Financial Restructuring:
The Canadian Experience

Charles Freedman

In this paper, | examinethe recent Canadian experience with finan-
cid restructuring. In thefirst section, | lay out the background situation
in Canada, which was quite different from that of most other coun-
tries. Thisis followed by an examination of the factors that were
crucial in motivating the mgjor overhaul in legidation in which we
are currently engaged in Canada. The third section presentsthe ap-
proach taken by the Canadian authoritiesin dedling with the perceived
need for change, in particular the mechanisms proposed to cope with
the problems thrown up by the changesin structure. The final sec-
tion sets out briefly the current situation regarding the legidation.

Background

> Unlikethe case in most countries, the drive for financial restruc-
turing in Canada was totally unrelated to pressuresfor the removal
of interest rate ceilings, credit controls, or other such quantitative
restrictions. Indeed, sincethe 1967 revision of the Bank Act removed
interest rate ceilings on bank loans, interest rates on both deposits
and loans have tended to move with market interest rates and Canada
has thereby avoided artificial inducements for the development of
new instruments and new intermediaries to evade interest rate
restrictions.! v
Historically, the Canadian financial system has been based on five
principal industries or groupings. The chartered banks, all federally
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chartered, were dwaysinvolved in commercia lending and, in the
last three decades, have a so moved into personal loans and residen-
tial mortgagelending in amajor way. Trust and mortgageloan com-
panies tended to specializein residential mortgagelending but more
recently have been moving aggressively into consumer loans and cer-
tain forms of businesslending. Mogt of theseingtitutionsarefederally
chartered but some operate under provincid charters. The cooperative
credit movement (credit unionsand caissespopulaires) has principally
serviced the persona sector with both mortgagesand loans, although
recently it, too, has been moving gradually into business lending.
On thedeposit side, dl threeof the above groupings have competed
strongly for personal businessover the past two decades by offering
afull range of deposit instruments, and more recently competition
has also been increasing for business and government accounts, once
largely the preserve of the chartered banks.

Thelifeinsuranceindustry has moved over timefrom atraditional
businessinvolving theselling of lifeinsuranceand investingthe pro-
ceedsin amix of mortgageloansand investments, to a much greater
emphasison single premium deferred annuities, which closaly resem-
ble term depositsa the other ingtitutions, and a more diversified port-
folio of assets. This industry is split among federal and provincia
jurisdictions, with thelargemgority holding federal charters. Finaly,
securitiesdealers in Canada are very much like their counterparts
in the United States, with the exception that thelegidative framework
under which they have operated has been established by the provinces
and not the federa government.? In recent years the separation of
banking and the securitiesbusiness has come under increasing pressure
as a growing share of the short-term financing business of the cor-
porate sector has been donethrough paper markets and as banks have
entered the discount brokerage business.

Thus, dthough the Canadian financid system has traditionally been

1 The considerable Innovation i the area of new financial Insrumentsthat has occurred in
Canada has been the result of such factors as interest rate volaulity, uncertainty regarding
future rates of inflation, shufts 1in borrower and lender preferences, and new developments
in technology and communications,

2 |n addition to the financal industrses discussed in this paper, thereare also a property and
casualty msurance industry, a penston industry, and a vartety of lessregulated or unregulated
industries, such as the salesfinance industry, the mutual fund industry, and the venture capital
industry
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characterized by a separation of functions among different types of
institutions, the separation was never watertight, and in recent years
there has been a more or less continua blurring of functionsasin-
stitutions penetrated each other's areas.

For much of itshistory thefinancial system was aso characterized
by alargedegreeof separationof financia firmsfrom thoseengaged,
in nonfinancial businessand by widdy held ownership of the prin-
cipa financia ingtitutions.

One way in which the separation of commercia and financia
businessisbuiltintolaw isin termsof restrictionson thedownstream
linkages that are permitted to financial institutions. Thus there are
stringent limitationson the holding of equity investments by deposit-
taking inditutions and life insurancecompanies,? and securitiesdealers
have traditionally not made long-term investmentsfor control pur-
poses in unrelated businesses. There is, of course, a grey area as
to what isfinancial and what iscommercial, and institutionsare per-
mitted to engage in what have been defined as ancillary activities.
Theseinclude, for example, certain kindsof activitiesrelated to real
estate, leasing, and payroll services, as well asthe sdle of data pro-
cessing servicesin thecaseof trust and insurance companiesbut not
in the case of banks.

