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INTRODUCTION

The Regulation of Trust Companies and

Finance Companies in British Columbia

Financial 1ntermediariesl have been grouped convention-
ally into banks and non-banks on the premise that the former
created money and the latter did not. In the banking c¢ategory
were placed the central bank and the commexéial banks
directly controlled by it. The second category comprised
- those institutions which issued‘claims of a nonmonetary nature.
Examples are savings banks, trust companies, finance companies,
insurance companies, credit unions, mortgage loan companies,
pension funds and mutual funds, |

The techniques for controlling the banking sector are
well known and similar in all developed countries. The tra-
ditional methods of influencing the wmoney supply and interest
rates by varying cash reserve ratios, open market operations,
rediscounting and moral suasion have been adapted to the
particular needs of each country, while retaining in each the
same basic concept under which a non-profit earning central
bank controls through accepted procedures the privaﬁe and
profit earning commercial banks in their function of creating
money and credit, In‘the view of traditionalkmonetary theory,
these controlling techniques were adequate for the task of .
influencing the economy in the desired direction. _

More recent monetary theory acknowledges the central
role played by the banking system but claims that the rigid

distinction between hanking and nonbanking intermediaries has

1Financial intermediaries are defined on page 7.




2

been overdrawn. The substitﬁtability'6£ the financial
assets now offered by many intermediaries, and the varying
liquidity preferences of savers, have affected both the supply
and the demand for money and tended to lessen the influence

of the central bank., If it confines its operations to the
banking sector, monetary policies may therefore be rendered
less effective by these new influences, The central bank
will then encounter difficulties in altering total effective
demand, or some particular component of it, and in maintsgining
stability in the financial markets, with repurcussions on the
product and factor markets. In any event, the contxol by

the central bank of total effective demand in the economy

is partial and qualified as long as it is confined only to

the commercial banks.

Obiective of the Thesis.

The two major types of nonbanking intermediaries
offering close substitutes for money in Canada are trust
companies and finance companies. In 1966, the assets of all
financial institutions whose liabilities are mainly short
term totalled $38,924 million, of which the trust companies
owned 10% and the finance companies 117;,.2 The trust companies
are distinctive Canadian institutions operating under special
legislation passed by the Government of Canada or a province,
depending on its charter, Their prime function, acecording
to the statutes, is to act as trustee: or administrator of
property but they are becoming increasingly important as

intermediaries channelling individual and corporate savings

2Table 1, p. 30,
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into mortgages and securitieé. A finance coupany provides
credit to the private sector in the form of instalment
financing, personal loans, business financing, leasing,
mortgage financing and commercial financing and factoring.
The purpose of this thesis is to examine the trust
companies and finance companies in British Columbia to deter-
mine the extent and scope of their existing regulation and
to recommend policy measures to rectify any deficiencies.
The empirical evidence is expected to show that, at this
stage of their growth, these institutions are sufficiently |
controlled by the central bank through the credit conditions
created by its monetary policy and debt management., However,
more effective regulation of these companies may be needed
to increase the efficiency of the capital market and to pro-
tect savers. Only then will savings be allocated to their
host productive employment at the minimum cost. Intensive
régulation and attempts to ensure against all uncertainty
are not suggested as they would hamper these gqals. Instead,
the recommended policies aim at s high standard of self-
regulation, enforced by necessary government powers, adequate

disclosure of financial affairs and deposit insurance,

The Significance of the Work

Trust companies and finance companies have been sub-
jected to a minimum of regulation in British Columbia, a
condition that has favoured aggressive intermediaries seeking
funds but at the cost of bankruptcies, inefficient use of
resources and avoidable imperfections in the capitel market,.

Awareness of some of these factors prompted some government
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action this: year, but it was a piecemeal approach to a
problem that can only be solved by a comprehensive analysis
of the regulatdry system to establish the goals of regulation
and to propose measures to attain these goals. It is also
necessary to assess the relative importance of these goals
to avoid imposing regulations whose advantages are outweighed
by the effort needed to enforce adherence to their require-
ments. Furthermore, the directional conseqﬁences of regulations
should be considered to avoid incidental effects which may be
more detrimental to the economy than the benefits to be

derived from the proposed regulations.

A _Review of the Contributions of Other Researchers

Regulation of non-bank intermediaries has been a legal
éctuality for many years in the United States and has been
the subject of considerable academic concern. The theoretical
implications and practical experience of this regulation are
well known and provide a basis for appraising Canadian attempts
to deal with this problem. Deposit insurance, for example,
was instituted there in 1933, |

The subject only achieved prominence in Canada at the
hearings before the Royal Commission on Banking and Finance
in 1962.3 The momentum generated at that time, plus subsequent
evidence of more serious defects in the Canadian system, have

resulted in research and investigation on a substantial

scale for the first time. However, no material of an academic

3The Royal Commission nn Banking and Finance, Repoxrt
(Ottawa: Queen's Printer,1965).
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nature has been published specifically on the regulation of

trust companies and finance compaanies in British Columbisa,

Limitations of the Study

The emphasis will be on the control of trust companies
and finance companies incorporated in British Columbia, and
therefore under the jurisdiction of the British Columbia
government, Statistical information will be obtained from
public compénies only but this is not a serious limitations
because private companies compromise only a small percentage

of total assets in either industry.

A Description of Research Procedures and Principal Data Sources

Statistical material will be obtained from reports
issued by federa! and provincial governments and from annual
reports and prospectuses of pertinent companies. Legal
requirements will be obtained from the appropriate statutes.
Factual information will be supplemented by interviews with

senior men in government and industry.

Preview of the Organizational Plan

The role of financial intermediaries in an economy
will be discussed in terms of their function, the causes and
iﬁplications of their growth and the reasons advanced for their
regulation. These concepts will then be applied to trust
companies and finance companies in Uanada. A detailed study
will follow on the regulation of trust and finance companies
in British Columbia in terms of their capitalization, source of
funds, use of funds, reserves and supervision, The conclusion
of the thesis will attempt to appraise this regulation and

make policy recommendations to improve its effectiveness,




PART 1.
. REGULATION OF FINANCIAL

INTERMEDIARIES




CHAPTER 1

The Impact of Financial Intermediaries
on the Ecdnomx

Financial intermediaries first appear in a free enter-
prise system in the early stages of its development from a
monetary economy to a credit economy. The initial form of
intermediation is normally commerciel banking, but the expand-
ing economy with its accumulating wealth encourages the
development of nonbanking financial institutions to serve its
more sophisticated wants and needs. The banking sector may
then decline in relative significance in the economy and the
more dynamic contribution to growth may be made by the non-
banking intermediaries.

