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ORDERS OF REFERENCE

Extract from the Minutes of the Proceedings of the Senate, Wednesday, February 6,
1985:

“With leave of the Senate,

The Honourable Senator Doody moved, seconded by the Honourable Senator
Flynn,P.C.

That the Standing Senate Committee on Banking, Trade and Commerce ahve
power to engage the services of such counsel and technical, clerical and other
personnel as may be necessary for the purposes of its examination and consdieration
of such legislation and other matters as may be referred to it.

After debate, and

The question being put on the motion, it was
Resolved in the affirmative.”

Extract from the Minutes of the Proceedings of the Senate, Tuesday, June 25, 1985:

“Pursuant to the Order of the Day, the Senate resumed the debate on the motion
of the Honourable Senator Doody, seconded by the Honourable Senator Phillips:

That the Standing Senate Committee on Banking, Trade and Commerce be
authorized to study and report upon the document entitled: “The Regulation of
Canadian Financial Institutions: Proposals for Discussion”, tabled in the Senate on
23rd April 1985; and

That the Committee be empowered to engage the services of such professional,
clerical and technical personnel as may be required for the purpose of the said
examination.

After debate,

With leave of the Senate and pursuant to Rule 23, the motion was modified to
read as follows:—

That the Standing Senate Committee on Banking, Trade and Commerce be
authorized to study and report upon the following:

@) the document entitled: “The Regulation of Canadian Financial
Institutions: Proposals for Discussion”, tabled in the Senate on 23rd
April, 1985;

(ii)  the document entitled: “Final Report of the Working Committee on the
Canada Deposit Insurance Corporation (CDIC)”, tabled in the Senate on
18th June, 1985; and

(iii) the subject-matter of bills, in advance of their coming before the Senate,
and other matters relating to these documents.
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After debate, and—
The question being put on the motion, as modified, it was—
Resolved in the affirmative.”

Charles A. Lussier

Clerk of the Senate

v



REPORT OF THE COMMITTEE

The Standing Senate Committee on Banking, Trade and Commerce has the
honour to present its

SIXTEENTH REPORT

In obedience to the Order of Reference of June 25, 1985, your Committe has
proceeded to inquire into matters relating to the regulation of Canadian financial
institutions and the Canada Deposit Insurance Corporation and now presents its final
report.
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RECOMMENDATIONS AND OBSERVATIONS

PREFACE AND OVERVIEW:
TOWARDS A MORE COMPETITIVE FINANCIAL ENVIRONMENT

PART 1
CONSUMER PROTECTION AND
FINANCIAL INSTITUTION STABILITY

A. APERSPECTIVE ON THE REGULATORY PROCESS
Introducing Discipline Throughout the System

The Four Pillars

Regulation by Function

FHCs and the Four-Pillar Approach

Centralizing Regulatory Functions

1. The Standing Senate Committee on Banking, Trade and Commerce views the
historical evolution of federal and provincial roles in the regulation of the
Canadian financial sector as an important ingredient of Canada’s social
capital. Hence, the reform of the Canadian financial sector should, as much as
possible, respect the existing institutional and federal-provincial division of
powers and responsibilities.

2, Accordingly, the Committee opposes the consolidation of
regulatory/supervisory powers in a single, all-powerful regulatory agency.

3. Ensuring consumer protection and institution stability is best achieved by the
introduction of greater discipline with respect to all four regulatory
components — the Canada Deposit Insurance Corporation (CDIC), the primary
regulators, the auditors and corporate governance — rather than placing
excessive reliance on any one component.

4. If concerns such as solvency and self-dealing are to be addressed effectively,
there must exist primary regulators with authority over the entire operations of
the institution. Thus, the Committee favours the present system which aligns
regulators and institutions according to the institution’s core function. This
practice of assigning separate primary regulators to each core function has
come to be known as the “four-pillar” approach.



7.

10.

i

12.

13.

The forces of competition and technology are inducing financial institutions to
undertake cross-pillar activities — activities that fall outside the competence
and jurisdiction of the primary regulator. Given that the line of demarcation
between various types of financial instruments is progressively more blurred, it
is neither possible nor desirable to restrict an institution’s activities to its core
function. However, any such cross-pillar activities must be subject to
monitoring by one of the primary regulators.

Thus, the challenge is to ensure that each dollar deposited with an institution is
regulated somewhere while at the same time ensuring that this does not lead
either to regulatory overlap or to the “un-levelling of the playing field”.

DEPOSIT INSURANCE

The CDIC should be constituted as a separate institution with its own board of
directors drawn from both levels of government, the private sector and member
institutions.

The CDIC will function as an insurer. Its role shall be one of administering the
deposit insurance funds. Since these funds are financed through premiums
from insured institutions, the CDIC shall have the responsibility of acting as
agent for these member institutions in managing and protecting the assets of
these funds, for the ultimate benefit of insured depositors.

In the normal course of events the CDIC will delegate its regulatory powers to
the primary regulators. In return, the primary regulators will be required to
establish a set of arrangements that would operate as an "early warning
system” to signal those institutions that may be experiencing problems.

The CDIC would become directly involved in the supervision and regulation of
the institutions identified as potential problem institutions by the early-
warning system. The range of powers that the CDIC would have in order to
restore these institutions to financial health would include the authority to alter
leverage ratios, the authority to issue cease and desist orders with respect to
selected activities and/or practices and the authority to assemble its own
qualified team of examiners.

If the CDIC determines that an institution is no longer insurable, this
information will be communicated immediately to the relevant primary
regulator and to the responsible minister. Normally, this would trigger the
process of winding down that institution.

The possibility exists, however, that the government responsible for the
institution will want to keep it in operation in spite of the fact that the CDIC
deems it to be no longer insurable. The Committee believes that this is the
government’s prerogative. However, we also believe that, in all such cases, the
CDIC’s exposure with respect to such an institution must be limited as of the
date of the notice to the relevant minister that the CDIC has determined that the

institution is no l.o.nger insurable. Thus any further liabilities or exposure must
be the responsibility of the relevant government.

The leye! of deposit insurance should remain at $60,000 until the reconstituted
CDIC is in place and operating for at least one full year. Beyond this period, a

majority of the Committee is in favour of full insurance up to $25,000 and 80 per
cent insurance for the next $50,000.



14.

15.

C.

The CDIC should operate on the basis of separate “pools” — one for banks, one
for trust companies and one for credit unions. Losses by a member institution
would be made up by a series of surcharges levied on other members of the
same pool. The rationale for these segregated funds is that they will encourage
a desirable degree of industry self-regulation. The CDIC would welcome the
Canadian Life and Health Insurance Association (CLHIA) and the securities
industry as members, but the Committee recognizes that these sectors prefer, at
present, to operate their own consumer protection plans or funds.

Finally, the Committee views deposit insurance as a privilege, not a right. Thus,
the CDIC must have the authority to set standards for insurability and, indeed,
to refuse insurance to those institutions which do not meet these standards or
whose primary regulators do not follow CDIC guidelines.

INCREASING THE EFFECTIVENESS OF PRIMARY REGULATORS

Exercising Existing Powers

16.

To a considerable degree, the recent problems in the financial sector appear to
reflect not so much an inadequate range of regulatory powers as an inadequate
exercise of existing powers. To the extent that this is the case, it is important
that legislators do not react to recent events by endowing regulators with
unnecessary and unwarranted powers.

Increasing Existing Powers

19%

18.

Increases in regulatory powers should be restricted to those areas where
existing powers limit the ability to monitor the soundness and solvency of an
institution or to restore problem institutions to financial health. They should
not be utilized to supplant management’s prerogative to manage and direct an
institution.

The most serious weakness of the existing regulatory framework is the lack of
procedures or mechanisms to identify problem institutions on a timely basis.