Upstream linkages between financial institutionsand commercial
firmswerelimited by atradition of widdy held ownership for banks,
and until recently, for most largetrust companies. This was buttressed
by aBank Act revision in 1967 that mandated widely held owner-
ship for banks by limiting the holdingsof any one individual, firm,
or group of associated individuasor firmsto 10 percent of bank voting
equity.* By their nature cooperative credit ingtitutionsare not suscep-
tible to upstream commercid links; nor are the mutua lifeinsurance
companies, which are effectively owned by their policyholders. And
until recently, only thoseindividua sactively engaged in the securities
industry could be partnersor shareholdersin a securitiesdealer. Even

3 Theprincipal situation In which banks can be Involved In the ownership and operation of
commercial firmsis that in which the latter 1s taken over ascollateral for aloan that is called.
Thebank isgiven two yearsto dispose of asholdings in thesecircumstances, although exten-
sions may be granted by the Mmister of Finance.

4 Theintention of this legislationwas to prevent any potential for eign takeoversof Canadian
banks but it had the side-effect of preventing commercial-financial inks from developing n
the banking industry.
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when the useof outsidecapital was permitted, restrictionswere placed
on the amounts that could be held by any one outside investor.

Thus, the only potential upstream linkages were in the trust in-
dustry and in stockholder-owned life insurance companies.> Many
of thesmall firmsin theseindustrieswere owned by commercia firms,
but most of the large firms were widely held. In the case of trust
companies, the Situation has changed drastically in thelast few years,
during which all the major widely held trust companies have been
taken over by commercia concerns. Many of the purchasers have
also bought life insurance companies, thereby creating ownership
links between insurancecompaniesand trust companies. In somecases
they have also established or purchased property and casualty in-
surance companies, investment banks, and real estate brokers, thereby
creating diversified financia conglomerates.

The picturein recent years, in short, has been one of a sector in
flux, with increasing interpenetration by the variousindustriesof each
other's traditional domain, the development of financial-commercial
upstream links through takeovers, and thecommon ownershipof some
trust companies and life insurance companies as these acquirers
broadened their activities.

Factors motivating the legidative restructuring of the system

Although elements of the changing structure sketched out above
provided theinitia pressurefor a major legidative restructuring of
the system, other factors also came to play an important role over
time in intensifying the perceived necessity for change and condi-
tioning the nature of the change. One can identify five key factors
that drovethe process. First, therewasaneed to modernizethelegida-
tion of trust and mortgageloan companiesand of lifeinsurancecom-
paniesand to deal with the question of thebusiness powersavailable
to each of thesegroups. Second, inthelight of thespread of closely-
held ownership, commercia-financia links, and common ownership
of firms in differentindustries, there was a need to re-examine poten-
tial problemsof self-dealing, conflictsof interest, and concentration

5 There were also considerable upstream linkages in the property and casualty Insurance
industry.
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of ownership as wdl as the broader question of the desirability of
financial-commercial links. Third, given the recent failures of a
number of financial institutions, including two smal Western Cana-
dian banks, questions were raised about the incentives created by
the system of deposit insurance in Canada, and about the adequacy
of thesupervisory structure. Fourth, as the process devel oped, there
was increasing attention paid to the ongoing globalization of finan-
cial markets and the need for Canadian financial institutions to be
able to compete effectively both at home and abroad. And fifth, at
the sametimeasthefederal government was devel opingits approach,
the provincial governments were taking their own initiatives, both
developing new legidation for the institutions under their aegis and
acting to change the entry rulesfor the securitiesindustry.® Thein-
itial impetus for restructuring the financial system came from the
first two factorswhile the other factors cameinto play over time as
the process was going on. | now turnto adetailed discussion of each
of these factors.

Need to modernize legidation and the pressure to expand powers

Whereas, by law, thelegidationgoverning banksis updated every
ten years, thefederal legislation governing trust companies had not
been completely overhauled since 1913 and that governing life in-
surance companies since 1932.7 Interestingly, most of the pressure
in Canada for expansion of the business powers of deposit-taking
financia ingtitutionsin the recent period have come from the institu-
tions themselves. With some minor exceptions, there has not been
much in the way of complaints by customers as to the availability
of services, nor any great apparent demand for financia supermarkets.
Toagresat extent, thedesire of theseingtitutionsto expand their range
of permitted services (especially in thearea of commercia lending)

6 The crucial element here was the discussion about entry of other financial institutionsand
foreign dealers into the domestic securities industry.