Conventional monetary theory largely ignored the
implications of this changing structure of financial claims
until the pioneering study of Gurley and Shaw was published
in 1960.1 Since that time, additional research has added to
our knowledge and ﬁnderstanding of these institutions and
their impact on the economy, slthough we do not have sufficient
data to determine precisely how the operations of many of these
institutions affect economic stability and growth. Neverthe-
less, regulation of these institutions has been widely ad-
vocated for a variety of purposes and in a vaxriety of ways.,
This chapter will attempt to discuss the principal fbrms of

these suggested regulations in the light of recent research,

1John G. Gurley and Edward S. Shaw, Money in a Theory

of Finance (Washington, D.C.: The Brookings Institution,
1960), v

7
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both of a theoretical and a statisfféal nature, in order to
provide a backgrﬁund fq; asseesing the regulatory framework
which has been devised to control trust companies and finance

companies in British Columbia,

Function of Financial Intermediaries

An institution is considered to be a financial inter-
mediary if it has a preponderance of financial instruments
on both sides of its balance sheet, 1Its assets comprise mainly
the primary securities.of final borrowers in the form of
mortgages, government securities, or corporate indebtedness
and equity. To a lesser extent, financial intermediaries also
hold indirect securities of other intermediaries such as
currency, demand deposits, savings deposits and shares, policy
reserves and other claims. Their liasbilities consist of
promiSes to pay which are held by final lenders or, to some
exteﬂt, by other financial int'ermediaries.2

These liabilities add to the total private claims to
wealth in the economy by pyramiding indirect claims on a base
of direct claims to the ownership of physical capital. For
example, a company's decision to purchase new equipment with
a bank loan rather than with retained earnings does not increase
the amount of invested capital, but it does increase the gross
financial claims in the economy by the amount of the new

deposits created by the loan, assuming of course that it is

2Financial intermediaries are defined in this manner
in two basic works in the field. Raymond Goldsmith, Financial
Intermediaries in the American Economy since 190¢ (Princeton,
New Jersey: Princeton University Press, 1958) pp. 50-51,
John G. Gurley and Edward 5. Shaw, pp. 192-4,
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a net new loan. Another form of pyramiding occurs in an
organization, such as & mutual fund, which sells shsares to
the public and invests the proceeds in the shares of industrial
corporations. Gross financial claims have been multiplied
by this process but net private investment is unchanged,

This description of intermediation should not be con-
strued as indicating that these institutions do. not have an
important and beneficial role in the economy. On the contrary,
intermediation may contribute to the expansion of the economy
in several ways, For instance, it increases economic effic-
iency by narrowing and moderating price fluctuations which
occur as a result of variations in the élaims desired by final
suppliers and users of loanable funds, subject to the con-
straints of institutional limitations and monetary policy.
Intermediaries achieve this result by diversification of risk,
scheduling of maturities to prevent liquidity crises, and
economies of scale in both lending and borrowing operations.

The financial intermediaries may also contribute to
economic growth by encouraging saving and investing through
innovationg in financial instruments, The cost of funds to
ultimate users may theréby be lowered, while at the same time
the securities are made more attractive to savers through
their greater liquidity or security of capital,

The éssential function of financial intermediaries is
therefore to reconcile the portfolio preferences of surplus
saverg with those of deficit spenders in either the private
or public sector. Wealth holders and investors in real assets
have changing needs and desires for liquidity, return, stab-

ility of return over time, and auxiliary services such as
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insurance. It is the role of financial intermediaries to
increase the efficiency of the savings transfer mechanism
by supplanting the inefficiencies and problems encountered
by individual savers seeking investment outlets and capital
users attempting to finance capital formation directly.

Financial intermediaries also have a wider function
in the economy. Kuznets in his stﬁdy of capital formation
and financing in the American economy stresses that:

The main social purpose of the complicated and elaborate
structure of financial institutions, practices, and so
forth, is to facilitate greater production. Its more
immediate purpose is the channelling of savings into
nationwide capital formation to ensure an effective use
of savings. This complex and ramified structure of
claims and counterclaims, of gross and net flows ...
originated as a means of increasing economic production
through additions to the stock of capital goods.3

This aggregate approach to the study of financial
intermediaries concentrates on the similarities between all
financial institutions, although it recognizes that the banks
have a special position in the economy. They are the pivotal
institution because they provide the payments mechanism and
serve as the principal vehicle for the monetary policy of the
central bank. The banks also play the leading role in credit
creation; however they are not the only intermediary capable of
expanding credit, and like other financial institutions, they
are true intermediaries to the extent that their expansion
is related to their ability to attract savings.

Financial intermediaries lend the same commodity which’

3Simon Kuznets, Capital in the American Ecopomy:
Its Formztion and Financing. (Princeton, N.J.: Princeton
University Press, 1961) p. 35,
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they borrow, usually cash. Banks and trust companies borrow
cash in the form of deposits and lend it by writing a cheque
on themselves. Consumer loan companies sell their liabilities
for cash and make personal loans with the proceeds. There
are some technical differences in these various operations
but the principle is the same in every case, Each inter-
mediary has been able to lend only to the extent that it has
been able to attract cash,

This generalization on the lending capacity of financial
institutions is valid, however, only to the individual
institutions and only on the assumption that the intermediaries
are working to minimum cash balances while cash reserves and
cash reserve ratios are fixed. 1I1f the banks have excess
reserves, or if the central bank elther increases the cash
reserves of the banks or lowers their cash reserve ratios,
the banking system as a whole can expand without the necessity
of attracting savings. Furthermore,.this expansion in the
banking sector can provide a base for the expansion of other
financial intermediaries,

The extent of the expansion engendered by the action
of the central bank depends initially on the reaction of the
banking system, but ultimately it depends on the degree to
which nonbank intermediaries can attract deposits away from
the banks, Thus nonbanking intermediaries as well as banks
play a part in credit creation in éddition to acting as
intermediaries. The following example illustrates this inter~
action; Assume the central bank increases the cash reserves
- of the chartered banks by $100 through its open market

operations. If the banks are working to an 8% cash reserve
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ratio, they will be able to expand their loan portfolio by

$1,150, creating new deposit liabilities as they do so, Total

new bank deposits will now be $1,250. 1In a simplified model

of the banking éystem, no further expansion of eredit would

take place on.this cash basis, 1If, however, a nonbank inter-
- mediary such as a trust company is introduced into the model,

a further expansion in credit is made possible,

The trust company, we will assume, is able to attract
$100 in deposits away from the banks. There will be no decrease
in total bank deposits in the system as a result of this shift
in deposits because trust cdmpanies normally deposit their
cash in excess of till money in the banks; but the change
in ownership of the bank deposits does alter the lending |
capacity of the system, for the trust company is able to
loan out that cash received in the new deposit which is in
excess of its reserve requirements, If the trust company
is operating on a 5% reserve ratio, it can loan out $95.

This cash will probably return to ﬁhe banks as a deposit, and
‘the end result of this process is that the existence of a
nearbank has added $95 to the $1,150 created initially by the
banks. More generaliy, the nearbank has stretched the money
- supply, as it is traditiohally defined, through introducing
liabilities which are close substitutes for money.

Monetary theorists have become more aware of this effect
of intermediation and it is now gerierally conceded that the
traditional idea of 2 rigid division between banks and non-
banking intermediaries should be supplanted by a more
realistic view which would recognize that the liabilities

of all financial intermediaries possess a degree of moneyness
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or liquidity.4 The central bank, therefore, cannot ignore
the nonbanking intermediaries in any estimate of the con-
sequences of a change in credit conditions., Rather, it must
consider the whole range of the liquidity speétrum as com-

prising the payments mechanism underlying demand,

Growth of Financial Institutions

Financial institutions prosper in ah era of expanding
national output if this expansion is based mainly on private
expenditures financed through primary securities. Gurley
and Shaw point out that:

in such a climate the distribution of income among
spending units is markedly different from the distribution
of spending among them, so that budget deficits and
surpluses are large relative to national output. Also
the location of these budget imbalances in private sectors
gives the maxXimum stimulus to financial intermediation,
Then ultimate borrowers' primary security issues are not
only large but are highly suitable to the specialized
functions of the intermediaries, while ultimate lenders
not only have large accumulations of financial assets

but are disposed to _accumulate indirect rather than
primery securities,-

Some additional elements in the economy favouring
intermediation, which are mentioned by these authors, are a
restrictive monetary policy combined with low deposit rates,
insurance of their deposits, and the absence of competition
from government lending institutions,