An Early-Warning System

19.

D.

Primary regulators must be required to develop a computerized data base to
serve as the building block for an early-warning system. Other components of
the system would include the monitoring of brokered deposits and the
establishment of an institutional rating system modelled, for example, after the
U.S. CAMEL system. (CAMEL is an acronym for Capital adequacy, Asset
quality, Management ability, Earnings quality and Liquidity.) The CDIC would
become directly involved in the supervision and regulation of institutions that
fall below some minimum threshold level in terms of the rating system or, more
generally, in terms of the indicators relating to the early-warning system.

AUDITORS

Upgrading Standards

Enhancing Reporting Requirements

Appointment of Auditors

Auditors and Audit Committees



20.

21.

22,

23.

24.

E.

The Committee recommends that the CDIC, the primary regulators, industry
representatives and the CICA work together in developing reporting and
assessment standards that will reflect more accurately an institution’s
exposure to risk. In particular, it is important that financial statements strive
to reflect the current or market values of assets. This requires more uniform
reporting across institutions for non-performing loans and provisions for
losses.

All financial institutions should be required to submit to annual audits by two
firms. One of these firms should be appointed by the primary regulator. The
rationale for this recommendation is two-fold: first, to enhance the
independence of auditors and, second, to encourage an audit perspective that
takes into account the interests of depositors as well as shareholders. Unlike a
somewhat similar recommendation by the House of Commons report, which
would have the second auditor follow separate audit standards and report to
the primary regulator rather than to management, we would prefer to have the
audit and reporting standards and regulations remain as they currently are.

The Committee recommends that the auditors be required to attend the
meetings of the institution's audit committee.

The present procedures whereby auditors report on inappropriate practices or
procedures to the extent that they affect the institution in a “material” way
place an inappropriate degree of judgemental responsibility on the auditors.
The Committee recommends that the auditors be required to report to the audit
committee all instances of self-dealing, malfeasance and transactions outside
the apparent powers of the financial institutions, in accordance with the
guidelines established by the audit committee.

Copies of the post-audit reports to management and the audit committee of the
board of directors must be provided simultaneously to the primary regulator.

CORPORATE GOVERNANCE

Standards of Care and Diligence for Directors

25.

26.

The Committee recommends that directors exhibit, in exercising their powers
and discharging their duties, a degree of skill that may reasonably be expected
from persons of their knowledge and experience.

The Committee recommends comprehensive indemnification provisions for a
director of a regulated financial institution against costs and expenses incurred
in respect of a civil, criminal or administrative action to which the director was
a party if the director acted honestly and in good faith with a view to the best
interests of the institution and if the director had reasonable grounds for
believing that his or her actions were lawful.

Self-Dealing

27.

The Green Paper Position
The Essence of the Self-Dealing Concern

The Committee rejects the Green Paper proposal for a general ban on all non-
arm’s-length transactions (NALTs). Rather, the objective of an approach to



self-dealing ought to be to prevent potentially “abusive” NALTs while allowing
constructive ones to proceed. Toward this end the Committee proposes a three-
pronged procedure that would incorporate a system of NALTs review. We also
provide for appropriate regulatory oversight, safeguards, public redress and
sanctions.

A Three-Tiered Approach to Self-Dealing

28.

29.

30.

31.

32.

33.
34.

35.

Tier One: A Selective Ban

The first tier is an outright ban on a selective set of self-dealing transactions
that by their very nature would jeopardize consumer protection and the
stability of the institution. Here, the Committee follows the recommendation of
the House of Commons report that representatives from the primary
regulators, the professional associations (including lawyers, accountants,
appraisers and actuaries) and the financial institutions be involved in drawing
up the selective list of prohibited transactions.

Tier Two: Business Conduct Review Committee

Every financial institution would be required to establish a Business Conduct
Review Committee (BCRC) of the board of directors to review in advance all
non-arm’s-length transactions to ensure that they do not either expose minority
shareholders and consumers to abuse, or materially increase the risk of
insolvency to the institution.

The BCRC will be comprised of not less than three “outside”, “disinterested” or
“independent” members of the board of directors. A director is deemed not to
be qualified to serve on the BCRC if:

° he or she is an officer, employee, solicitor, auditor or has any professional
association with the financial institution or an affiliate of the financial
institution, or is a relative of any of the foregoing individuals;

° he or she is a significant shareholder in the financial institution, i.e. holds
more than ten per cent of the outstanding voting shares individually or in
combination with associates; and

° he or she has significant financial interests in or with the institution, e.g. a
significant borrower.

As a safeguard to assure the independence of BCRC members, the Committee
proposes that provision be made for interested parties to be allowed to apply to
the courts to determine whether members are truly independent and thereby
qualified to act. This right could be exercised by the regulators, minority
shareholders or the public.

The role of the BCRC is to ensure that all NALTSs are consistent with the prices,
terms and conditions that would prevail in arm’s-length transactions.

The BCRC should have the right to retain independent professional counsel.
The BCRC would be responsible for establishing procedures and guidelines to
ensure that all related-party transactions are brought to its attention for pre-

clearance and either approved or disallowed.

If the BCRC disallows any NALT, the transaction cannot proceed.



36. The Committee recommends that there be statutory requirements for all
directors, senior management, auditors, solicitors and associated professionals
to report all related-party transactions to the BCRC.

37. All decisions of the BCRC will be reported immediately to the auditors, to the
audit committee of the financial institution and to the members of the board of
directors.

Tier Three: Pre-Clearance with the Primary Regulator

38. The third tier is a provision for pre-clearance with the primary regulator for
certain sorts of self-dealing transactions. Such transactions would include:

° NALTSs involving particularly sensitive assets such as real estate, or
closely-held corporations or other generally illiquid assets for which
there is no reliable independent basis of evaluation;

® individual transactions over a certain size or cumulative NALTs over a
certain percentage of assets; and

° all NALTSs for a specified period of time after the establishment of a new
financial institution or upon a change in control of an existing financial
institution.

Redress and Safeguards

39. The Committee proposes that, upon the application of a member of the public
or the regulatory authorities, the legislation confer on the courts the power to
set aside improper related-party transactions and to direct that the related
party account to the institution for any profit or gain realized in such
transaction. This type of remedy is already available under the Canadian
Business Corporation Act (CBCA), but it should apply to all regulated
financial institutions. :

Recapitulation

40. The Committee believes that with these provisions in place, all third parties and
regulators will have a high degree of assurance that any and all self-dealing
transactions are in the best interests of the institution, its shareholders, and its
customers and are being carried out at prices that would fairly reflect those
which would occur in arm’s-length or market transactions.

41. Beyond some learning period, the Committee is of the view that financial
institutions will be able to cope rather well with these provisions. Undoubtedly,
it will be the case that these institutions will henceforth have to conduct their
affairs with considerably more concern for their customers and minority
shareholders. However, this is entirely appropriate since, as will be detailed
later, the quid pro quo is greater flexibility and maneuverability in the
market-place.

F. SELF-DEALING WITHIN A CONGLOMERATE
Should Holding Companies be Regulated?
42. The regulation of financial holding companies would add yet another

substantial layer to the regulatory process. To the extent that the rationale for
this is to control self-dealing, we believe that the concern is unwarranted given



the previous recommendations addressing self-dealing. Since there are two
sides to every transaction, each episode of self-dealing will be subjected to
scrutiny in at least one institution and if the NALT is designed to be between
two affiliated companies it will come under the scrutiny of both BCRCs.
Accordingly, the Committee rejects the Green Paper proposal for federally
regulated financial holding companies.

Cross-Pillar Activity and Self-Dealing

43.

44.

