. 209).

The extent of business term financing by sales finance
companies 1s illustrated in Table XVI. Total loans and industrial
and commercial retail sales financing grew at an average annual
rate of 11.7% (2.6% in real terms) over the period 1974-1980.

This aggregate growth rats is somewhat misleading.

Commercial business loans which was the lending activity the

finance companies had-hoped to develop grew at a rate of 23.4% over

the period 1974-1980.



TABLE XVT

56.

¥Year end outstanding in sSMillions

Source: Statisties Canada 61-006.

SALES FINANCE COMPANIES-
(1) (2) (3) (4)

Industrial and ! Capital and

Commercial Commercial Dealer

Retail . Business Business ’
Year Sales Financing#® Loans¥ Loans* (1+2+3)
1970 NA | NA NA -
1971 NA Na NA -
1972 1228.9 52.6 75.8 - 1357.3
1973 1487.1 73.8 96.1 1657.0
1974 1832.4 9h.1 76.5 2000.3
1975 2066.8 102.0 79.5 2248, 3
1976 2250.0 127.6 1 83.3 2460. 9
1977 2370.4 275.3 80.9 2726.6
1978 2624.8 - 321.5 8§2.0 3028.3
1979 3037.0 271.3 75.6 3383.9
1980 3511.7 382.4 145.4 4039.5
Average
Annual
Rate of
Growth
()
6 Year 10.8 _ 23.4 10.7 11.7
5 Year 10.6 } 26.14 12.1 11.2
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Iflwe'téke the. cg gate business term financing activity
of the sales flnance coﬁoanles, its annual growth rate was
less than that of any other maJor supplier of business term
finance. It was slightly less than that of the FBDB and mucs
less than that of the chartered banks, the foreign bank affili-
ates and Roynat.

If we take the commercial business loans of thé.sales
finance companies, this new type of lending has grown at an
annual rate which is double that of the FBDB and slightly higher
than that of both Roynat and the aggregate term lending of‘the
chartered banks. »

' It can be concluded that while the traditional business
financing activities. of the sales finance companies (retéil
sales financing and capital and dealer WOans) have grown much
more slowly than business lending activity in'general, commer-—
cial business loans outstanding, while still small, grew faster
than the totél term loans outstanding of all major sources save
5he foreign bank affiliates.

While sales. finance companies cannot be regarded as
having fared well as intermediaries in recent yéars, they appear
to be more than holding their own in the market fof general

business loans.

IV.7 Pederal Business Develooment Bank

The PFederal Business Develorment Bank speclalizes in term

lending to smaller tusiness borrowsr Its average loan size
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in 1980 was $56,000. Of new loané approved by the fBDB in 1980,
53% (by value) were under authorizations of less than $lO0,00C
and 91% were under authorizations of less than $500,000. The
FBDB has also tended in recent years to allocateva considerable
Fraction (40% in 1980) of its loans to retailers, restaurants

and hotels while 26% went to the manufacturing sector as a whole..

In outstanding, some 37% of Roynat's outstanding loans and 35% of

chartered bank business loans outstandihg were to firms in the -
manufacturing sector.

FBDB loans outstanding are reported in Table XVII. Their
rate of growth over the period 1974-1980 was 11.7% in nominal
terms and 2.6% in real terms. This is less than one-third the
growth rate in Roynat term loans, less than one-fourth the est-
mated growth rate in foreign bank term loans under $5 million and
less than one-fifth the adjusted real growth rate of chartered
bank term lending under $200,000., If we compare the growth in
FBDB loans outstanding over the period 1974-1980, the latter
grew at an adjusted rate which was three times as large as the
former.

Similar comparisons can be made using 1970-1980 and 1975-
1980 growth rates. The 1970-1980 comparison is somewhat more
favourable to the FBDB while the 1975-1980 growth rate compari-
son is less favourable. The implication is that the FBDR's
position as a business lendei was deteriorating relative to the
chartered banks, the foreign banks and Roynat throughout the de-

cade, and the rate of deterioration was accelerating.
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‘ | | - | . TABLE XVII

THE FEDERAL BUSINESS DEVELOPMENT BANK

) Average (
. Business Term . Loan Real Average
~ Year Loans Qustanding# Size (3000) Loan Size (1970%)
1970 s504.2 | - ho 49;0
1971 558.3 39 . 37.8
1972 X 636.9 bs . 41.6
1973 787.6 45 38.4
1974 1032.8 L8 o 35.9
1975 1223.2 47 311
1976 1385.9 48 ‘ 29.0
1977 14714 i 27.1
® 1978 1576.8 by - 26.0
' 1979 1943.1 53 - 255
1980 -~ 2086.1 56 ' 24 .4
Average '
Growth
Rate
1970-1980 14.2
1974-1980 11.7
1975-1980 . 10.6

Source: Bank of Canada Review, Table 49; Federal Business
" Development. Bank Annual Reports.