Underlying these many factors in the growth of inter-

4The concept of liquidity is discussed in more detail
in W.T, Newlyn, Theorieg of Money. (Oxford: Clerendon Press,
19€2), pp. 119-134, '

SGurley and Shaw, pp. 228-229,
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mediaries are several long-term trends which are of much
greater ultimate significance. Posgibly the greatest single
impetus to intermediation has been the rise and dispersion
of personal incomes which brought into existence a large
stratum of society able to accumulate savings in small individ-
ual amounts, These small savers generally favoured the
liquidity and security of capital provided by the liabilities
of financial intermediaries, in preference to the growth
potential of direct investment which is favoured by large
individual wealth holders, Kuznets mentions also that "the long
term shift in what might be called the financial babits of
ultimate savers (including unincorporated enterprises, and
even corporations) is a result of far-reaching changes in the
nattern of economic and social life."6 As one example be
cites the lessened demand for funds to teinvest in one's own
business due to the decline in the percentage of the labour
force that is self-employed. Urbanization also affects
these institutions by providing easier access to them and by
producing more knowledgable savers. Sevings, therefore,
tend to be placed in financial forms rather than in gold,
jewels or similar tokens ofrwealﬁh. Consequently, Kuznets
contends that much of the growth and increasing variety of
the services provided by the intermediarics would have occurred
even without many of the factors cited previously.

As a result of this growth in intermediaries, a large
percentage of the funds in the ecnnomy flow through these

institutions. In the United States during the wid-1950's,

6Kuznets, p. 422,
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78% of the funds moving from savers to borrowers passed through
financial intermediaries, and that percentage increased to
83% in the period from 1961 to 1964 and to 85% in 1965. (A
stringent monetary policy in 1966, which forced borrowers
into the capital market directly, induced a drastic disinter-
mediation and the percentage of funds flowing tﬁrough
financial institutions dropped to 66%. This phenomenon
occurred also in 1955 and 1959 but these cyclical episodes
have been temporary deviations from a long term trend.)7

This secular growth of financizl intermediaries has
not been a uniform progression for all institutions. Some
have lagged behind, while others have increased their share
of the total claims. Goldsmith determined that, although the
total assets of all financisl institutions in the United States
grew at an average annual rate of 6.7% from 1900 to 1952,
there were wide variations in the growth rates of different
types of institutions. As a result, there was substantial
shifting of position among them and the share of the commercial
banks in the total shrank from 52.8% in 1900 to 33.9% in 1952.8
Most of this decline appears tn be due to a relative decrease
in their trust business and their time and sévings accounts,
as demand deposits increased faster than Gross National Product

from 1929 to 1955 and nearly twice as fast as the assets of

7Danie1 H. Brill with Ann P. Ulrey, “The Role of
Financial Intermediaries in the U. S. Capital Markets®, Federal

Reserve Bulletin (January 1967), p. 18,

8Goldsmith, p. 75,
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nonbank intermediaries.9 The concern about the alleged
cdecline in the banking sector may then be needless,

Nonbank intermediaries, nevertheless, were the major
beneficiaries of the developments in the economy which favour
intermediation, Furthermore, they were assisted by the commercial
banks themselves through the latter's specialization of function
and reluctance to compete more aggressively, But this era
has ended., All financial institutions are becoming multi-
product firms operating in many markets and competing vigorously
for both savings flows and investment Outlets.lo Commercial
lending is no longer the prerogative of the banks, nor is
mortgage lending now the prerogative of the savings institutions.
financial packaging and the decline in specialization is just
another facet of the regulatory problem faced by the central
bank in its attempt to control monetary conditions on a compre-

hensive basis.

9Ezra Solomon, "Financial Institutions in the Saving-
Investment Process", Readings in Financial Institutions,
ed. Marshall D. Ketchum and Leon T. Kendall (Boston: Houghton
Mifflin Company, 1965), p. 26.

10Some theorists have suggested that banks should be
deterred from competing for deposits with nonbanks by pro-
hibiting interest payments on bank deposits. Since deposit
competition results in no significant decrease in the amount
of deposits in the banking system, competition in the form of
higher interest rates is wasteful. However, this contention
ignores the fact that banks must compete for savings to retain
their influence in the economy. Cf. J.A. Galbraith, The '
Economics_of Banking Operations (Montreal: McGill University
Press, 1963) pp. 138-46, Lester V. Chandler, "Should Commercial
Banks Accept Savings Deposits," Money, Financial Institutions
and The Economy, ed. James A, Crutchfield, Charles N, Henning,
and William Pigott (Englewood Cliffs, N.J.: Prentice-Hall,
Inc.,, 1965), pp. 40-48,
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Regulation of Financial Inteémediarieg

Because of the major impact on the economy of the
expansion of financial intermediaries, monetary theorists
and others have recognized the necessity for their regulétion.
One reason advanced for regulation is based on the theory
that these institutions can alter the demand and supply of
money in such a manner that the monetary authorities may be
unable to control total effective demand. The composition
of effective demand may also be altered and instability increased
if the intermediaries' lending policies intensify the demand
for goods in boom periods, or allocate scarce resources to -
less socially desirable uses, 1Inefficient or larcenous
management must also be prevented from impairing the solvency
or liquidity of individual institutions because of the disrup-

tive effects on the capital markets and personal savings.

Monetary Policy tobRegulate Aggregate Demand

In the basic model of monetary thenry, the total money
supply is held in the form of currency outside the banks,
together with deposits in the chartered banks. Both of these
forms of money are closely controlled by the central bank,

The money supply can then be considered to have zero elasticity
at the smount set by the central bank, if one assumes that

all excess liquidity has been mopped up. The introduction of
nonbanking intermediaries providing another form of money may
then impart slopé to this supply schedule if the additional

money is interest elastic.ll

11The supply curve of money may also be shifted if
savings deposits are not counted as part of the money supply.
In that case, a shift from demand deposits to time deposits
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- Financial intermediaries may also lower the demand
schedule for money by developing new and highly liquid
liabilities such as finance company paper and nonchequable
deposits. The desired stock of money may then be less than
it was formérly at the same rate of interest. Furthermore,
the sensitivity of the public to small interest rate differ-
entials is increased by this competition for cash and this
may alter the elasticity of the demand schedule for money.l

The decreased demand for money and the increased demands

for the liabilities of nonbank intermedisries has also been
interpreted in terms of changes in the velocity of money.
As wealth holders are attracted from cash to income-yielding
assets by their high yields (and certain quality changes),
the demand for money falls. Ceteris paribus, the transactions
velocity and to a lesser extent, the income velocity of

money must rise. There is therefore a positive correlation

reduces the money supply. If the shift is from demand deposits
in commercial banks to deposits in a nesr-~bank, the money
supply will be unchanged (except for a smazll leakage) because,
as mentioned previously, the near-bank redeposits the wmoney

for its own account in the commercial .bank.