Where one financial institution has a controlling interest in another financial
institution operating in a different pillar, either the institution itself or its
affiliate must have 35 per cent of its shares traded publicly. For financial
conglomerates, if the holding company does not have 35 per cent of its shares
traded publicly, all of its subsidiaries must be publicly traded to the extent of 35
per cent. Since schedule A banks, mutual companies and credit unions are, or
are deemed to be, widely held they could, under these provisions, hold wholly-
owned subsidiaries. The rationale for this provision is to enhance the role of
corporate governance in monitoring self-dealing. A public share ownership of
35 per cent is probably sufficient to ensure that professional financial analysts
will monitor the operations of the firm. This added scrutiny and increased
public awareness will provide yet another incentive for institutions to ensure
that their business conduct review committees function properly.

Where there is a difference between the percentage of shares publicly traded
and the percentages of voting rights publicly traded, it is the latter that is the
focus of our recommendation.

Financial and Non-Financial Activities

45.

46.

47.

48.

Financial holding companies should be prohibited from engaging in non-
financial activities. This general ban should not preclude allowing financial
holding companies from operating subsidiaries, such as data processing units,
which are designed to service the needs of the financial conglomerate or that
derive from or are closely related to the principal operations of the financial
conglomerate.

Non-financial institutions should be able to engage in financial activities
provided they do so through a financial holding company structure. Either the
financial holding company must have 35 per cent of its shares publicly traded
or else all of its subsidiaries must have 35 per cent of their shares publicly
traded.

CONFLICTS OF INTEREST

The Committee is of the view that the combination of enhanced disclosure,
effective corporate governance, and the establishment and monitoring of
Chinese Walls represents an adequate approach to controlling abuses of
conflicts of interest. This is particularly the case since many of the new cross-
pillar activities will probably be undertaken through separate institutions
which, in turn, will be subject to the supervision of the relevant primary
regulator.

SUMMARY
The Committee is satisfied that the preceding recommendations will ensure an

effective supervisory and monitoring system with respect to consumer
protection, institution soundness and system stability.



PART II
ENHANCING COMPETITION

A. INTRODUCTION

49. The Committee endorses the principles relating to competition and efficiency
enunciated in the Green Paper. However, in conducting the analysis the
Committee was also influenced by the following concerns:

the ultimate role of the financial system is to transfer funds efficiently
from lender to borrower;

government policy in the financial arena should avoid the imposition of a
preconceived structure on the financial system;

the policy framework for the financial sector must encourage rather than
inhibit innovation;

any set of reforms must ensure that our successful institutions remain
world class and that other institutions have the flexibility to achieve this
status; and

where possible, the reform process ought to work from, and build upon,
our existing strengths.

B. BROADENING SOURCES OF CREDIT AND CUSTOMERS’ OPTIONS

The Process of Financial Integration

An Approach to Institution Flexibility

50. Subject to certain criteria and priorities to be detailed later, the Committee
welcomes all four general approaches to financial diversification:

within-institution expansion of powers;
subsidiaries;

upstream and downstream holding companies; and
networking.

C. EXPANDING IN-HOUSE POWERS

Commercial Lending

Trust Companies
Insurance Companies
Credit Unions

Summary

51. The present qualitative approach to investment should be replaced by a
quantitative or prudent portfolio approach that would be monitored by the



52.

95.

57.

investment committee of the board of directors. The essential features of this
portfolio approach would be that quantitative limits would be established with
respect to the proportion of the portfolio that can be invested in each type of
security.

As far as the investment limits relating to commercial lending/leasing, the
Committee is in favour of establishing an all-inclusive maximum of 20 per cent
of assets for trust companies and insurance companies. It may be appropriate
to have these limits escalate to the maximum levels in terms of a series of
thresholds based, say, on the amount of capital.

Provided that the regulation of credit unions and caisses populaires outside
Quebec satisfies the prudential standards established by the CDIC, the
Committee is also in favour of expanding the commercial lending powers of
credit unions, in phases again based on capital, up to a maximum of 20 per cent
of assets. Since the regulations relating to credit unions are essentially in the
domain of the provinces, this recommendation is directed principally to the
CDIC in terms of the conditions on which it should be willing to accept credit
unions for deposit insurance, other prudential considerations assumed to be in
order.

Other Cross-Pillar Activities

There is probably scope for allowing greater in-house expansion of powers into
other cross-pillar activities, provided that they are regulated or monitored by
the responsible primary regulator. The Committee’s approach is to be flexible
unless a case can be made that such an expansion of in-house powers would
run counter to the public interest.

The Committee concurs with the House of Commons report that life-insurance
companies be allowed to act as trustee of funds payable on insurance contracts,
registered pension plans and registered retirement savings plans. However, as
a general rule, the Committee would prefer that institutions wishing to engage
in the estate, trust and agency business do so through affiliated institutions
rather than through an expansion of in-house powers.

DIVERSIFICATION THROUGH SUBSIDIARIES

Financial intermediaries should be allowed to diversify their financial
activities through subsidiaries. However, subsidiaries of financial institutions
should not be in the non-financial area, except to the limited extent referred to
in the recommendations of the previous chapter. Moreover, the 35 per cent rule
relating to publicly traded stocks will also apply: either the institution or the
subsidiary must have 35 per cent of its stock publicly traded.

Equity investment in subsidiaries must be deducted from base capital in order
to avoid double leveraging. A 20 per cent ownership stake in a subsidiary
should be the threshold level for triggering this provision against double
leveraging. This should ensure that only institutions with a strong financial
base could take advantage of diversifying through subsidiaries.

HOLDING COMPANIES

Diversification across the pillars by either upstream or downstream holding
companies should be permitted.



59.

60.

61.

62.

63.

65.

I.

Double counting of capital would not be permitted, even for mutual life
companies and credit unions. However, these institutions should be allowed to
issue preferred stocks and subordinated debentures.

For institutions desiring even greater commercial lending ability, a schedule B
bank should be permitted as part of a holding company. Such banks would be
restricted in terms of size. To exceed these limits would be possible only if they
adopted the widely-held, schedule A route. The rationale for this approach is to
encourage the development of regional banks as well as to allow regional
institutions to use the schedule-B bank route to diversify their assets across
regions.

NETWORKING

The Committee takes a very favourable view of networking, with two provisos.
Tied selling must be prohibited and networking fees should be above board and
subject to monitoring by the relevant regulator.

INTERNATIONAL ASPECTS

The Committee endorses the existing approach toward foreign ownership of
Canadian trust and life companies; transfer of ownership or control of existing
Canadian financial institutions to foreign interests should be restricted, or at
least subject to ministerial approval, but new entry should be freely allowed.

Given the growing internationalization of the markets for credit and capital,
Canadian regulatory policy should avoid initiatives which could result in our
institutions being denied access to foreign markets.

Mutual life companies incorporated in Canada should be deemed Canadian
institutions.

CAPITAL REQUIREMENTS

The Committee endorses the generally accepted view that higher initial capital
requirements are required for financial institutions, but cautions against
setting these requirements so high as to unduly restrict entry.

SECURITIES INDUSTRY

The Structure of the Securities Industry

The Increasing Foreign Penetration

The Approach of the Official Reports

The Committee’s View

66.

The Committee recognizes that policy with respect to the securities industry
falls under the legislative domain of the provinces. Nonetheless, the securities
industry plays such a pivotal role in Canadian capital markets that no overview
of the regulation of the Canadian financial system can be complete without
some reference to the operations of securities markets.

10



67.

68.

69.

dJ.

The Committee also recognizes that the Green Paper and the House of
Commons report appear in principle to be willing to include the securities
industry as an integral part of their overall designs for reform. In particular,
should the provinces be willing, these reports would allow securities firms to
come under the umbrella of a financial holding company (the Green Paper and
the House of Commons report) or become a subsidiary of a financial institution
operating in a different pillar (the House of Commons report).