7 This isnot toimply that no changeshad been madeover the interveningperiod. Important
amendmentsto the legidation and changesin regulahonshad given thesenstitutions a gradual
and consider ableincrease in power sover the yearssuch that for most of theperiod they were
able to engage in the lines of business they wished to enter.
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derived from their experience with the difficult financial markets of
thelate 1970s and early 1980s, which left the institutions concerned
that they might not have the flexibility to cope with the situation that
might evolve over thefollowing decade. The key elementsinvolved
in the case of the trust companieswere, first, the shortening of the
maturities of deposits that had occurred in the face of uncertainty
and interest rate volatility and, hence, the desire by the institutions
to beableto lay off thesefundsin floating rateand short-term assets, 8
and, second, aconcern that their primary asset, residential mortgages,
would over time become less important for demographic reasons.
There was, therefore, a strong desire to expand their activities in
commercia lending. At the sametime, lifeinsurance companieswere
shifting their activity away from life insurance toward short-term
deposit-like instruments and, consequently, they wished to be able
to diversify their assets more widely than in the past in order better
to match. In addition, they wanted to be able to purchase or set up
trust companies in order to expand the scope of their activities.
A related element of pressurefor change, which became impor-
tant at asomewhat | ater stage, camefrom thedesireof banksto enter
into the securitiesbusinessin Canada. In part, this was a reflection
of thetrend by corporate borrowersaway from bank loansto securities
markets and the banks consequent perceived need to increase their
fee-generating activitiesin lieu of intermediationincome. Although
some of the banks were aready engaged in investment banking in
jurisdictions outside of Canada and although banks were permitted
to engagein certaintypesof securitiesactivitiesin Canada, they felt
that their ability to get involved to a greater extent in such business
in their home market would enable them to service their domestic
customers more effectively and would strengthen their capacity to
engage in corporate underwriting and other facets of the securities
businessin international markets. |n addition, there was some pressure
to review the provincial regulationsthat prevented foreign entry in-
to the domestic securitiesindustry as well as sometendency to emulate
related developmentsel sawhere, particularly in the United Kingdom.

8 In Canada most commercial loans are made on a floating-rate basis related to the prime
lending rate or, in some cases, to the cost of funds
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Conglomeration, closely held ownership, and
commercial-financial links

The other initial development leading to the process of change of
the legislation governing the financial sector was the spread of the
conglomeratemovement to thefinancial sector. As mentioned earlier,
nonfinancial firms had purchased financial firmsand, in most cases,
these new owners had gained control of institutionsin more than one
financia industry. Thus, some major trust companies and life in-
surance companies had been brought under common ownership and
wereclosely held. Asaresult of thesechanges, policymakersbecame
more concerned about the potentia for self-dealing,® a problem that
had not arisen in any major way until then, principaly as a result
of the tradition of wide ownership. Thus, one crucia goa of the
restructuring exercise wasto find away of reducing the self-dealing
risk in the case of closely held firms. Furthermore, with the in-
terpenetration by industry groupings of each other's territories and
the development of common ownership of different types of finan-
cial ingtitutions, one could no longer rely upon compartmentaliza-
tion of functions as a way of avoiding conflicts of interest.!® Asone
moved into the ** brave new world™ in which institutions or groups
of ingtitutions with common ownership could carry on more func-
tions, the question of how to deal with potential conflicts of interest
came to the fore.