12This is essentially the Keynsian version of the Gurley-

Shaw thesis as interpreted by Don Patinkin, "Financial Inter-
mediaries and the Logical Structure of Monetary Theory",
American Economic Review, LI (March 1961), pp. 95-116. Cf,
Irwin Friend, "The Effects of Monetary Policies on Nonmonetary
Financial Institutions and Capital Markets", Private Capital
Markets, (Englewood Cliffs, N.J.: Frentice-Hszll, Inc., 1964),
pp. 1-172 and Alvin Marty "Gurley and Shaw on Money in a ‘
Theory of Finance", Journal of Political Economy, LXIX No.l
(February, 1961) p. 59.
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between the velocity of money and the yield on nonbank
liabilities, > ’

The economizing on cash which the development of near-
rmoney has promoted has been given as the explanation for the
post-way rise in income velocity in the United States,l4 but
it is not the cause of cyclical swings in velocity. Empirical
evidence has shown that consumers shift from demand to savings
Jdeposits mainly in recessions, and that increases in velocity
during eXpansionary periods are due rather to dissaving for
consumer expenditures and corporate investment.15

The combined result of these possible changes in the
demand and sunply conditions of money caused by nonbank inter-
mediaries is that the central bank may have to make greater
variations in the woney supply than formerly to achieve the
same rate of interest or velocity., It may also decrease the
.certainty of‘impact of sany particular measure. The central
bank nmay also have to compensate for the declining quentitative
share of the commercial banks by restricting them to the point
of impairing their growth. This would, of course, be to the

advantage of the non-bank intermediaries,

lBT.H.Lee, "Substitutability of Non-Bank Intermediary

Laibilities for Money", Journal of Finance, XXI (September,
1966), pp. &41-457.

lhcf. Milton Friedman and snna J. Schwarte, A lMonetary
History of the United States 1867-1960 (Princeton, N.J.:
Trinceton University Press, 1963), pp. 639-672,

SExnest'Bloch, Corporate Liquidity Preference (unpub-
lished Ph.D, dissertation, Graduate Faculty of Political and
Social Science of the New School for Social Research, pp. 273-
278. Commissinn on Money and Credit, Money and Credit: Their
Influence on Jobs, Prices and Growth (Englewood Cliffs, N.J,:
Prentice-Hell, Inc., 1961), p. 79,
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If the development of financial institutions affects
the rate of growth of the economy in this manner, as Gurley
and Shaw contend, a case could be made for extending the
reserve requirements of neai-money to increase the influence
of the central bank on general credit conditions. Lacking
this power, it is held, the central bank will not be able to
induce changes in the money market to alter the price, terms
and availability of credit and so in turn to influence and
control economic activity,

In accordance with the fincings of the Radcliffe
Committee16 and the Commission on Money and Credit17, the
Royal Cowmission on Banking and Finance concluded that this
was not the case,

Whatever the underlying patterns of competition, the
effect of central bank action spreads through the whole
financial system because of the cowmpetition in financial
markets and does not depend on all institutions holding
their cash reserves with it ....... Indeed, the central .
bank would be able to exert this general pressure on the ,
financial institutions and markets even if no reserve |
requirements were imposed on any financial institution,
for it is the final source of cash for the whole system,

This conclusion does not mean that these Commissions
felt that there was no meaningful difference between money
and near-money. They wished rather to emphasize that it is

misleading to concentrate on the money supply instead of the

6Great Britain, Chancellor of the Exchequer, Committee
on the Working of the Monetary System, Report, Cmnd 827
(London HMSO, 1959) para. 394,

Commission on Money and Credit, pp. 80-81,

18The Royal Commission on Banking and Finance, pp. 95-96,
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structure of interest rates and to distinguish between
institutions on the grounds that one type creates money and
the other merely mediates betwcen savers and investors., The
maximum amount of creatable demand deposits is determined by
the central bank but, since these are only part of the assets
of the banking sector, all financial institutions are able
to expand their liabilities to the extent that they attract
cash and sell their claims. Since the central bank is able
to control this total asset growth of all intermediaries by
operating on general credit conditions, there is no cause to

extend cash reserve restrictions to non-bank intermediaries.

Selective Credit Controls

Measures designed to direct the allocation of credit
among competing uses have been recommended to achieve a
socially desirable use of resources, to influence areas that
are relatively unresponsive to general monetaryv policy or as
a countercyclical measure, They have also been advocated
to correct the economic instability which is believed to
be created or increased by lending operations in the fields
of instalment finance, especially of consumer durables, and
also in capital investment and speculation in equities and
real estate. The problem, as James S. Duesenberry says, is
to make a "fairly clear distinction between alleged scientific
knowledge about the impact of any particular monetary policy
action or credit policy action on housing or any other type
of expenditure, and value judgments on some side effects of -

monetary and credit policy, such &s effects on income
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distrbution or the 'pain in the neck' which comes from some
kinds of rationing.“19 '
The mortgage market has probably been the area with
the most confusion in goals and methods of monetary policy.

It has had to cope with measures designed to raise the welfare

of

the community through more and better accommodation while

at the same time being used as a countercyclical policy

because of the high labour content in the cdnstruction industry.
48 a result, the flow of funds into the market has been
irregular and subject to market limitations such as interest
rate ceilings and minimum downpayments. The Canadian govern-
ment has only recently recognized the disadvantages in these
direct controls.20 There also appears to be greater awaré—
ness of the need to separate social goals from stabilization
measures in housing policy. )

The de-stabilizing effect of lending policies on con-
sumer durable goods has also been a subject of considerable
controversy., A study of consumer instalment credit indicates
that instalment finance tends to reinforce the direction of
economic activity. Its impact is greatest in the early stages
of an upswing and least as the economy approaches full
employment when it tends to provide merely a diversion of
total spending rather than an increase in aggregate demand,

On the downside, repayments accelerate the decline in consumer

9James S. Duesenberry, "The Relation of Housing Policy
to Monetary Folicy", Readings in Financial Institutions, p. 230.

2oBeginning in April 1967, the maximum rate on NHA loans
will be set quarterly at one and one-half per cent above the
average yleld on long-term Government of Canada bonds.
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spending. The comparative maénitude of these effects 1s
relatively slight, however. From 1929 to 1962 in the United
States, the expansion of consumer credit accounted for only
5%5% of the funds made available to all borrowers (or 8% if
federal debt is excluded), and annual changes in instalment
debt accounted for only 9.7% of cyclical change in the GNP
during expansions and 17,5% during contractibns, an average
of 13.6%. This rate is well below the average of 35.8%
attributed to changes in inventories and 18.8% due to changes
in fixed investment.21 The argument for direct control of
instalment credit is therefore relatively weak (in peace time)
and also it has been found to be more responsive to credit-
restrictions than was thought previously.

The case for direct controls on bofrowing for business
investment and working capital is clearly much stronger, Both
types of lending have increased economic instability but they
also appear to be relétively insensitive to interest rates
and are extremely difficult to control. Uleasures such as
capital issues control and direct control of business loans
have been rendered inoperable by administrative problems,
penalized small companies and proved ineffective agalnst

companies with substantisal retained earnings.

21P W.McCracken, J.C,T.Mao aud C.V.Fricke, Consumer
Instalment Credit and Public roligg (Ann Arbor: Graduate School
of Business Admlnistratlon, University of Michigan, 1965) p.63.
E.P.Neufeld, "The Economic Significance of Consumer Credit",
Consumer Credit in Canada, ed. J. S. Ziegel and R.A. Olley
(saskatoon: The University of Saskatshewan, 1966), pp. 5-19.