Consistent with the general approach we have taken to the opening up of the
financial system, the Committee recommends, for consideration by the
provinces:

® that securities firms be treated like any other financial institution in
terms of being able to be part of an upstream or downstream holding
company or subsidiaries of a financial institution operating in another
pillar; and

° that securities firms themselves be given powers similar to those of other
financial institutions in terms of being able to acquire subsidiaries and to
form downstream holding companies.

The Committee welcomes the call by the Ontario Task Force that the province

of Ontario review its policy with respect to foreign ownership of securities
firms.

CHARTERED BANKS

Reserve Requirements and the Level Playing Field

70.

71.

The fact that the chartered banks are required to hold part of their reserves in
the form of non-interest-bearing deposits with the Bank of Canada serves, in
effect, to levy a tax on banks relative to other financial institutions. The
preferred solution is for the Bank of Canada to pay interest on these reserves.
Since trust companies, for example, typically hold some of their reserves with
chartered banks, the Bank of Canada might look to the interest rate paid on
these deposits when determining the appropriate interest rate to pay on
chartered-bank deposits with the Bank of Canada.

Interest should not be paid on any chartered-bank excess reserves (i.e. reserves
beyond those required) held on deposit with the Bank of Canada. Together,
these two provisions — interest on required reserves and no interest on excess
reserves — will ensure that the Bank of Canada’s ability to exercise its
monetary control function will not be impaired.

Extending Bank Powers

72.

73.

In principle, there is no reason why the flexible approach which the Committee
has outlined for the financial system should not apply to the chartered banks.
Those who would wish to constrain the chartered banks in their sphere of
operations should be required to demonstrate that an extension of bank powers
would be contrary to the public interest.

This is particularly the case for the securities industry. If the provinces move to

allow foreign securities firms and merchant bankers to establish domestic
operations, then the Committee believes it is essential that the chartered banks,

11



or at least their offshore merchant-banking subsidiaries, be allowed equivalent
privileges.

74. The Committee recommends that the ownership restrictions applicable to
schedule A banks remain in place.

The Legislative Timetable

75. The Committee recommends that the updating of the trust company and life
insurance company legislation take priority over the 1990 Bank Act revisions.

K. CONCENTRATION

76. The Committee is concerned about the degree of concentration in the financial

sector. We take this opportunity to signal our intention to undertake a thorough
review of the concentration issue as it relates to both the financial and non-
financial sectors, including the issues raised by the commingling of financial
and non-financial activities.

PART III
FEDERAL-PROVINCIAL CONSIDERATIONS

A. FEDERAL-PROVINCIAL RELATIONS AND FINANCIAL SECTOR REFORM

1.

B.

The Committee believes that the federal government can act now upon the
foregoing recommendations, confident that they respect the historical and
judicial evolution of powers and responsibilities in the Canadian financial
system.

JURISDICTIONALHARMONIZATION

The Jurisdictional Mosaic

Jurisdictional Harmonization and the Legislative Process

Jurisdictional Havens and Competitive Deregulation

CDIC, CPA, and Financial-Institution Jurisdiction

78.

The Committee recognizes that the existence of multiple jurisdictions can and
does complicate the operations of the Canadian financial sector. However,
there may also be substantial benefits in terms of flexibility, innovation,
experimentation and healthy competition. Moreover, the two most recent
substantive alterations of the financial system, namely the advent of deposit
insurance and the Canadian Payments Association, have been introduced in
such a manner that they have served to endorse and even entrench the existing
institutional and federal-provincial operating environment.

12



C.

REGULATORY COORDINATION

Exclusive Jurisdiction

Multiple Horizontal Jurisdictions

79.

80.

81.

The ultimate objective of regulatory coordination should be to create a
structure where regulations are sufficiently compatible across jurisdictions
that the markets can in effect become national markets. Some pillars are more
advanced in achieving this goal than others. Frequently, however, the
stumbling block is not that coordinating mechanisms are not in place, but
rather that there is a lack of policy harmonization across jurisdictions.

POLICY HARMONIZATION

The Committee perceives that the institutional infrastructure designed to
harmonize the financial environment at the policy level is, at present,
inadequate. Accordingly, the Committee recommends that the federal
government take the initiative to establish, with the provincial governments, a
Permanent Committee of Ministers Responsible for Financial Institutions. This
body would be responsible for achieving policy harmonization. In particular, it
would be responsible for adopting a national perspective with respect to the
markets in which financial institutions now operate. This global overview is
essential since the Canadian financial market is much more encompassing than
the domain of any one regulator or jurisdiction.

CONCLUSION

The Committee concludes by reiterating its view that what is required on the
federal-provincial front is not a re-design of the underlying structures or
responsibilities in the financial sector, but rather a re-orientation of existing
structures in order to address the challenges of the 1980s and beyond. In this
sense, the federal-provincial implications arising from the preceding
recommendations call primarily for renewed and creative efforts in addressing
the perennial problems of harmonization and coordination.

13
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PREFACE AND OVERVIEW

TOWARDS A MORE COMPETITIVE FINANCIAL ENVIRONMENT

Our point of departure in addressing the range of issues relating to the regulation of
Canadian financial institutions is to endorse the nine underlying principles which appear on
the first page of the Green Paper. In so doing we are echoing the views of virtually all of the
submissions we received and all of the witnesses who appeared before the Committee.
However, rather than simply reproducing these nine principles as they appear in the Green
Paper we prefer to organize them into three broad categories:

L Consumer Protection and Financial Institution Stability:

improving consumer protection;
ensuring the soundness of financial institutions and the stability of the
financial system,;

o controlling self-dealing;

e guarding against abuses of conflicts of interest.

2. Enhancing Competition:
promoting competition, innovation and efficiency;

enhancing the convenience and options available to customers in the
market-place;

o broadening the sources of credit available to individuals and businesses;

. promoting international competitiveness and domestic economic growth.
3 Federal-Provincial Considerations:

. promoting the harmonization of federal and provincial regulatory policies.

To this list of principles we would add another precept (also adopted from page 1 of the Green
Paper) namely that “in a fast changing financial world, regulatory policy should avoid as
much as possible the imposition of a preconceived structure on the financial system”. This
degree of flexibility is essential if Canadian institutions are to achieve and/or maintain world
class status in today’s competitive financial environment.

In contrast to the overwhelming support for the principles underlying the Green Paper,
very few, if any, of the submissions to the Committee expressed support for the restructuring
of the financial sector that the authors of the Green Paper derived from these principles. In
part, these concerns reflect the mandatory nature of the proposed structures (such as the
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mandatory federally-regulated financial holding company (FHC) for institutions operating in
different pillars and the mandatory schedule-C-bank concept for institutions wishing to
increase their commercial lending activities) rather than the structures themselves. Indeed,
it would appear that these recommendations represent the very “imposition of a preconceived
structure on the financial system”, which the Green Paper itself espoused to avoid.

One approach to our reference would have been to direct attention to those areas, such
as FHCs and schedule C banks, where the representations we received indicated that there
may be cause for concern. Because of the interrelated nature of issues in the financial sector,
it quickly became apparent that such a focus would have implications for the entire financial
system. Hence, what follows is a comprehensive review of the regulation of Canadian
financial institutions.

The framework for this review follows directly from the organization of the nine
underlying principles. Part I deals with consumer protection and financial institution
stability, Part II focuses on enhancing competition, and Part III addresses federal-provincial
considerations.

In conducting this analysis, the Committee will draw upon its recent reports on Deposit
Insurance and on the subject-matter of Bill C-79 (The F inancial Institutions Depositors
Compensation Act). While it is not our intention to review in detail the analyses and
recommendations contained in these reports, it will be necessary to summarize them briefly in
the context of the discussion of consumer protection and financial institution stability and, to
a lesser degree, in the context of the discussion of federal-provincial relations.