In addition to initial concerns about the self-dealing aspects of
commercia-financia linkages, there developed over time a more

9 The term **self-dealing’’ has been used 1n the Canadian context to deal with transactions
between a financial imnstitution and either 1ts controlling ownership group or the nonfinancial
Interests of the ownership group. The concern has been that such non-arms-length transac-
tions, whether asset purchases, loans, or guarantees, mught in some cases be to the benefit
of the owners and to the detriment of the financial institution, thereby increasing the rrsks
to the depositors of thelatter and to the deposit-insuring agency |n extremecases, such tran-
sactions rght result n the mnsolvency of the financial mstitution

10 Conflict of interest 1ssues arise when the interests of two customers of an mstitution can
be 1n conflict or when those of the customer are 1n confltct with those of the institution itself
An often-used example 1s the possibility that an institution would use the funds of atrust that
1t was adminsstering to purchase securities of a firm to which it was lender and then use the
proceeds to repay theloan The separatton of the trustee function and the commercial lending
function had avorded this problem, but it has become essential to find other ways of dealing
with 1t as financial institutions have become increasingly involved n both the trust business
and commercial lending
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general unease with such linkages, which was related to considera-
tionsof concentrationaof power and theimpartiality of the credit pro-
cess. Moreover, there has been some concern that problemsin the
nonfinancial part of a conglomerate could spill over and undermine
confidence in the soundness of the financia ingtitutions in the
conglomerate.

Ingtitution failures, supervision, and deposit insurance

In common with the experiencein other countries, Canadahas had
a number of failuresaof financial institutionsin the 1980s, including
those of two small Alberta banks. These failures, which were very
costly for the deposit insurance agency (and, in the case of the two
small banks, for the government as well) led some to question the
structure of the deposit insurance system. In Canada, deposits are
insured for the first $60,000 and the premiacharged al institutions
are afixed percentage of their insured deposits. Among the options
that received the most attention in the debate were those of co-
insurance and variable risk-related premiums.

The other offshoot of theinstitutional failureswasa concern with
the structure of the supervisory system and its ability to cope with
the changing financia structure. In the caseof banking supervision,
Canada has dways used atripartitesystemthat hasrelied on the bank’s
internal inspection systems reporting to the board of directors, on
external auditors, and on the supervisory agency. Thelatter has relied
upon financia statements verified by the auditors, and on-site in-
spections have played only a very limited role.*' The question of
whether the nature of the supervisory systemitself bore some respon-
sihility for the failure of the Alberta banks and therefore required
modification was made the subject of a Commission of Inquiry.

Role of globalization

Although thisissue was not especidly prominentin theearlier part
of the process, over time it came to have a much more central role

1 This 1s sumilar to the situation in most European countrres In the United States, i con-
trast, wrth its large number of small banks, on-srte inspections play a central role.
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in the thinking of the various participants in the debate. The prin-
cipal question at issue in this regard was the potential direct entry
into the domestic securities market of Canadian financial intermedi-
aries and of nonresident banks and securities dealers.'? Behind the
debate was an increasing concern about the performance of the Cana-
dian securities industry in a rather protected environment at a time
of increasing competition in and from other major world securities
markets.

A principal argument of those who supported change was that
dealers needed more capital, particularly in aworld of **bought deals™
with greater than traditional risks. There was also concern that the
Canadian securities market would become a backwater if it did not
open up to the rest of the world and that more competition was
necessary to ensure that the Canadian securities industry did not fall
behind in a very innovative world environment. This concern was
exacerbated by the fear that developments in communications, by
reducing transactionscosts, would permit an increasing share of Cana-
dian lending and borrowing to be conducted outside the country if
the Canadian securities industry was insufficiently efficient or
innovative.

Provincial government initiatives

Recall that in Canadaonly bankingistotally under federal jurisdic-
tion. Although a large proportion of the trust industry and the in-
surance industry is federally chartered and regulated, some part of
these industries falls under provincia jurisdiction as does virtually
the entire cooperative credit industry and securities regulation. At
the same time that the federal government was re-examining its ap-
proach to the financial sector, the provincial governmentswere revis-
ing their legidlation as well. As the process developed there were
three aspectsof the provincia developmentsof particular importance.
First, the province of Quebec moved down the path of permitting
ownership of companiesin onefinancial industry by thosein another

12 Certain kindsof activities were open to both nonresident securities dealersand domestic
financial intermediaries and, indeed, such instituttons played an Important role in the so-called
" exempt market" .
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industry. Second, there were apparent divergent attitudes by the
federal and provincia governments regarding such issuesas closely
held ownership and financial-commercid linkages. Third, there was
initially some cons derabl edisagreement between Ontario, the primary
regulator of the most important securitiescenter in the country, and
the-federal government regarding the scope of entry by banks and
other financial institutions into the securities business, as well as
regardingthelocus of regulation and supervision of federdly chartered
financial institutions that did enter into this business.