22Commlttee on the Working of the Monetary System, para.
461-463, Commission on Money and Credit, p. 75. Royal Commi-
- ssion on Banking and Finance, pp. 430- 432 and 477, and
McCracken, Mao and Fricke, pp. 143-165.
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In summary, the advisability of applying selective
credit controls depends initially on proving that the general
techniques of monetary control are not providing the desired
level and composition of demand and gecondly, on proving
that the advantages of direct controls outweigh the disadvant-
ages., In the opinion of the Forter Commission, "“Extensive
use of direct measures may create distortions in the financial
system, lower its efficiency, and indeed lead to widespread
practices designed to evade the impect. The immediate use-
fulness of such techniques must be carefully weighed against

the inequities and lasting harm they may cause."23

Measures to Protect the Solvency and Liquidity of Publicly~-

Qwned Securities.

If financial intermediaries are to perform their function

of reconciling the portfolio preferences of savers and investors,
they must operate in an atmosphere that inspires confidence
and operates efficlently and economically. This state can
only be attained if purchasers of financial claims are kept
fully informed of the claims available, are able to transfer
claims freely and are protected from fraud and exploitation.
Possibly the most difficult problem in this regard is the
degree to which competition should be encouraged to lower costs
and to provide equality of financial opportunity and mobility
of funds,

The first measure required for greater stability in : N

financial markets is insurance of savings deposits to encourage

23Royal Commission on Banking and Finance, p. 450,
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and protect the small saver with a high liquidity preference
and a desire to avoid risk. The counterpart of deposit
insurance is strict and adequate measures to maintain reserve
ratios for uninsured securities payable on demand. A major
cause of chaos in financial msarkets has been calls for payment
which financial institutions were unprepared to meet.

The second line of defence is seCurities regulation.
It was originally designed to curb the more obvious abuses
such as fraud without, at the same time, eliminating the element
of risk which is indigenous to venture capital, It was inevit-
able, however, that public pressure would be placed on the
Securities Commissions to provide better protection for thé
purchasers of securities in financisl intermediaries because,
as Gurley and Shaw point out, the ultimate motive for preferring
indirect securities to primary securities is to avoidrisk.z4

Allied with this trend has been a greater awareness
of the fundamental role of the Securities Commissions in
increasing the efficiency of the capital markets. Williamson,
in his study of security regulation in Canada, contends that
this is the more important function in the long run. The
disclosure provisions of recent Canadian legislation, for
example, seem:

to recognize the economic value of full disclosure as
something apart from the traditionsl investor protection.,
Confidence in individual companies, and in the securities
market generally, rests on adequate information. And
efficient investment of institutional and individual funds
is not possible without a2 constant flow of information to
facilitate continuous evaluation of portfolios.23

24Gurley and Shaw, p. 117

25J. Peter williamson, Supplement to Securities Regulation
in Canada (Ottawa: Queen's Printer, 1966), p. 3.




2€
i

There are, however, dangers in securities regulation,

similar to those encountered in using selective credit controls.
The Jenkins Report on company law and securities regulation

in England recognized thit a considerable degree of regulation
is necessary but, if carried too far, it may defeat its
purposes., The Committee consequently warned of:

the undesirability of faposing restrictions which would
seriously hamper the activities of hones! men in order
to defeat the occasional wrongdoer, and the importance
of not placing unreasonable fetteis upon business which

7
o
ig congucted i

1 eu efficient and honest manner, 26
Retention of this freedom in financilsl markets is

nogsible or degireble only if there are high standards of
¥ E ) &
s

self-regulation,  These hove not existed Canada until
1ecently but the strengthening of government supervision and

the awareness by the business community that any vacuum would
he tilled auickly by government hes prompted wany long overdue
bamnyovements,

The othoer Tuportaond

ares of control is the r.ogulation

L entry capitaslization, Frecdom »f entry, sccording to

traditional thenry, is esgenticl to perfect competition for

only then will costs. ‘ces be ailocated
in the most efficient manner., The finapcial markets of the
real world, unfortunately, arve not perfectly competitive

B
ns desipned to encovrape mobility of

degpite many
- ; Cg - S I, K e e v s o A e oY e s £
funds and increassed kanowled:ze, here ave alsd grave dangers

in unrestricted ewvtry {5 fivausciel institutions whose solvency

takes pricrity over their competitiveness. oavernments have,

Low Committee,
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therefore, felt it necessary to restrict entry by chartering
or licensing. Applicants must satisfy minimum capital
requirements and prove, to the satisfaction of the authorities,
that the company will be ably and soundly managed. The
quality of the institution is thereby improved but competition
is lessened.

Purists may protest this interference_with the competi-
tive process but, as Roland I. Robinson points out:

The trouble is that the public interest is involved
in the solvency as well as the competitiveness of financlal
institutions ... But the losses that result from the
insolvency of financial institutions, particularly those
that handle the money of the relatively unsophisticated
public, are thought to be socially if not economically-
intolerable,?7

Conclusion

From this éurvey of the literature on financial inter-
mediaries it is apparent that monetary theorists consider that
these institutions perform a vital function in the economy
and that governments can and should assist them in making
an even greater contribution., However, these theorists are
‘not in agreement on the degree and methods of government
participation that would best serve this purpose. At oné
extreme, great reliance is placed on impersonal market forces
and, at the other extreme, a wide iange of discretionary
policies are urged. '

The evidence at this point in time indicates that the

'27R01and I. Robinson, Money and Capital Markets
(New York: McGraw-Hill, Inc., 1964), p. 318.
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growth of many types of financial institutions has not
prevented the central bank from controlling economic conditions.
Therefore, no major revision of the cash reserve basis is
necessary nor are selective credit controls. The principal
emphasis of the authorities should be directed instead to
measures which are designed to improve the profitability,
solvency and innovating ability of financial intermediaries
and‘thereby improve the efficiency of the saving-investment
process. In other words, regulation should be considered as
'having a predominantly positive function rsther than an
inhibiting one,.

The regulation of financial institutions in Canada
has been viewed mainly as a legislative problem and, because
of this legalistic bias, emphasis has been placed on restrictive
provisions such as portfolio controls, capital/liability
ratios and chartering requirements. These measures no doubt
added to the solvency of the system byt they also generatéd
a conservative proclivity and monopoly profits. These
features of our financial institutions were criticized byrthe
Royal Commission on Banking and Finance with the result that,
for the first time in Canada, measures have been taken to
develop greatex compétition in our capital markets and financial
intermediaries, Since that time, other defects in our
regulatory framework have been exposed, The combined effect
of these developments is a new regulatory environment for

financial intermediaries in Canada,




CHAPTER II

Trust Companies and Finance Companies in gbg
Canadian Econom

Financial intermediaries have become increasingly
important to the Canadian economy through their absorption
of primary debt and the aiversity of services which they now
offer to borrowers and lenders.1 The major position among
these intermediaries continues to be held by the chartered
banks in the short-term field and by the life insurance
companies in the long-term field, but the proportion of the
total assets held by these two institutions has declined
with the rise of other institutions able and willing to
serve the more complex needs of the expanding economy.2 From
the figures in Tables 1 and 2, it is apparent that the banks
and the life insurance companies not only dominated the field
of financial services but were virtually without any competi-
tiontion in 1945, Since that time, though, the less regulated
and more agressive intermediaries such a&s trust and loan

companies, finance companies and mutual funds, have attracted

lInstitutional assets as a percentage of primary debt
increased from 47% in 1935 to 59% in 1962, Royal Commission
on Banking and Finance, p. 106, ‘

2Short-term institutions offer mainly liabilities with

a high degree of liquidity such as chequable and nonchequable
demand deposits, term deposits and money market securitles
while long-term institutions offer liabilities of a less
liquid or & contractual nature such as insurance, pension
funds, annuities and mutual funds,

29 .