However, whereas the emphasis in these previous reports was directed primarily
towards enhancing the protection and regulatory aspects of financial sector policy, the thrust
of the present report is directed more toward enhancing competition and toward providing
flexibility for Canada’s financial institutions to adjust to the rapid spread of technology and
the increasing internationalization of the markets for credit and capital.

This emphasis on efficiency and competition is also an important underlying thrust of
the Green Paper. However, the spectacular failures of the CCB and the Northland Bank a few
months after the publication of the Green Paper tended to shift the emphasis of financial-
sector reform toward solvency and system stability and away from efficiency and
competitiveness. We, too, shall devote considerable emphasis to issues relating to self-
dealing, conflicts of interest, auditing procedures and the like. Nonetheless, the view of the
Committee is that, important as these solvency and stability concerns are, it is essential that
they not overshadow the goals of enhancing competition and efficiency in the financial sector.

Finally, we acknowledge the contribution of two comprehensive reviews of the
regulation of the financial sector, namely Canadian Financial Institutions, the Eleventh
Report of the House of Commons Standing Committee on Finance, Trade and Economic
Affairs (henceforth referred to as the House of Commons report), and the Final Report of the
Ontario Task Force on Financial Institutions (henceforth referred to as the Ontario Task
Force report).
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PARTI

CONSUMER PROTECTION AND FINANCIAL INSTITUTION STABILITY

The recent spate of financial institution failures has heightened concerns relating to
consumer protection, solvency, the regulatory process and, more generally, the stability of the
financial system. Even though the overall thrust of this report is to emphasize the
competitive and efficiency aspects of the financial environment, it is essential that any and all
recommendations designed to foster competition be implemented within a financial system
that has the confidence of Canadians. Accordingly, it is appropriate to deal first with these
concerns of consumer protection and institution/system stability.

The analysis begins with a perspective on the regulatory process. Should the present
“regulation-by-institution” approach be maintained or should we move to “regulation by
function”? Should the regulatory system become much more centralized, as reflected for
example in the recommendation of the House of Commons Report for a National Financial
Administration Agency (NFAA), or should the system reflect the status quo in this regard?
The answers to these questions will have important implications for the way in which the
overall supervisory system ought to be structured. For example, under an all-encompassing
regulatory authority like the NFAA there would be no need for an independent Canada
Deposit Insurance Corporation (CDIC). Consistent with our earlier reports, we believe that
reform of the financial system should generally take place within the existing institutional
and federal-provincial framework. Moreover, we believe that the appropriate approach to
ensuring consumer protection and institution stability is to introduce enhanced monitoring
and discipline across a broad range of fronts rather than loading enormous responsibility on
any one component of the overall regulatory process.

The remainder of this chapter focuses, in turn, on each of the components of the
regulatory process — the CDIC, the primary regulators, the auditors and the role of
institutional self-regulation, which will henceforth be referred to as “corporate governance”.
Under the general heading of corporate governance we shall address the concerns relating to
self-dealing not only as they apply to a single institution but also as they apply to financial
conglomerates.

While attention is directed toward ensuring that each of these players has a set of
powers and responsibilities that are appropriate to its respective role, emphasis is also placed
on the manner in which each interacts with the overall regulatory and supervisory system. In
this sense the effectiveness of the system exceeds the sum of its component parts.
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A. APERSPECTIVE ON THE REGULATORY PROCESS
Introducing Discipline Throughout the System

The role of a regulator was never an easy one. And the march of technology is
dramatically increasing the complexity of the job. As W.D. Mulholland, Chairman and CEO
of the Bank of Montreal, so colourfully noted in his appearance before us:

You can move money around so fast now to so many different places through several
legal jurisdictions, some of which have very strict laws against disclosure, that it isn’t
even funny. I can hide money in the twinkling of an eye from all the bloodhounds that
could be put on the case, and I would be so far ahead of them that there would never be a
hope of unravelling the trail. (...) Technology today means that that sort of thing can be
done through electronic means. In a day, money can be moved through Winnipeg,
Toronto, New York, Miami, the Caymen Islands, the Bahamas, and into Switzerland
and I defy anyone to unravel the trail. The best thing to do is to create a structure
wherein no one has to depend on the cops to catch the robbers — a structure where there
is created as little incentive and as much inconvenience as possible for that sort of
thing. (11:24)

In view of these comments, and similar ones by several other witnesses, the Committee has
determined that the most viable approach toward ensuring shareholder and consumer
protection on the one hand and institution soundness on the other is to introduce greater
discipline across a broad range of fronts. Placing excessive reliance on any one approach (e.g.,
an outright ban on all self-dealing and/or a mandatory financial-holding-company approach
to ensure that each separate institution is essentially restricted to operate in only one “pillar”)
will in the final analysis not likely be able to deal adequately with the inherent fungibility of
money and technology and, as important, will surely be less conducive to innovation and
competition than will a more balanced approach.

Such a balanced approach must of course ensure that the regulators become more
effective. As outlined below, the Committee recommends, among other items, the
development of a sophisticated early warning system that will identify problem institutions
on a timely basis. We shall also make recommendations that will enhance the role of auditors
and integrate them more fully into the overall regulatory process. Yet regardless of the
powers that one gives the regulators and the auditors, the system would still depend, as Mr.
Mulholland notes, “on the cops to catch the robbers”. Hence, more is needed. And, in our
view, this additional monitoring must come from enhanced corporate governance. It is for this
reason that we shall recommend that all financial institutions strike a committee or
committees of independent directors that will, among other things, have to pre-clear all non-
arm’s-length transactions (NALTs). And it is also for this reason that we shall argue for
publicly-traded stock and minority shareholder representation on the board of directors for all
financial institutions that, via subsidiaries or holding companies, engage in multi-pillar
activities.

Thus, the first component of a perspective on the role of regulators is that while they
are a critical part of the overall regulatory process, they are not the only part. The range of
powers assigned to them should reflect the fact that there are other key actors that also have
an important role to play in ensuring the soundness of the financial system.

The Four Pillars

It has been Canada’s tradition to assign primary regulators to types of institutions
according to the institutions’ core functions rather than to assign regulators to types of
functions that institutions perform although, since the institutions have historically tended to
restrict themselves to their core functions, these two approaches were not that much different

in practice. Recently, it has become fashionable to call this the “four-pillar” approach
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reference being to the banking, trust, insurance, and securities sectors and to their
corresponding “primary” or core function regulators.

The designation is not fully appropriate since there are other institutional forms.
Credit unions presumably represent a fifth pillar and, perhaps, pension funds a sixth.
Moreover, the line of demarcation between types of financial instruments is becoming
progressively blurred. One example will suffice. There is an emerging literature on the
“securitization” of bank loans, by which is meant the reselling of portions of a loan to other
institutions. Should this tendency accelerate, the loan contract will become more and more
like a prospectus and these bank loans will become more and more like securities.

Finally, the simplicity implied by reference to the four pillars vanishes quickly once
one takes into account the federal-provincial aspects of regulation. Banks come entirely under
federal regulation while the securities industry and credit unions (except for their overview
body, the Canadian Corporative Credit Society) fall entirely under provincial control. Trust
companies and insurance companies can be chartered at either the federal or provincial level
and their regulation is also divided across jurisdictions.

Nonetheless, the four-pillar designation of the regulatory process does convey the
essential message that the primary or core-function regulator will be responsible for
monitoring the institution, not only in terms of this core function but also in terms of such
critical areas as solvency, self-dealing and abuses of conflicts of interest.