¥Qutstanding at Calendar year end (in millions of dollars).
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Recall that the situation in the mid-sixties as it was

. described by the Royal Commission on Banking and Finance was.one
in which the chartered banks, largely by reason of legislative
restriction, had little interest in business term lending,
foreign banks were not a significant factor in the market, Roynat
héd only just been established and the sales finance companies
were Just developing an interest in business lehding. The FBDB,
then‘the Industrial Developmenf Bank (IDB), can be regarded as
having had the market to itself. |

Two events changed this situation drastically. First,
subsequent t6~the 1967 ammendments to the Bank Act, the chartered.
banks expanded their term lending. This expansion was particu-
larly evident in the market for smaller term loans in the latter.
half of the seventies. Second, again%beginning in the mid-
seventies, foreign bank affiliates began a rapid expaﬁsion of ‘
their term lending activity.

With the repid growth of the chartered banks at the lower
end of the market,ARoynat in the middle and the foreign bank
affiliates at the upper end, the relative position of the FBDB
~deteriorated rapidly. ‘Indeed, not only was its growth relatively
slow, what growth 1t was able to gsnerate was apparently due to
successive reductions in the real size of the loans it granted.
This reduction in the FBDB's constant dollar average loan out-
standing is illustrated in Table XVII. The average loan out-
standing in 1980 had a real valus of a little over one-half that

of the average loan outstanding in 1970. In the retail sector
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which i§ the largest single'bdrrower of ?BDB fundé ﬁhe average
loan granted in 1980 was 35,000 1980 dollars. It does no in=
Justice to thevFBDB to éonblude that by the late seventies the
FBDB was no longer a sigﬁificant factor in the field it has
been originally mandated to serve, that of industrial develop-

ment.

IV.8 Financial Intermediaries and Business Term Lending:

Some Conclusions

Those who studied the financial environment ofvsmall
business during the 1960's concluded that, although they could
find no significant gaps in the capital market, 1f problems
eiisted anywhere they existed in the market for term loans.’

The principal problem was the relativé;inactiviby of the
chartered banks in this field. This was a consequence of the 6%
interest rate ceiling and ﬁhe general prohibition on mortgage
lending faced by the chartered banks.

Given this restriction dn chartered bank activity small
business borrowers relied largely on the Indﬁstria} Deve10pmént
Bank and, to a lesser exfent, the sales finance companies and the
newly-formed Roynat for.term finanéing.

After the 1967 émméndments to the Bank Act, the chartered
banks became more active in business term lending although their
penetration of the market for smaller loans occurred on a signifi-
cant scale only after the mid—seventies; At the same time foreign

bank affiliates entered the market for larger term loans and
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expanded rapidly. Similarly, Rb&nat maintained its share (at
least) at the middle end of the mafkét while the sales finanéé'
companies were able to effect a modest expansion of their
"commercial®™ business lending activity.

As a consequence of these events, the poéition of the
Federal Business Déveldpment Bank deteriorated in relative terms
and this deterioration became more marked toward the end of the
seventiles. |

It can never be stéted categorically that there are no
"gaps" (whatever a gap may be) in the capital market, ‘Nor is
it possible to prove that a given class of borrowers 1is being
"adequately" served (whatever that may mean). What we can say
is that there has been a significant expénsion of the term
lending facilities avallable to businesses of all sizes over the
last decade. This expansion nas been such that a subsidized
lender, the Federal Business Developmenﬁ Bank, has been unablse
to maintain its position vis 3 vis the major private lenders.
The inability of a subsidized government lender to maintainAits
share of the market must imply ;hat the existing private insti-
tutions have provided "adequate" service.