Approach taken to restructuring

In the course of preparing for the restructuring of the financial
system, both federal and provincia governmentscommissioned and
prepared a number of reports, and hearings were held by the House
of Commonsand Senate committeesfollowed by theissueof reports.
The federal government's own position was set out in two documents,
an initial discussion paper entitled ** The Regulation of Canadian
Financial Institutions: Proposalsfor Discussion™ (commonly known
asthe Green Paper), and afina set of proposasentitled**New Direc-
tionsfor the Financia Sector™* (commonly known asthe Blue Paper).
Becauseit isthelatter that has set out the framework for thelegida-
tion that has been and is currently being prepared, the approach in
that paper isthefocus of therest of thisdiscussion. Becausethe nature
of the proposed changes continuesto be the subject of intensedebate,
there may be modificationsto the approach beforethe legidationis
finaly passed.

Powers

Thereisto beavery considerable extension of the business powers
granted to financial institutions, bothin theform of in-house powers
and in the ability to invest downstream in other types of financia
institutions. Among the most important of the changes is the right
of trust and mortgage loan companiesand life insurance companies
to make consumer loans and business |oans without specific quan-
titative limits. '3 In addition, subject to the rules regarding owner-
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ship which arediscussed below, regulated financial institutions will
beabletoinvest in, purchase, or start up institutions in other finan-
cial sectors, including the securities industry. 4 Institutions will also
be permitted to engage in the networking of one another's products
and to engage in a number of ancillary activitiesthat were prohibited
in the past.

There are a number of limitationsto the general approach just out-
lined. First, large financia institutions will not generally be permit-
ted to purchase large financia institutions in other areas, with the
exception of securities dealers. Thisprovision wasamed at preven-
ting the reduction of competition through the merger of currently
competing largeinstitutions. Second, the retailing of insurance was
excluded from the right to network. Third, the entry of nonresident
institutions into the securities market, either directly or through in-
vestment in an existing securities dealer, was partly restricted until
June 30, 1988. Thiswas intended to give Canadian-owned financial
institutions a short head start in entering into the securitiesindustry.
Fourth, the trade negotiations with the United States that are cur-
rently under way have included discussions of nonresident owner-
ship of financial institutionsin Canada, which may influencethe final
form of the legidation.

Oneresult of the proposed changesisthat the differences between
the various types of financia institutions will be far smaller than in
the past. Conglomerates will emergethat can provide virtualy every
kind of financia service to business customers or to persona
customers or to both. '* Institutionsthat choose to remain stand-alone

13 To quahfy for the right to make business |oans without imit, however, a near-bank must
have reached a minimum size in terms of capital and have received supervisory approval
Furthermore, the institution would be bound by considerations such as diversification which
are part of the usua prudent portfolio approach to portfolio management.

14 Thus, the Canadian equivalent of Glass-Steagall, by which deposit-taking institutions and
securities deal ers were kept separate, 1s being abolished as part of the restructuring In addi-
tion to the nght to invest n securities subsidiaries, banks and near-banks will be permitted
toengagedirectly in certain hitherto-prohibited types of activities, 1n particular the provision
of Investment advice and portfolio management services

15 Thelegal structure of the conglomerates may vary sigmficantly since the law will permit
but not require a financial holding company, and institutions can invest downstream in a partly
or wholly-owned affiliate. Thus the peak of the pyramud may be any one of the regulated
financia institutions or a financral holding company.
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will dso beableto offer, if they choose, most kindsof financia serv-
ices, either directly or as an agent. The somewhat blurred distinc-
tions of the past among different types of financial institutionswill,
for the most part, come close to disappearing. Of course, some in-
stitutions may continue to specializein one or more areas, offering
a boutique-type service in their area of speciad expertise.

One byproduct of giving banksand near-banksvery similar powers
in the domain of lending was the need to address the issue of com-
petitiveequity regarding theimposition of non-interest-bearing reserve
requirementson banksand not on near-banks. The decision was taken
to phase out reserve requirements on the banks so as to remove the
unequal treatment and unequal costs on ingtitutions competing for
the same business. The Bank of Canadadoesnot perceivethe necessity
for any major changesin the implementationof monetary policy as
aresult of theabolition of reserve requirements. Major financia in-
stitutions will continue to settle their accounts on the books of the
bank and hence will continueto hold depositsat The Bank of Canada.
Thiswill providea sufficient fulcrum for the operation of monetary

policy.