Regulation by Function

Over the years there have been arguments to the effect that the system ought to move
toward regulation by function, by which is meant that institutions will be subject to several
regulators depending on the function in question and for each of these functions the regulator
will ensure that all institutions are monitored similarly. The 1976 report of the Economic
Council of Canada, Efficiency and Regulation: A Study of Deposit-Taking Institutions, was an
early advocate of regulation by function. More recently, Mr. William Dimma, Chairman of
the Advisory Committee on Financial Institutions, also argued for regulation by function in a
June 18, 1984 address to the Investment Dealers Association in Jasper, Alberta.

From the Committee’s perspective, the problem with regulation by function is that
issues such as solvency and self-dealing are institution concerns rather than function
concerns. Hence, there must be a regulator that has monitoring authority over the entire
institution, regardless of the various functions it performs. In this sense, we come down in
favour of the present Canadian system of assigning primary or core-activity regulators to the
various pillars of the financial system.

However, under the pressures of competition and technology, institutions are
progressively undertaking cross-pillar activities — activities that fall outside the competence
and jurisdiction of the primary regulators and, as a result, sometimes go unregulated. Again,
one example will suffice. Insurance companies have for some time been offering their clients
the opportunity to invest in mutual funds. These funds are not subjected to the same
prospectus requirements as are the issues of regular mutual funds. This matter is now under
discussion by at least one provincial securities commission.

Thus, even though we believe that it is essential that institutions be subject to the
primary regulator associated with the respective pillar or sector, it is also very evident that
where these institutions are allowed to engage in cross-pillar activities they must be subject to
the monitoring or registration requirements of the regulator responsible for these other
functions. This overall approach is broadly consistent with the status quo where many
institutions are now subject to monitoring by regulators other than their primary regu_lators.
The challenge is to ensure that each dollar deposited with an institution is subject to
regulation somewhere, while at the same time ensuring that this does not lead to regulatory
overlap.
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FHCs and the Four-Pillar Approach

The Green Paper’s proposal for federally regulated FHCs was, no doubt, related to this
erosion or merging of the four pillars. Under the FHC concept, encroachment on the activities
of other pillars would have to be undertaken through separate institutions subject to
regulation by the relevant primary regulator. There are, to be sure, advantages to the FHC
concept. Regulation would be simplified because, once again, monitoring by the primary
regulators essentially collapses into regulation by function since cross-pillar operations must
take place in affiliated institutions. But there are substantial drawbacks as well. We have
already commented on the prescriptive and, hence, restrictive nature of the FHC structure.
Moreover, since it would be federally regulated, the FHC construct represents an incursion
into provincial regulatory authority which, if it does not lead to constitutional challenges,
would at the very least generate a prolonged federal-provincial controversy that might unduly
set back the updating of legislation that trust companies and insurance companies have been
awaiting for roughly a half century.

There are, however, other grounds on which to challenge the FHC approach. The
Committee is of the view that the realization of the benefits of competition, innovation and
efficiency requires that institutions have the flexibility to cater to the needs of their clients.
We believe that cross-pillar activity and, more generally, institutional and structural
flexibility to accommodate consumer demand is part of the solution rather than part of the
problem in terms of the manner in which Canadian financial institutions can maintain world-
class status.

Centralizing Regulatory Functions

An alternative regulatory approach to the proliferation of cross-pillar activities is to
create one all-encompassing regulating authority. This is the approach of the House of
Commons report with its NFAA. The Committee recognizes that there are some positive
aspects of such an omnibus regulatory authority. Except for the securities pillar, which would
remain under provincial jurisdiction, the NFAA would oversee the remaining pillars and any
potential problems associated with cross-pillar activities could presumably be internalized
within the NFAA. In our report on deposit insurance we have presented arguments why we
believe that this approach is lacking. To these reasons we would add that there may be
substantial advantages to a system of “competing” regulatory agencies. Provided that there
exists a set of minimum requirements applicable to all deposit-taking institutions (and one
role of the CDIC would be to ensure that there would be), there may be substantial benefits to
having several regulatory authorities attempting to devise effective monitoring and control
procedures, where demonstrably superior procedures would then presumably be adopted by
all regulatory authorities.

Finally, it is not obvious to the Committee that the recent problems in the financial
sector require an overhaul of the institutional framework. On the contrary, we believe that
the existing institutional environment has served Canada well and that, while the recent
financial institution failures reveal substantial inadequacies in the system, these
inadequacies can be addressed effectively without a wholesale revamping of the instit’utional
framework. Thus, the Committee’s approach in the earlier report on deposit insurance and
the approach that we adopt in the present report is consistent with, and builds upon, the
historical development of federal and provincial roles and responsibilities in the ﬁna;lcial
sector. In adopting this approach, we are reflecting the views of the overwhelming majority of
the witnesses who appeared before our Committee.

In terms, therefore, of our perspective on the role of regulators and, more generally, the

regulatory system as they relate to ensuring consumer protection and system stability, we
advance the following observations: ’
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RECOMMENDATIONS AND OBSERVATIONS

[ The Standing Senate Committee on Banking, Trade and Commerce views the
historical evolution of federal and provincial roles in the regulation of the
Canadian financial sector as an important ingredient of Canada’s social
capital. Hence, the reform of the Canadian financial sector should, as much as
possible, respect the existing institutional and federal-provincial division of
powers and responsibilities.

2. Accordingly, the Committee opposes the consolidation of
regulatory/supervisory powers in a single, all-powerful regulatory agency.

3. Ensuring consumer protection and institution stability is best achieved by the
introduction of greater discipline with respect to all four regulatory
components — the Canada Deposit Insurance Corporation (CDIC), the primary
regulators, the auditors and corporate governance — rather than placing
excessive reliance on any one component.

4, If concerns such as solvency and self-dealing are to be addressed effectively,
there must exist primary regulators with authority over the entire operations of
the institution. Thus, the Committee favours the present system which aligns
regulators and institutions according to the institution’s core function. This
practice of assigning separate primary regulators to each core function has
come to be known as the “four-pillar” approach.

5. The forces of competition and technology are inducing financial institutions to
undertake cross-pillar activities — activities that fall outside the competence
and jurisdiction of the primary regulator. Given that the line of demarcation
between various types of financial instruments is progressively more blurred, it
is neither possible nor desirable to restrict an institution’s activities to its core
function. However, any such cross-pillar activities must be subject to
monitoring by one of the primary regulators.

6. Thus, the challenge is to ensure that each dollar deposited with an institution is
regulated somewhere while at the same time ensuring that this does not lead
either to regulatory overlap or to the “un-levelling of the playing field”.

With these observations as backdrop, we now proceed to develop our recommendations
with respect to the regulatory and supervisory system, beginning with a reiteration of our
views on deposit insurance.

B. DEPOSITINSURANCE

In our Tenth Report, Deposit Insurance, we formulated 27 recommendations relating to
all aspects of the structure, powers and operations of the Canada Deposit Insurance
Corporation (CDIC). While it is inappropriate to reproduce all of these recommendations, it is
important to outline in summary form the manner in which such a reconstituted CDIC would
contribute to the enhancement of consumer protection and financial institution stability.
Accordingly, the following recommendations and observations are designed to capture the
thrust of the earlier report as it relates to the range of issues coming under the umbrella of the
Green Paper.

21



RECOMMENDATIONS AND OBSERVATIONS

y £

10.

11.

12.

13.

14.

15.

The CDIC should be constituted as a separate institution with its own board of
directors drawn from both levels of government, the private sector and member
institutions.

The CDIC will function as an insurer. Its role shall be one of administering the
deposit insurance funds. Since these funds are financed through premiums
from insured institutions, the CDIC shall have the responsibility of acting as
agent for these member institutions in managing and protecting the assets of
these funds, for the ultimate benefit of insured depositors.

In the normal course of events the CDIC will delegate its regulatory powers to
the primary regulators. In return, the primary regulators will be required to
establish a set of arrangements that would operate as an “early warning
system” to signal those institutions that may be experiencing problems.