TABLE 1

Asgets of the Main Financial Institutions
(millions of dollars) Selected Years, 1935-1966

Institution 1935 1945 1950 1955 1960

1965 1966
Rank of Canada 308" 2032 2350 2620 3044 3956 4207
Chartered Banks® 2514 5997 7918 10440 13121 19022 20249
Quebec Savings Banks 77 143 204 265 311 430 461
Trust Companies 225 266 441 714 1274 3422 3902

Mortgage Loan Co's. 230 235 367 570 945 2417 2564
Caisses Populaires

& Credit Unions 11 140 302 643 1314 2542 2850%
Finance & Consumer
Loan Companies 80 100 468 1244 2322 4237 4386
Industrial Develop- ‘
ment Bank - 10 31 45 107 262 305
Subtotal 3445 8923 12081 16541 22438 36288 38924
Life Insurance Assets
in Canada 1991 3125 4304 6043 8007 12163 n.a.
Pension Funds n.a., n.a. 875 1835 3616 6600 n.a.
Mutual Funds n.a. n.a. 42 191 563 1574 1889
Subtotal 1991 3125 5221 8069 12186 20337 1889
Fire and Casualty
Insurance Assets v 2
in Canada 226 234 563 929 1316 1658
TOTAL 5662 12282 17865 25539 35940 58283
Primary Debt OQut- ‘
standing 12163 25961 31721 44050 n.a. n.a. n.a.

Institutional Assets
as a percentage of _
primary debt 47% 47%  56%  58%

Source: Royal Commission on Banking and Finance, Report, p.106
and Bank of Canada, Statistical Summary.

1Estimated by The Financial Post, June 3, 1967, p.ll,

2Assets in 1964, the latest available figure,

3Ex net Canadian dollar items in transit and customexrs'

liability under acceptances, guarantees and letters of
credit, 39




TABLE 2

.Aésets of the Main Financial Ingtitutiong

ercentage distribution elected Years 1935-1965

Institution 1935 1945 1950 1955 1960 1965
Bank of Canada 5.4 16,5 13.2 10.3 8.5 6,8
Chartered Banks 44,4 48,8 44,3 40,9 36.6. 32.6
Quebee Savings Banks 1.4 1,2 1,1 1,0 0.9 0.7
Trust Companies 4,0 2.2 2,5 2,8 3.5 6.0
Mortgage Loan

Companies 4,1 1,9 2,1 2,2 2.6 4,1
Caisses Populaires &

Credit Unions 0.2 1.1 1.7 2.5 3.6 4,3
Finance & Consumer ‘

Loan Companies 1.4 0.8 2.6 4,9 6.4 7.3
Industrial Develop- |

ment Bank - 001 0.2 002 0.3 004

Subtotal 60.8 72.7 67.6 64,8 62,4 62.2

Life Insurance

&Ksgets 35.2 25.4 24,1 23,7 22.3 21.0
Pension Funds © n.a. h.a. 4,9 7,2 10.1 11,3
Mutual Funds n.a. n.a. 0.2 0,7 1.6 2.7

Subtotal 35.2 25.4 29.2 31.6 34,0 35.0

Fire and Casualty

Companies 4,0 1,9 3,2 3.6 3,6 2.8

TOTAL 100.0 100.0 100.0 100.0 100.0 100.0

31
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a progressively larger percentage df the nation's savings.

This development was largely ignored at all levels of
government 1n Canada until recently., At the federal lével,
the Bank of Canada is still of the opinion that the near-
mohey substitutes developed by the nonbanking intermediaries
are not presently of a sufficiently large size in relation
to the conventional money supply to warrant their inclusion
in the cash basis of the economy.3 In any event, the Bank
believes that the institutions are amenable to control by the
usual techniques of monetary management, The concept of |
selective credit controls is also in abeyance because of the
new emphasis on encouréging the flow of funds by competitive
market forces. However, the federal government has been
forced to recognize that financial intermediaries, if left
to their own devices, can create serious disturbances in the
capital markets or other areas which are inimical to the
public interest. Provincial gbvernments, who have the legis-
lative power to control some of these institutions, have also
been prodded from years of lethargy as a result of recent
revclations of fraud, wmismanagement and excessive assumption
of risk by companies in their jurisdiction. Consequently,

federal and provincial governments have passed legislation in

3The money supply consists of notes and coins held
outside the banke and demand and savings deposits of chartered
banks, according to the Governor of the Bank of Canada as
quoted in Canadian Banking and Monetary Policy, ed. James
P. Cairns and H. H., Binhammer (Toronto: McGraw-Hill Company .
of Canada Limited, 1965), p., 313. At December 31, 1966, the
money supply totalled $17,829 million and near-money in the
form of deposits in Quebec Savings Banks, calsses populaires,
trust companies and mortgage loan companies subject to withe
drawal on demand totalled $3,03€ million. .Bank of Canada,
Annual Report for 1966 p. 47, ‘
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the last year concerning deposit insurance, disclosure of
financial affaizé, more adeqhate reserve ratios, restrictions
on the source and use of funds and higher qualifications for
entry, .

The immediate impetus for this rash of govermment ‘
action was the default of Atlantic Acceptance Corp. Ltd. on
June 14, 1965, the consequent impairment of the solvency
of British Mortgage and Trust Co. a shoft time later and
finally the bankruptcy of Prudential Finance Corp. Ltd. in
November 1966.‘ In the case of the two finance companies
there were criminal activities involved, but in all three
cases there were many gxamples of incompetent management of
company funds which the deficient regulatory and supervisory
system failed to expose, let alone deter. The collapse of
these companies also revealed the sensitivity.of the capital
‘markets and forced the Bank of Canada to revise some long-
held viewé and take immediste action to restore confidence,

The Governor of the Bank of Canada explicitly called
attention to the dangers to which the whole financial system
has been exposed by the default of Atlantic Acceptance.

The failure of Atlantic Acceptance in June had a
disturbing impact on financial institutions and markets
which was compounded by rumours regarding a trust company
which had large investments in Atlantic and which was
taken over by another trust company in September. There
was some risk that soundly-managed institutions which
had exercised prudence in the conduct of their business
might find themselves in a position of difficulty and be
unable to renew maturing short-term obligations until the
confidence of investors had been restored. The dangers
arising out of this situation were of major concern to
the central bank,
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Immediately after the default, the Bank of Canada
added to the cash reserves of the chartered banks in
order to ease the liquidity of the banking system and
financial markets generally. Within a few days, I
consulted with the chartered banks and indicated to
them that while I did not wish to influence their judge-
ment as to the credit standing of any customer 1 hoped
that they would not feel unable, for reasons relating
to the total amount of their resources, to accommodate
credit-worthy finance companies which might find
themselves in a difficult liquidity position., This
unusual step was taken because in the atmosphere pre-
vailing at the time there was risk that difficulties in
any part of the credit system might have wider reper-
cussions of a disturbing character. For their part, the
chartered banks recognized that it was in the general
interest that serious liquidity difficulties be avoided
and their action in making credits available was helpful
in the circumstances, '

While the central bank is not entrusted with the
function of appralsing the soundness of the participants
in the credit market, it is nevertheless very concerned
with the maintenance of confidence in all parts of the
financial system. Where such confidence is in danger of
being seriously impaired the central bank may have to
allow itself to be diverted from the pursuit of the
current objectives 0f monetary policy and give priority
to measures which help to maintain confidence. The
events of last summer provided a dramatic illustration
of the extent to which the whole financial system is
dependent on the maintenance of high credit and liquidity
standards, on the disclosure of adequate information, on
the exercise of discrimination by investors and lenders,
and on satisfactory arrangements for supervision and
inspection of all parts of the credit system.“