This should not be taken to imply that the {federal
government need not pay attention to the claims by the small
business cbmmunity that it‘is not adeguately served by existing
financial institutions. The analysis presented here has a great
deal to say about the manner in which the government should

regspond to such claims. What we have seen in recent years is a
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potential gap,as discefned‘by the Royal Commission on Banking and
Financé,filled largely by the removal of restrictiohs on one set
of instiltutlons (the chartered banks) and the entry of another
(the foreign bank affiliates). Federally subsidized lending
(through the FBDB-aﬁd under the SBLA) has had only a narginal
impact. '

The implication is tﬁat an effective responSe to concerns
regaﬁding the adequacy of financial serfices avallable to any
" glven group is to el;minafe any restrlctions which reduce the
ability of exisﬁing intermediaries to provide the requisite
serviées and to allow if not faciiitate'the entry bf additional
intermediaries. |

In thls regard we can argue that the 1980 ammendments to -
the Bank Act which had the effect of limiting the future expan-,
sion of foreign bank arfiliates which had been.conductiﬁg an
intermediary business in Canada is unfortunats. It is difficult
to see how such a restriction on combetition_can be beneflcial
to business borrowers whether small or large. Similarly, the
restriction on branching by fofeign bank affiliates will pre—_
clude the latter from dealing directly with small business
borrowers;

Although they have not been anéiyzed in this study,
there are a number of resﬁrictions on existing intermediaries
which cannot be regarded as helpful to small business. The
exclusion, under the 1980 ammendments to the Bank Act, of the

chartered banks from direct participation in factoring and
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leasing reduces the accessibility of these services to small
business.

Similafly, the restrictions which ﬁave historically
limited the business lending of trust companies have eliminated
a group of lenders which would otherwise be readily dccessible
to small business from the market. |

Reliance on intermediary competition is but one policy
option. While it 1s the option that both the Ro&al Commission
on Banking and Finance (1964) and the Economic Council of Canada
(1976) favoured, it has not always been the basis of the legis-
lation governing cur financial institutions. TIndesd, the dis—.

cussion of legislation governing intermediaries appears to have

been dominated by demands that trust companies and credit unions
be protected from chartered bank compétitioh and that chafterédi
banks be protected from foreign bank competition. Legisiation
has often reflected a desire to protect the status quo among
intermediaries rather than to allow for the prpvision of the
financial services the community requires,

In some sense the existence of federally subsidized iending
under the SBLA and through the FBDB may beé regarded as an attempt
to compensate for legislation restricting competition within the
financial system. If chartered banks are prevented'from of fering
some f[inancial services from which small business might benefit,
public¢ institutions are given-a mandate to do so under the guise

.of "gap f£illing". If the experience of the last ten years in the

business term loan market has taught us znything, however, it is
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the awsome power of new enﬁry and free competition to remedy -
deficiéhcies in the supply of a Tinancilal service. Comﬁared "
With the effect exerted on the market by the chartered banks
and the foreign bank affiliates the impact of the public

brograms has indeed been marginal.
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V. GOVERNMENT, THE CAPITAL MARKET AND SMALL BUSINESS

When small businessmen'and.government officials discuss
the manner in which the government can assist the small business
community in dealing_with its financial probléms, the discussion
usually centers on loan subsidies, guarantees and other forms of
direct assistance.

The conclusion of this study is that there are other,
perhaps more effective, ways in which gdvernment can enéourage
- additional activity in the small businéss sector. In Section II
1t was noted that thé government of Canada is a major>uéer of
capital and that the huge increases in net borrowing by the
federal government had to have crowded‘out at least some cor-
poraté (including small business) investment.

At the same time as the net bor;owing of thé.federal
government increased, both a reduction in the prOportion‘of

capital formation carried out in the corporate sector and an in-

cregse in corporate reliance on internally generated funds was

observed. Although these are not necessarily the results of heavy

federal borrowing they could have been caused by it.