The CDIC would become directly involved in the supervision and regulation of
the institutions identified as potential problem institutions by the early-
warning system. The range of powers that the CDIC would have in order to
restore these institutions to financial health would include the authority to alter
leverage ratios, the authority to issue cease and desist orders with respect to
selected activities and/or practices and the authority to assemble its own
qualified team of examiners.

If the CDIC determines that an institution is no longer insurable, this
information will be communicated immediately to the relevant primary
regulator and to the responsible minister. Normally, this would trigger the
process of winding down that institution.

The possibility exists, however, that the government responsible for the
institution will want to keep it in operation in spite of the fact that the CDIC
deems it to be no longer insurable. The Committee believes that this is the
government’s prerogative. However, we also believe that, in all such cases, the
CDIC’s exposure with respect to such an institution must be limited as of the
date of the notice to the relevant minister that the CDIC has determined that the
institution is no longer insurable. Thus any further liabilities or exposure must
be the responsibility of the relevant government.

The level of deposit insurance should remain at $60,000 until the reconstituted
CDIC is in place and operating for at least one full year. Beyond this period, a
majority of the Committee is in favour of full insurance up to $25,000 and 80 ;;er
cent insurance for the next $50,000.

The CDIC should operate on the basis of separate “pools” — one for banks, one
for trust companies and one for credit unions. Losses by a member institt’ltion
would be made up by a series of surcharges levied on other members of the
same pool. The rationale for these segregated funds is that they will encourage
a desirable degree of industry self-regulation. The CDIC would welcome the
Canadian Life and Health Insurance Association (CLHIA) and the securities
industry as members, but the Committee recognizes that these sectors prefer, at
present, to operate their own consumer protection plans or funds. '

Finally, the Committee views deposit insurance as a privile i

, . ge, not a right. Thus,
the CDIC_must have the authority to set standards for insurability angd indeed
to refuse insurance to those institutions which do not meet these stan&ards 01:
whose primary regulators do not follow CDIC guidelines.
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The Committee assumes that Quebec will maintain its own deposit-insurance system.
However, should Quebec decide to offer deposit insurance through the CDIC rather than
through the Quebec Deposit Insurance Board, it would merit a place on the board of directors
of the CDIC.

Underlying these proposals is our view that the role of an insurer is conceptually
distinct from that of a regulator and a policy maker, although in practice these roles will
overlap from time to time. Thus our recommendations for the structure of deposit insurance
differ from those of the House of Commons report which integrates the regulatory and
insurance function in one super body — the National Financial Administration Agency
(NFAA). They also differ from the recommendations of the Final Report of the Working
Committee on the Canada Deposit Insurance Corporation (The Wyman Report) which, over
the short term, would have the CDIC assume very considerable regulatory powers and, over
the longer term, would also fold insurance and regulation into a single agency.

With these recommendations we believe that we have substantially strengthened the
role of the CDIC within the overall regulatory network. Moreover, the manner in which the
CDIC is expected to interact with the other regulatory components, each of whose roles will
also be strengthened, ensures that the effectiveness of the regulatory system will exceed the
extra discipline that is brought to bear by each component.

We now turn to the second of the four components of the regulatory process, the
primary regulators.

C. INCREASING THE EFFECTIVENESS OF PRIMARY REGULATORS
The Committee’s approach to addressing the role of primary regulators is three-fold:

- first, to ensure that primary regulators have adequate technological and human
resources to undertake effectively the monitoring and examining role under
their existing powers;

- second, to enhance these powers where circumstances warrant; and

- third, to alter their monitoring procedures so that an effective early warning
system is put in place and to establish a network of communication and
information flow to and from the other partners in the overall process of
regulating consumer protection and institution solvency.

We shall deal briefly with each in turn.
Exercising Existing Powers

There is a natural tendency in the wake of the recent financial-institution failures to
argue for much greater powers for the primary regulators. In some cases this is clearly
Justified. In other cases, however, the problems were related not to an inadequate range of
Powers but rather to an inadequate exercise of existing powers. The Committee is not in a
Position to express an opinion as to whether this applies across the board, but, as a result of
the in-depth review of the CCB and Northland Bank failures in connection with our
Report: Subject-matter of C-79, it is evident that this was the case for the Office of the
Inspector General of Banks (OIGB). Section 246(2) of the Bank Act requires that at least once
each calendar year the Inspector General shall examine the affairs of each bank “for the
Purposes of satisfying himself that the provisions of this Act having reference to the §a_fety of
the interests of the depositors, creditors, and shareholders of the bank and other provisions of
this Act are being duly observed and that the bank is in a sound financial condition.”
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To this end, the IGB is given unlimited access to the books, accounts and documents of a
bank and is entitled to require the directors, officers and auditors of the bank to provide him
with such information about the bank as he deems necessary. We have no desire to reiterate
the litany of things that went wrong in the demise of CCB and Northland. Suffice it to say
that the OIGB was unaware of the magnitude of the problems besetting the two banks and of
the extent of the deficiencies in their internal policies and practices. Indeed, in his
appearance before this Committee the Inspector General of Banks admitted that, in the case
of Northland and CCB, the system of inspection and supervision had failed. To be sure there
were plenty of extenuating circumstances associated with the failures: it may well be decades
before a Canadian region once again experiences the magnitude of the recent and still on-
going inflation-deflation cycle of property values and of key sector prices in Western Canada.
Yet the fact remains that the resources and procedures of the OIGB were inadequate to the
task. No doubt this was influenced substantially by the sixty-plus years without a bank
failure and the tradition of dealing with large established banks that typically have in place
satisfactory internal information and control systems. With the 1980 Bank Act revision, and
the consequent issue of scores of new bank charters, the requirements on the regulatory
process changed rather dramatically.

The essential point is that it is important not to overreact in terms of increasing the
powers of primary regulators if indeed the problems lay elsewhere. In this regard the
Committee notes with approval the recent initiatives by the Inspector General to improve the
quality and timeliness of reporting by chartered banks, to introduce uniform accounting
guidelines for loan losses and non- performing loans, and to ensure that his office receives on a
regular basis the post-audit letters that shareholders’ auditors send to management and the
audit committee of the board of directors.

More generally, enhanced communication between the regulators and shareholders’
auditors is essential to an effective supervisory system. As part of their normal duties,
auditors are expected to evaluate the design and operation of internal systems of accounting
and control in their client companies. They have an extensive knowledge of the plans and
practices of the firms they audit. Short of duplicating their role, regulatory authorities must
be able to rely on the auditors for the information they need to do their job adequately.
Section 242(4) of the Bank Act already requires that the shareholders’ auditors report to the
OIGB “any transactions or conditions affecting the well-being of the bank that in their
opinion are not satisfactory and require rectification”. While the OIGB has other means of
communication with the bank auditors, it is nevertheless a telling comment on the state of
communication between these two links in the supervisory chain that apparently no report
has ever been filed under this provision in many years. The recent failures of two banks have
underscored the urgency of enhancing the lines of communication between the auditors and
regulatory authorities and improving the flow of information between them.

RECOMMENDATIONS AND OBSERVATIONS

16. To a considerable degree, the recent problems in the financial sector appear to
reflect not so much an inadequate range of regulatory powers as an inadequate
exercise of existing powers. To the extent that this is the case, it is important
that legislators do not react to recent events by endowing regulators with
unnecessary and unwarranted powers.