Ownership

In many ways, thisis the most complicated part of the proposals
becauseit attemptsto integrateadesireto limit financial-commercia
linkages with a recognition of the present reality. In effect it divides
financid institutionsinto three types—widely held, closely held with
no commercia links, and closely held with commercial links. It dso
distinguishes, primarily for historical reasons, between banks and
near-banks.

Banks. No commercial links are permitted. Existing large banks
must remain widely held. Small bankscan be closely held but when
they reach a certain size ($750 million in capital) they must ensure
that, within fiveyears, at least 35 percent of their sharesare widely
held and publicly traded. Furthermore, |large shareholderscannot in-
creasetheir equity holdingsin suchabank. Thus, over time, the pro-
portion of ownership of the controlling shareholder will be diluted
as new shares are issued, until the bank becomes widdly held.

Nonbanks with no commercial links. These may remain closely



Financial Restructuring The Canadian Experience s

held until they reach $750 million capital, a which point they must
ensurethat, within five years, a least 35 percent of their sharesare
widely held and publicly traded. In contrast to the case of banksthe
controlling owners may maintain their shareof ownershipindefinitely
by purchasing their proportionateshare of any new issue of voting,
shares.

Nonbanks with commercial links. Special, more restrictive rules
will beimposed in order to constrain commercia-financia linkages.
First, no approval will be granted for theincorporation of new trust,
mortgage loan, or insurance companies to applicants with signifi-
cant commercial interests. Nor will such applicants be permitted to
increase ownership positions of more than 10 percent or acquire
ownership positionsexceeding 10 percent in financial ingtitutionswith
capital in excess of $50 million. Second, for commercially-linked
institutions (or groupings) with more than $50 millionin capital, 35
percent of shares must be widdly held and publicly traded withinfive
years. The controlling shareholdersmay purchasetheir proportionate
share of any new voting equity issues as long as the 35 percent
threshold is reached within fiveyears. Third, for very small closely
held institutions (less than $50 million in capital), no changes are
required. )

Thisapproach to ownership isintended to arrest thetrend to greater
links between the commercial and financia sectorsand to encourage
wider holdingsof shares (at least to the 35 percent level). Nonetheless,
the movement to widely held ownership will probably occur only
very gradually. ,

Self-dedling

The concern about self-dealingisto be addressed through a varie-
ty of approaches. First, and foremost, there will be severe limita-
tions on non-arms-length transactions between financial institutions
and personsor companieswho are in positionsaof influence over or
control of the ingtitution. The most important of these'are transac-
tions with shareholderswho own morethan 10 percent of the shares
of theinstitution, with directors and officersof the institution, and
with significant businessinterestsof such persons. The policy bans
most types of transactions with non-arms-length parties (including
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loans and investments, and sales and purchases of assets) and im-
posesinternal controlsfor permitted classesof transactions (mostly
servicetransactions). Second, transactions between regul ated finan-
cia institutionswill be restricted, but to aconsiderably lesser extent
than those between financial ingtitutions and their owners. Unusua
transactionswill requirepreclearanceby supervisors. Third, the ap-
proach to ownershipwith its constraint on financial-commercia links
will, over time, tend to reduce the situations in which self-dealing
can occur. !¢ Fourth, thecombinationof at least 35 percent minority
sharehol ding and an enhanced role for independent directors should,
on the margin, have a beneficia effect.

Conflicts of interest

Potential conflict of interest problems will be handled by a multi-
faceted approach that includes greater disclosureto the consumer,
the use of techniquesto prevent the dissemination of inside infora-
tion within an ingtitution (commonly known in financial circles as
“'Chinese Walls), and enhanced internal scrutiny through creation
of amonitoring group within each institution. The purpose of these
edementsisto identify potentia conflicts, to providefor an appropriate
internal process to deal with conflicts, and to require that proper
disclosure be made.

Among thedisclosure rules will bethefollowing: clear identifica-
tionof the ingtitution with which the client is contracting, including
the presenceor absence of deposit insurance coverage of deposits;
aclear description of the role played by the corporationin contrac-
ting with the client, including whether the corporationis a principal
or an agent for other parties; a statement that fees and commissions
areearned by the ingtitutionin networking situations; and disclosure
to the client of any materia facts coming to the knowledge of the
ingtitution in the course of a business transaction with or on behalf
o aclient.