If this is the case it could be argued that the large in-
crease in net borrowing by the federal government has cauéed'a
pro rata reduction in small business capital formation. Moreover
the increaéed reliance by the corporzte sector on internally
.gensrated funds could ve expected To have a disproportionate
effect on new businesses'which will not have retained earnings

upon which to draw.
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' To demonstrate the magnitude of the effect which the
federal government as a competitof~for scarce cabital éan havé
on small business Investment, the additiornal flow of federal
net borrowing each year since i975 is, at a minimum, ten times
greater tﬁan the new lending by the government's Federal Business
Development Bank. Even if only 10 per cent of this borrowing
1s accomodated by crowding out the government will haQe a nega-
tive net lmpact on business ca@ital forﬁatioh. ’

Thus, one of the ways in which\government can encoufage
small business capital formation 1s to reduce its own demands
for capical.

In Section IIT it was noted that the chartered banks had .
been moving steadlly away from holding government bqnds in their'
asset portfolios. Holdings of treasury bills and cash,the
most liquid forms of government debt,are generall& regarded és
being higher than they would be in the absence of primary and
§econdary reserve ratilos. ‘

The fact that holdings of government obligations have been
and probably still are excessive relative to the chartered banks
desired portfolios illustrates a second problem in small business
finance for which the federal government is largely to blame.

The regulations governing the chartered banks have historically
responded, first, to the perceivad needs for monetary control,
second, to the need to finance the goverﬁment's deficits, third,
to the protectlion of other financial institutions and fourth, 1f
at all, to the needs of business and others for interméidary

‘services.
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The implication is that small business in particular would
benefit from a're—qrdering of federal regulatory briorities.
Intermediaries should be allowed to develob markets and offer
servicés where fhey perceive a need for them. They cannot do
this if‘thej are restricted as to their size and/or the compo-
sition of their assets and iiabilities. The Economic Council 6f
Canada (1976) recommended just such a regulatory approéch.
Unhappily, the old regulatory pfiofities-appear to have dictated
-the nature of the 1980 Bank Act ammend&ents.

As was suggested above, the experience of the seventies
provides incontestable evideﬁce of the power of freedom to enter
and compefe To provide the lntermediary services the community,
including small busingss desires., It 1is not clear that govern-
ment authorities have learned from thaé experience. If they
return to a pattern of regulafions géared to monetary control,
debt management and the status quo among intermediaries, the
future financing requirements of business will ndt.be adequately
provided for and the government will again be obkliged to inter-
vene with the relatively poor substitute of public lending and

public subsidization of private lending.



APPENDIX

I. Backeground to Adjusted Real'Gfowﬁh-Rate Calculations

1. GNE Deflator 1970-1980 and 1974-1980
1970 100.0 '

1971  103.2

1972  108.3

1973 117.3

1974 133.5 100.0

1975  151.2 113.3

1976  165.5 124.0

1977  177.0 132.6

1978  188.1 140.9 _

- 1979  207.7 155.6 ', :

1980 229.8 172.1

2._ Weighted Average Rate of Inflation:

Loans do not turn over every year. It is estimated that
the average term of a loan is 5 years. In this case a given
increase in the price level will not be fully reflected in the
nominal value of loans oustanding for five years. In any given
year one-f{ifth of the stock of oustanding‘loans will turn over
and thus reflect current prices. A second £ifth will have turned
over the previous year and reflect its ?rice level énd so on.

In this case the weighted average inflation rate to apply
to the stock of loans outstanding in 1970 for the period 1970—

1980 is:




1o = +2(229.8) + .2(207.7) + .2(188.1) + .2(177.0)

+ .2(165.5).= 194.0

»

The weighted average 1nflation rate to apply to the stock of

loans outstanding in 1974 for the period 1974-1980 is:

pé = .2(172.1) + .2(155.6) + .2(140.9) + .2(132.6)
+ .2(124.0) = 145.0

3. Distribution of Loans within Size Classes
The distributions of loan sizes within each size class are
heavily skewed in favour of smaller loans. This can be

inferred from Table A3 of the Bank of Canada Review (December

issues).

To approximate this type of distribution, density func-
tions of the type illustrated in Figure 1 were assumed. These
density functions imply an 80 to 90 per cent probability that a
loan will fall within $A of the lower class boundary, B, and
a 10 to 20% probability that a loan will fall within the range
between A and the upper class boundary U. A is chosen so as to
result iﬁ an expectation for the distribution which roughly
approximates the mean class loan sizes whiéh can be inferred

from Tables’A3 and 10 in the Bank of Canada Review.