This analysis should not be interpreted as implying that things are all right as far as
the regulatory process goes. Obviously, things are not all right. However. there are costs to
regulatory overkill, especially in terms of the efficiency and innovative cape;city of the system
Significant increases in the powers assigned to regulators should be reserved to areas where
they are absolutely essential. Some such areas clearly exist, as the next section indicates.
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Increasing Existing Powers

The primary regulators, as well as the CDIC, must have sufficient powers to impose
measures designed to restore problem institutions back to financial health. These will include
powers such as the ability to alter leverage ratios and to issue cease and desist orders for
certain activities and/or practices undertaken by institutions. As will be pointed out in a later
section, they should also include the authority to monitor non-arm’s-length transactions
(NALTSs) and the power to assess appropriate penalties relating to any transgressions.

It is probably not possible to devise a system of powers that will account for every
eventuality. As the detailed testimony of the Superintendent of Insurance before the House of
Commons Committee indicated, a review of the events associated with the various trust
company failures revealed several instances where the regulators did not have adequate
powers to prevent or terminate certain obviously inappropriate actions on the part of these
institutions. In some of these instances, legislation has already been introduced to remedy the
situation. In our review of the events surrounding the failure of CCB and Northland, we
recommended that, where weaknesses are discovered, the Inspector General of Banks must
have the power to require the transgressing institution to take the measures necessary to
remove the identified deficiencies. However, consistent with the thrust of the present report,
we also argued that it is important that increases in powers be limited to specific practices
which impair the Inspector General’s ability to monitor the soundness and solvency of a bank
and should not be used to supplant management’s prerogative to manage and direct a bank.

Finally, we wish to emphasize again that the primary regulators are only one part of
the overall regulatory system. As the earlier recommendations indicate, the CDIC would also
have substantial powers to deal with problem institutions. Moreover, the incentives
associated with the operation of separate deposit insurance pools should ensure that the
institutions themselves will take a very active interest in ensuring that the primary
regulators have both resources and powers adequate to their task.

In the Committee’s view the most serious weakness in terms of the existing regulatory
framework is not that the powers of the regulators are inadequate. Rather, it is that there do
not exist mechanisms and procedures that can identify problem institutions on a timely basis.

RECOMMENDATIONS AND OBSERVATIONS

17. Increases in regulatory powers should be restricted to those areas where
existing powers limit the ability to monitor the soundness and solvency of an
institution or to restore problem institutions to financial health. They should
not be utilized to supplant management’s prerogative to manage and direct an
institution.

18. The most serious weakness of the existing regulatory framework is the lack of
procedures or mechanisms to identify problem institutions on a timely basis.

An Early-Warning System

As indicated in the section dealing with deposit insurance, the primary regulators
should be required to establish a set of reporting and monitoring arrangements that V\_ull
operate as an early warning system to signal those institutions that may be experiencing
problems. What we have in mind here goes well beyond the timely release and circulation of
the traditional sorts of information flows. Specifically, the primary regulators w_ould be
required to develop a computerized data base relating to member institutions. Given the
rapid spread of technology, this is hardly a tall order.

However, we recommend strongly that this be integrateq on a periodic })asis intc_) an
overall rating system for each institution. In this we are endorsing the suggestion contained
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i rt, which in turn draws from United States practice. Known as the
glAtl\}/}%lIng;Z::mR:f?tZr its five components (Capital adequacy, Asset quality, Managgment
ability, Earnings quality, and Liquidity) the U.S. Comptroller of the Curre?cy ass1grtls a
rating of 1 (good) to 5 (bad) for each of these ﬁye areas. As part of: the U.S. regulatorytsys tgm,
the examining authority for member institutions that fall into the twohm\gs ra_tltng
categories is turned over to the Federal Dep051.t Insurance Corporation. The Committee
recognizes that such an early-warning and rating sy_stem would probabl){ havfe ;:10 vary
somewhat across the pillars in order to reflect the different characteristics of the core
functions.

it Insurance report, we also recommended that primary regulators ensure
that rnI:r:g:rDiflg(t)?tlutions for whigh brokered deposits exqeed some mm}xlmurtx: tl;resholddbe
required to report this fact immediately and that suck} institutions then be kept un (lar
particularly close supervision. The existence of subst.antlal brol.cered deposits needfr}ot :imlz‘ y
that an institution is in trouble. Indeed, such deposits are an important source of fun ls .cl)r
many institutions across the country. However, the fact remains that they are a ver{ volatile
source of funds and their presence represents a further potential early warning signal.

ntario Task Force carries this concern with brokered deposits much further. It
recomr'flgzd(; that institutions report the identity of such broke.rg and }:he (r)nethqu ’%ndkraFtes of
remuneration that they are paying the bquers. In.addltl.on th eCDrIléarlo asd. _orc?
recommends that these deposit brokers be requ}red to register w1t!1 the DI, onl;e con 1t1%n l;)
which would be that a registrant disclose to clients a) the cqu;ussmr;, i ail‘rly,t luemfg paid | )I
the financial institution taking the deposﬂc_, .b) the c01_nmls§1on1 rates o otte;'h 12anc1§:
institutions, and c) the extent to which deposit insurance is available 1(;1 :?Spec 'Oh e deposit.
Without necessarily endorsing the Ontario Task. Force’s recommenda 1gnskw1td Cxl‘espe.ct to
brokered deposits, we welcome them as further e\{ldence that monitoring brokered deposits is
an essential component of an effective early-warning system.

RECOMMENDATIONS AND OBSERVATIONS

i must be required to develop a computerized data base to

> :)::::aa;g tlifeg g{lai::;li'zg block for an earl.y-w.arning system. Other components of

the system would include the monitoring of brokered deposits al_ld the

establishment of an institutional rating system modelled, for example, after the

U.S. CAMEL system. (CAMEL is an acronym for.Ca.px.tal adequacy, Asset

quality, Management ability, Earnings gu.allty and quuu.hty.) The fJD!C would

become directly involved in the supervision and regulatlon_ of institutions that

fall below some minimum threshold leve! in terms of the ratmg system or, more
generally, in terms of the indicators relating to the early-warning system.

D. AUDITORS
Upgrading Standards

The auditors represent the third set of players in thg overall a
consumer protection and system stability. They are a pivotal in
link between the primary regulator on the one hand and the instit
their role is critical to the working of the overall system. Eviden
their procedures and practices in the two bank failures left much
Canadian Institute of Chartered Accountants (CICA) has rece
commission to review the role of auditors apd to make suggestio
auditing standards. We regard it as essential that t.he special ¢
ensuing CICA guidelines for auditors be adeguate in terms of
regulatory process. Nonetheless, thg Cor_nmltteg offers the fol
respect to the role and practices of auditors in relation to the overal

pproach toward ensuring
formation and monitoring
ution on the other. Hence,
ce before us indicated that
to be desired. Indeed, the
ntly appointed a special
ns for the improvement of
ommission’s report and the
meeting the needs of the
lowing observations with
l regulatory process.
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Enhancing Reporting Requirements

One of the current dilemmas is that managers of financial institutions have much
better information on the degree of risk inherent in their portfolios than do depositors,
regulators or the CDIC. This will always be the case unless techniques are put in place to
assess more effectively the risk exposure and changing market values of assets and liabilities.
Therefore, the Committee recommends that the CDIC, primary regulators, industry
representatives and the CICA work together in developing reporting and assessment
standards that will reflect more accurately an institution’s exposure to risk. In practical
terms, this means supplementing the existing audits, which are conducted on a “going
concern” basis, with audits that reflect more accurately the current or market values of the
assets of the institutions. The Committee notes that there is a considerable difference in the
procedures currently applied to trust companies and banks in terms of the accounting
practices for losses and non-performing loans, with the former having in place more
demanding reporting requirements. While our general position is that uniformity of
regulatory treatment across the pillars is not necessary, and in many cases not desirable, we
believe that this area of provision for losses and non-performing loans is of such importance
that the accounting procedures should become more uniform.

Appointment of Auditors

The Bank Act currently requires shareholders of a bank to appoint two firms of
auditors. In our earlier report on the <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>