A brief resume of the rise and fall of these three
institutions is necessary to indicate the immensity of the

changes which they precipitated in Canada. All three companies

aBank of Canada, Annual Report for 1965, p. 7.
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reported phenomenal increases in assets to their security
holders in the 1960 to 1965, period., Each was basically run
by one man, with little or no interference from other manage-
ment or directors. And they all collapsed within a year and
a few months of each other, leaving professional investors
and unsophisticated savers with losses now estimated at a
total of $81.8 million. As & guide to assessing the size of
this loss, it isbequivalent to a loss of $736 million in the
United States,if adjusted for compérative populations,

Atlantic Acceptance is a Toronto-based finance company
which engaged in personal lending, instalment financing and
lending to commercial and business organizations. 1In fact,
Atlantic would make loans for almost any conceivable purpoée.
It would lend $500 to $700 for the purchase of electric
guitars to persons in the twenty to twenty-five age bracket,
and it financed the sales of door-to-door salesmen:. It made
a $2 million loan to a smsll plastics company, supposedly
secured by the accounts receivable and fixed assets, but there
were practically no accounts receivable or fixed assets of
any value, The estimated loss on that loan is ninety to one
hundred percent of the face value, The President was also
involved, through loans and capital issues, with several men
of unsavoury or criminal reputation asnd throuzh these
alliances was able to filter »ff funds through a maze of
private banks in Europe and d.ummy companies in Canada, the
United States and the Zahamas in some of the most complicated

. . 5
and devious transactions that have ever been revealed,

SM.J.Rossant, The inew York Times, iwovember 14, 1965,
p. 8¢, F.J.McDiarmid, The Finencial Post, movember 20, 1965,
p. 18, '
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To promote its fund raising activities, Atlantic
presented reports to its shateholders and institutional
lenders which grossly misrepresented the true financial

picture, One commentator claims that:

Tt is now evident that any net earnings ever reported
by that company were in fact manufactured out of thin
air, Its last annual audited report before its collapse -
that for the year 1964 - showed net income of over $1
million, stockholders' equity of $16 million, subord-
inated debt of $14 million and senior secured debt of
$92 million. 1ts unaudited report for the quarter ending
March 31, 1965, showed & substantial increase in all these
figures. Yet in July 1965, a cursory but remarkably
accurate examinstion of its affairs indicated that all
equity and subordinated debt then totalling nearly
$40 million would be wiped out, while holders of $107
million of senior debt might hope to receive about
75 cents on the dollar by and by.

Most of these facts could have been ascertained with
i+ little research by auditors, directors or debt holders

but they were all incredibly complacent ebout the company's

image as & fast-growing finance company, 2n image that was
maintained by putting wmere and more money into high-risk

itoans. Most of these debt holders were large investors such

es commercial banks, industrial corporations, imsurance
companies, mutual funds, investment advisors, tax-exempt
foundations, churchés and educational institutions. So
prestigious in fact were some of these companies that others
bought simply on that account, without any further investigation
into the company.

It is apparent, therefore, that the bankruptcy of

6F.J.M0Diarmid, Crisis of Confidence”, Barron's,
April 10, 1967, p. 5.
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Astlantic hit the experts, who were shown to be as gullible
#nd greedy ac the most inexperienced investor., Two important
reasong for /tlantic's ability to raise money from these
sources were the relatively high commissions and interest
rates offered. The company had a policybof payinyg short-
term interest rates that averaged one-eighth to one-quarter
of one percent & year higher than the rates paid for money
offered on similar terms by the two largest Canadian-owned
finance compenies, Industrial Acceptance Corp. Ltd., and
Traders Finence Corp. Ltd, Atlantic also paid dealers a
commission of 36¢ per annum per $100 borrowed compared to the
24¢ paid by Industriel and Traders. Corporate treasurers
reaching for maximum returns and investment dealers hungry
for commissions dealt in this paper without questioning its
security although it was‘becoming increasingly perilous. In
19€4 and 1965, there were very few occasions when the company's
unused bank lines of credit amounted to even 10% of the short-
Cerm notes odfstanding, but to the last minute there was
appareatly no concern for the company's liguidity position,
It was not until after the actual default in June, 1965 that
the facte gradually emerged to expose bookkeeping that was
designed to maximige profits, fianancial renorts that so grossly
misrepresented the true financial conditiosn that they can only
be regarded ac stetistical fiction, and a lending policy that
bore no relation to conventional préctices.

Among the many other companies thet were found to be

7J. N. 2Abell, Report on the Money Market Aspects of the

Failure of Atlantic Acceptasce Corporation, August, 1966, a
submission to the Royal Commission on Atlantic jcceptance
Corporation,




38 »
insolvent as a resgult of the Atlantic debacle was the eighty-
eight year old British Mortgage and Trust Co., 2 well-regarded
Ontario trust company. The reason initislly advanced for its
financial troubles was the default of Atlantic on its short-
term notes. British *ortgage held debt and equity of Atlantic's
and a personal loan to its President which totalled $8,7
million. Subsequent investigations into the affairs of the
company revealed, however, that its investment practices in
all areas had been unwise, to put it in the kindest light,
The company held a $4 million short-term note, half of which
was unseéured, and the collateral on many of its secured loans
was unmarketable stocks and bonds, including a part interest
in a gawmbling casino in the Bahamas., The legislation under
which this trust company operated specifically forbade such

practices, In addition, its $76 million mortgage portfolio

had probable losses of over $10 million from doubtful invest-
ments and arrears in payments.

Britich Mortgage had acquired these investments in its
foolhardy drive for rapid growth, much of which was attained
by assuming greater and greatey risks. For example, it had
thekreputation of lending to contractors that no other company
would touch and charging 12% or more on the loans., The
connection with Atlantic was also part of its assumption of
risks that no prudent trust cowmpany would consider, even when
such risks were within its powers under the trust companies
act, It is interesting to nnte in this regard that while
the presidents of both Prudential and Atlantic were charged

with criminal wrong-doing, the President of British Mortgage,
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a former Bencher of the Upper Canada Law Society, was not
investigated.8

The effect that Atlantic had on the Canadian economy
can be seen in Table 3., Monetary conditions were tightening
that year, due to the pressure generated by a substantial
increase in capital expenditures and American measures
designed to improve their balance of payments. The default
of Atlantic accelerated this trend to tighter money despite
the increase in cash reserves to provide loans to sales finance
companies. It also doubled the spread between the yields
on 91 day treasury bills 2znd 90 day prime finance company
paper and caused a major disinvestment in finance company
paper. American investors were particulerly disenchanted,
In Canada, there was a clearly discernible switch of investors!
preferences in financiél claims from finance company paper
to bank term deposits during the summer and early fall, a
trend that has continued but with slightly less fervour,
Fecause finance company paper is the leading money market
instrument provided by the nrivate sector, these trends to
a new structure of interest rates aud altered demand con-
ditions are of considerable significance tn the monetary
autherities,
_ Prudential Finance was the next significant financial
institution to fail in Canada. This organization had changed
in the 1960's, under its new president, from a small conventional