The approximation of observed size class means by the
expectations of the assumed distributions is very rough (the
expectations are generally higher by a considerable margin)

partly because of the limitations of the naive distribution being




employed and partly because a cloéer approximation of observed

- means does not change adjusted growth rates appreciably.

FIGURE 1°

Assumed Distribution of Loan Sizes Within a Given Size Class

£y

3 A U x
ITI. Corrections in Real Business Loan Growth Rates

1. Loans under $200,000, 1974-1980

3 025 x 2,32

(a) Density function: £(x)

£(x) = .06 .325 x Z2.0

where x = loan size in hundreds of thousands of 1974 dollars

. .32 T2 :
(b) E(x) = J/ 3xdx + 04/ .06xdx = .265
.02 ¥32

(¢) Number of loans in this class in 1974:
4,379/.0265 = 165,245
(d) Weighted average inflation rate 1974-1980:
452 or 6.2% per year
(e) Minimum loan size in 1974 dollars no longer in the class

in 1980: .2/1.45 = 1.38



(£)

(g)

(h)

(1)

(a)

(b)

(e)

(d)

(e)

(£)

(g)

(h)

Percentage of loans leaving c¢lass due to inflation:
(2-1.38)(.06) = .037 (3.7%)

Average size of loans leaving the class in 1974 dollars:
1.38 + (2-1.38)/2 = 1.69

Value of loans lost: (.037)(165.245)(1.69) = $1,033.3 million
Adjusted real growth rate:

1n{[($10,299/1.72) + 1,033.31/4,379}/6 = 7.9%

Loans between $200,000 and $1 million 1974-1980
Density function: f(x) = 1.6 2< x <2.5
f(x) = .027 2.5< x <10

where x = loan size in hundreds of thousands of 1974 dollars.
2.5 ‘ 10 |

E(x) = Jf 1.6 x dx A .027 x dx = 3.07
2 2.5 - . , o

The implied number of loans in the class:

3,758/.307 = 12,241

The weighted average inflation rate 1974-1980:

45% or 6.2% per year

Minimum loan size in 1974 dollafs no longer in the class
in 1980: lO/l.US = 6.9 = $690,000..

Percentage of loans leaving the class due to inflation:
(10-6.9)(.027) = .084 (8.43)

Value of average loan leaving the cléss:

6.9 + (10-6.9)/2 = 8.45

Total value of loans leaving the class due to inflation:

(12,241)(.084)(845) = $868.9 million.



(1)

Adjusted real growth rate 1974-1980:
1n{([(9057/1.72) + 868.9 - 1033.31/3758}/6 = 5.1%

3. Loans under $1 million 197&-1980

(a) Density function: £(x)

(b)

(e)

(4)

(e)

)

(g)

(h)

(1)

3.0 028 x .32

1

£(x) = .01 .325 x S10

where X = loan size in hundreds of thousands of 1974

dollars.

.32 10 ' '
E{(x) = 3 x dx  + .01 x dx = .65
) -02 -32

Implied number of loans in this class in 1974:
8,137/.065 = 125,184

Weighted.average inflatiop rate 1974-1980:"
45% or 6.2% per year i

Mihimum.loan size in 1974 dollars no longer in the class
in 1980: 10/1.45 = 6.9 = $690,000

Percentage loans leaving the class due to inflation:
(10-6.9)(.01) = .031 (3.1%)

Value of average loan leaving the class:

6.9 + (10-6.9)/2 .= 8.45 ($845,000)

Total wvalue of loans léaving‘the ¢lass due to inflation:
(125,184)(.031)(845) = $3,279.1 million

Adjusted real growth rate 1974-1980:

1n{[(19,357/1.72) + 3279.11/%,137}/6 = 9.7%




’

4. Loans under $1 million 1970-1980

]

(a2) Density function: f(x) 3.0 025 x £.32

£(x)

]

.01 .32% x 210.0
where x = loan size in hundreds of thousands of 1970

dollars.

.32 10
(b) E(x) = 3 x dx + .01 x dx = .65
.02 .32

(¢) Implied number of loans in this class:
4,170/.065 = 64,154

(d) Weighted average inflation rate 1970—1980;
94% (or 6.6% per year)

(e) Minimum leoan size in 1970 déllars no longer in the class
in 1980: 10/1.94 = 5.15 ($515,000).