16 Somehaveargued that the ownership r uleswill potenually reducethelevel of competition
n the financial services industry. This may bea case wher e thereis some tradeoff a the margin
between competition and soundness and wher e the decision has been made to emphasize the
latter
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Corporate governance

Inthearea of corporategovernance, changeswith respect to auditors
and directors will be put in place. Although the external auditors
role in the tripartite system will not be fundamentally changed,
measures will be introduced to improve the quality of information
flowing to them, to bolster their independencefrom the management
of thefinancial institution, and to enhancetheir communication with
directors and the supervisor.

Recognizing the important role that directors play in a financial
institution, theintention is to make mandatory certain proceduresthat
should improve the functioning of boards. To ensurethat the board
of directors has accessto the views and judgment of individualsthat
do not have a significant association with the financia institution,
it will be required that at least one-third of thedirectors be **indepen-
dent™* of the financial institution. Independent directorsare also to
be given an important role in reviewing the corporate practices of
particular supervisory concern—for example, certain self-dealing
transactions, conflicts of interest, and transactions or practices that
may have a materia effect on the health of the financia institution.

Supervision and deposit insurance

There have been and are to be a number of important changesto
the supervisory and deposit insurance structure but these are not of
an especialy radical character. The two federal supervisory bodies,
the Officeof the Inspector-Genera of Banksand the Department of
Insurance (which was responsiblefor supervisingtrust and mortgage
loan companies as well as insurance companies) have been merged
into a new Officeof the Superintendent of Financia Institutions. This
changeis particularly appropriate, given the proposed changesin the
powers of the various financial ingtitutions that would make them
much more similar than in the past. Other possible changes to the
structureof the supervisory body that had been discussed in the course
of the last two years, such as a merger with the deposit insurer or
shifting supervisory responsibilitiesto the Bank of Canada, werein
the end not considered to be as desirable. The supervisor was also
given new powers, of which the power to make ** ceaseand desist™
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orders is the most important. In addition, a new interagency com-
mittee will be established, consisting of the heads of the supervisory
office, the central bank, the deposit insurance agency, as wdl the
deputy minister of finance, which will ensureinformation exchange
and consultation on supervisory matters that have implications for
solvency, last resort lending and risk of deposit insurance payout.
Also, by ensuring that the concerns of the deposit insurer and the
lender of last resort are given full weight in decisions on troubled
institutions, the new committee will strengthen the supervisor's **will
to act™ in these situations.

On thedeposit insurancefront, neither coinsurancenor risk-related
premiums are to be introduced. However, the Canada Deposit In-
surance corporation (CDIC) has been given increased powersin the
issuance and terminationof insurancecoverageand it has been given
the power to levy a premium surcharge on member institutions that
arefollowing unacceptabl epractices (as specified by CDIC bylaws).
The insurer will also play a central role in restructuring insolvent
institutions.

Current stutation

Thelegidation passed thus far includesthat pertaining to the super-
visor and depositinsurer, as just mentioned, and that permitting finan-
cia ingtitutionsto invest in or purchase an existing securitiesdeal er
or to start a new securitiesdealer subsidiary. The rest of the proposed
changes, including those relating to institution powers, ownership,
self-dealing, conflicts of interest, and corporate governance will be
presented in the form of draft legidationlater thisyear and introduced
in parliament afterwards. Still unresolved are theissuesbeing discuss-
ed in thefree trade negotiations with the United States (in particular,
guestionsof mutua access to markets pertaining to the involvement
in the securitiesindustry of banks, and of investment dealers having
a bank connection) and some federal-provincid issues, particularly
thoseregarding jurisdictionover securities powersexercised in-house
by federally chartered institutions. Although the federal government
reached agreement with Ontario over thisissue, the other provinces
have not accepted this agreement.

In the course of preparationof thelegidation, it will be necessary to
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resolve some questions that still remain on major issues and to deal
with the many detail sthat were not covered in the government's policy
paper. The changes currently under way to the financial sector are
of such importance, in terms of establishing the framework for the
financial industry for the next generation, that the process of discus-
sion and legidation is bound to take some time beforeit is finaly
completed.