(f) Percentage of loans ieavihg thé class due to inflation:
(10-5.15)(.01) = .049 (4.9%)

(g) Value of average loan leaving the class:
5.15 + (10-5.15)/2 = 7.58 ($758,000)

(h) Total value of loans leaving tﬁe class:

(64,154)(.049)(758) = $2,382.8 million

(1) Adjusted real growth rate 1970-1930

1n{([((19,357/2.30) + 2,382.8]/4,170}/10 = 9.5

5. Loans between $1 million and $5 million 1974-1980:

L 15 x S1.2

(a) Density function: f(x)

£(x)

053 1.2% x 35

where x = loan size in millions of 1974 dollars.



' - 1.2 f 5 . '
(b) E(x) = ]r b x dx + J[ .053 x .dx = 1.47
T | 1.2 o
(e) The.implied number of loans in the class in 1974
4,605/1.47 = 3,133 |
(d) The weighted average inflation rate 1974-1980:
457 (or 6.2% per year) ”
(e) Minimum 1974 loan size no longer»in'class in 1980Q:
5/1.45 = $3.448 million |
(f) Percentage of loans leaving class due to inflation:
(5-3.448)(.053) = .082 (8.2%)
(g) Value of average loan leaving the class:
3.448 + (5-3.448)/2 = $4,224 million
(h) Total value of loanslleaving the class due to inflation:
| (3,133)(.082) (4.224) = $1,085.2 mfllion
(1) Adjusted Real Growth rate 1974-1980:

in{[(11,175/1.72) + 1,085.2 - 868.91/4,605}/6 = 6.3%

6. Loans Between $1 million and $5 million 1970-1980
4 12x %12

(a) Density function: f£(x)

.053 1.25 x S5

f(:_t)

1.2 5 .
(b) E(x) = j[ 4 x dx +Jf .053 x dx = 1.47
1 1.2 :

(¢) The implied number of loans in the class in 1970:
2,019/1.47 = 1,373
(d) The weighted average inflation rate 1970-1980Q:

942 (or 6.6% per year)



(e) Minimum 1970 loan size no longef in the class in 1980:
5/1.94% = $2.577 million

(f) Percentage of loans leaving the class due to inflation:
(5-2.577)(.053) = .128 (12.8%)

(g) Value of the average loan'leaving the class:
2.577 + (5-2.577)/2 = $3,789 million

(h) Total value of loéns leaving the class due to inflation:
(1,373)(.128)(3.789) = $665.9 million

(1) Adjusted real growth rate 1970-1980:
1n{[(11,175/2.30) + 665.9 - 2,382.8]1/2,019}/10 = 4.4

7. Loans over $5 million 1974—1986:

(a) Total valug of loans entefing class due to inflation:.
$1085.2 million (see 5(h}))

(b) Adjusted Real Growth Rate 1974-1980
In{[(24,854/1.72) -~ 1085.2]1/7,826}/6 = 8.9

‘8. Loans over $5 million 1970-1980:

(a) Total value of loans entering class due to inflation:
(665.9 million (see 6(h))
(b) Adjusted Real Growth Rate 1970-1980
In{[(24,854/2.30) - 665.9]/2,710}/10 = 13.2%



IITI. Corrections in Real Term Loan Growth Rates

1. Loans under $200,000

(a) Density function: f£(x) 3 025 x 2.32
£(x) = .06 .323 x 22.0

where x = loan size in hundreds of thousands of dollars

.32 2
(b) E(x) = .3 x dx + .06 x dx = .265
02 .32 : |

(¢) The implied number of loans in this class in 197%4:
849/.0265 = 32,037

(d) Weighted averag; inflation 1974-1980:
45¢ (6.2% per year)

(e) Minimum loan size in 1974 dollars no longer in the élass
in 1980: 2/1.45 = 1.38 - ‘

(f) Percentage of loans leaving class due to inflation:

(2-1.38)(.06) = .037 (3.7%)

(g) Average size of lost loans in 1974 dollars

1.38 + (2-1.38)/2 = 1.69 ($169,000) .
(h) Value of loans lost is (.037)(32,037)(1.69) = $200.3 million
(1) Adjusted Real Growth Rate 1974-1980 is

1n{[(3,438/1.72 + 200.31/849}/6 = 15.9%

2. Loans of $200,000 - $1 million

£2.5

1}

(a) Density function: f(x) 1.6 2

x 210

f(x) = .027 2.5

where X = loan size in hundreds of thousands of dollars



[ 2.5 ' 10 :
(b) E(x) = J 1.6 x dx + .027 x dx = 3.07
2 ' V2.5 .

(¢) The implied number of loans in this class in 1973 1is
789/.307 = 2,570 | .
(d) The weighted average inflation rate 1979-1980 is b4s5%
(e) i974 miﬁimhm loan size no longer in this clasé as of 1980
is 10/1.45 = 6.9 = $690.000
() Peréentage loans leaving class due to inflation:
(10-6.9)(.027) = .084 - .
(g) Value.oftaverage loan leaving the class:
6.9 + (10-6.9)/2 = 8.&5
'(ﬁ) Value of loans leéving the class due to inflation:
- (2,570)(.084)(845,000) = $182.4 million
(1) Adjusted Real Growth Rate 1974-1980
1n{[(3248/1.72) + 182.4 - 200.31/789}/6 = 1b.4z

3. Loans of $1 million - $5 million
(a) Density function: f(x) = 4 12 x S1.2

.053 1.25 x 35

£(x)
where x = loan size in millions of 1974 dollars.

' 1.2 5 '
(b) E(x) = J/ 4 x dx + .053 x dx = 1.47
V1 2

.

(c) The implied number of loans in this class in 1974:
1.160/1.47 = 789
(d) The weighted average inflation rate 1974-1980: U45% (6.2% per |

year).



(e) Minimum 1974 loan 'size no longer in cléss in 1980:
5/1.45 = $3,448 million. |

(f) Percentage loans leaving class due to‘inflation:
(5-3.448)(.053) = .082 (8.23) |

(g) Value of.average loan’ leaving the class:
3.448 + (5-3.448)/2 = $4,224 million

(h) Total value of loans leaving the class due to inflation:
(789)(.082)(4‘224) = $273.3 million

(1) Adgusted Real Growth Rate 1974-1980

© In{[(2,798/1.72) + 273.3 - 182.4]1/1160}/6 = 6. 5%

4. Loans ove; $9 gillion

(a) Total value of loans entering class due to inflation:
$273.3 million (see 3(nh)) - |

(b) Adjusted real growth 1974-1980
1a{[(7947/1.72) - 273.31/2565}/6 = 8.83



IV. Corregtion of Mercantile Real Growth Rates: Loans of under

and over $5 million, 1975-1980 .

1. Loans Under $5 million, 1975-1980
(a) Density function: f(x) = .222x 0l x %1

£(x) = .222 12 x S5

® 1 ’S
(b) E(x) =d/ 222 x° dx-+d/ .222 x dx = $2,738 million
0 1 i

{c) Implicit number of loans in this class:
460/2.738 = 168 .

(d) Weighted average inflation rate 1975-1980:
28% (Or U4.9% per year) |

(e) Minimum loan size in 1975 dollars no longer in the class in
1980: 5/1.28 = $3.91 million

(f') Percentage 6f loans leaving the class due to inflation:
(5-3.91)(.222) = .24 (24g)

(g) Average size of loans ileaving the class in 1975 dollar$
3.91 + (5-3.91)/2 = 4,45

(h) Total value of loans lost:
(168)(.28)(4.45) = $179 million

(1) Adjusted Real Growth Rate 1975-1980
1n{((596.6/1.52) + 1791/460}/5 = 4.3%

2. Loans Over $5 million 1975-1980
(a) Total value of loans entering class due to inflation:

$179 million.



“ (b) Adjusted Real Qrbwth-Rate 1975-1980
- 1a{[(1433.7/1.52) - 1.791/408.2}/5 = 12.5%

3. Application of Mercantile growth'rates to foreign bank

affiliates.

(a) Foreign bank affiliates:real growth in business term lending
1975-1980: 30.3% per year

(b)-Ratio §f (a) to annual growth rate in loans of Mercahtile
Bank: 30.3/8.6 = 3.52

(¢) (b) x growth ratgyof Mercantile loans under‘$5 million
3.52 x 4.3 = 15.29

(d) (b) x growth rate in Mercantile loans over $5 million

3.52 x 12.5 = Llug
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