finance company to a diversified holding company with twenty-

8Mac1ean's, January 22, 1966, pp, 10-12, 34-36,
Harold R. Lawson, President of National Life Assurance Co, of
Canada, The Financial Post, .jovember 27, 1965, pp. 17-18,
and The Financial Post, Dec. 11, 1965, p. 25.
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six branch offices dealing in small loans and sales financing.
Its funds were raised from small savers in the form of
deposits, short-term promissory notes and long-term debentures,
part of which were uced to expand its branch network and part
to finance subsidiary cbmpanies or companies controlled by
the president. These companies were in such widely varying
fields as steel fabricating, brick manufacturing, general
insurance and real estate, a diversification which presented
acute problems to management. Many of the companies lost
substantial sums annually and were kept operaticnal only
by the sale of assets between these companies at inflated
values, by not writing off losses, and by making inter-company
loans. Prudential finally defaulted on its notes as a direct
result of its inability to earn sufficient revenue to cover
even the heavy'administrative and overhead costs resulting
from the rapid expansion of its branch network, the high cost
of borrowed funds and the losses incurred on special loans
and investments, Some 8700 investors, mostly unsophisticated
savers, found there was only $4.1 million in estimated realiz-
able assets to weet unsecured claims of $32.6 million.9

The collapse of these three compsanies has had far=-
reaching implications for the economy. Atlantic had its major
impact on the central finencisal markets where finance companies

traditionally raise the bulk of their funds, but Prudential

9Frenk Kaplan, The Financial Post, Wovember 26, 1966,
p. 3, Arthur Wwishart, Attorney General of Ontario, The
Financial Post, December 10, 1966, p. 4, Frank Kaplan, The
Financial Post, December 17, 1966, p. 3 and statements issued
by the Ontario Securities Commission and Clarkson, Gordon &
Co., The Financial Post, april 1, 1967, p. 30.
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and British Mortgage affected the politically sensitive areas
of the pensioner, the widow and the unwitting investor. It
is not surprising, therefore, that these companies radically
altered the approach of governments, the public and the business
community towards regulation. They also gave the accounting
profession the severest shake-up it has had since the collapse
of the Home Bank in 1925.1’O Of particular relevance to this
paper is the considerable impact it has had on the remaining

trust and finance cowmpanies,

Trust Companies

Canadian trust companies are a distinct form of financial
jnstitution, part fiduciary and part intermediary, with no

counterpart in either the United Kingdom or the United States,

10The Home Bank was incorporated in 1903 with head-

quarters in Toronto and, at the time of its collapse in 1923,
it bad 71 branch offices, mostly in Cntarin, sud deposits of
$23 million. The unsatisfactory condition of the bank was
brought to the attention of the Canadian Minister of Finance
in 1916 but no endquiry was made at that time because the
tlinister wished to avoid 2 financial crisis in wartime. In
1923 however, the bank finally failed and the gross ineffici~
ency and negligence of the manggement was exposed. The
President, the Vice President, five other Directors, the
General Manager, the Chief Accountant and the Chief Auditor
were all charged with meking fulse and deceptive returns,

The President died before the trial began, the Vice President
was acquitted snd the others were sentenced to imprisonment
but were also later acquitted., 1In 1925 the Canadian
Farliament came tc the partial relief of the depositors who
were deemed to have & moral claim agasinst the Government,

A. BE. Jamieson, Chertered Banking in Canada (Toronto: The
Ryerson Tress, 1953) pp. 59-63.
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Their original function was,COnsidered to be the administration
of individual assets under trust and agency agreements and
they were the only corporations granted this power. Their
intermediary function developed from this trustee business,
since the companies were allowed to accept deposits and other
funds, in trust, for the purpose of investing in securities
and mortgages.. Legelly, most of the companies are still pro-
hibited from borrowing money but in practice they operate in
the same manner as-many other financial intermediaries, borroﬁ-
ing from the public and investing the proceeds. Funds are
obtained mainly in the form of deposits and investment
certificates and are placed in first mortpages on real estate,
government securities and the bonds and stocks ¢f companies
with established earnings records.

The trust companies played a minor rsle in the saving-
investment process until this decade, From 1946 to 1960
inclusive, the increase in their deposits avd investment
certificates was equal to only 1,5% of total gross saving, or
€£.1% of totzl net pevsonal saving during that period but, in
the succeeding six years, the trust companies were able to
absorb 5,1% of total gross saving and 18.0% of total net
personal saving. This changing distribution of national saving
is shown in Table 4,

The greatest sectoral impact of the trust companies
has been in the mortgage market, whére'they provided 23,6%
of the mort.age loans approved by lending institutions from
19€0 to 1862, compared to their 7.17% share of the market from
1951 to 1952 and 10.4% from 1954 to 1959.1l

1Roya1 Commission on Banking and Finance, p. 274,




TABLE 4

Distribution of National Saving in Selected

Financial Institutions 1946-1966

(Millions of Dollars)

Year Total Net Chartered Trust Co's Mortgage Credit
National Personal Banks  Deposits Loan Co's  Unions
Saving  Saving Deposits & G.I.C's. Deposits & Shares
held by - Debentures &
General _ Deposits
Fublic
1947 2534 494 5908 245 18¢ 206
1648 3238 994 6477 274 198 239
1949 3293 926 €862 305 223 264
1950 3636 662 7262 343 250 289
1951 4439 1334 7396 354 276 334
1952 4935 1291 7881 374 301 396
1953 4996 1312 7884 379 229 453
1954 4235 - 809 8676 525 392 511
1855 4951 850 8945 597 445 603
1956 €366 1320 9185 617 476 700
1957 6115 1202 Q234 €49 515 787
1958 54€9 1635 16519 . 825 578 935
1959 5834 1357 10356 919 648 1060
1960 5978 1535 10875 1132 725 1208
1961 5769 1545 11533 1408 846 1382
1962 €932 2317 11961 1704 970 1521
1963 7862 2531 12635 2098 1108 1730
1964 9083 2059 13395 2592 1302 1981
1965 10337 2927 14473 3092 1451 2275
1966 11552 3438 15397 3515 1859 n.a.

Source: Bank of Canada, Statistical Summary, Financial Supple-
ment 1957, Supplement 1965, November 1966, August 1967,
July 1967, Dominion Bureau of Statistics, National
Accoupts, Income and Expenditure,
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In comparison, the trust compenies are an insignificant
factor in the long-term capital market., Their participation
in the money market, however, has been increasing steadily,

Apart from these intermediary operations, the trust
coﬁpanies exert an important, if less direct, influence on
the economy through their individual and corporate trustee=-
ships. A large volume of trustee work is still handled by
individuals (no statistics are available as to the exact
amount) and provincial governments provide some trustee
services to wards of the state. The trend though is to
increasing institutionalization of the trustee function to
provide the advantages of unlimited life, wider experience
and a greater guarantee of solvency. The demand for trustee
services has also grown because of the growth of pension
funds, the general rise in personal wealth and the greatly
increased volume of capital issues. Consequently, the trust
companies have been geining fiduciary business in large
amounts and at accelerating rates. This aspect of their
husiness is regulated by the provinces by virtue of the pro-
perty and civil rights pxovisi&n of Section 92 of the British
North America Act,

The industry is highly concentrated although entry
is relatively easy., There are presently 54 trust companies
in Canada, but the ten largest companies, which are listed
in Table 5, hold 76% of tie total assets of all companies,
The Estates, Trust and Agency business in particular is so
highly concentrated that ten companies were reported to

have 90% of the funds under administration and two companies




TABLE 5

Leading Canadian' Trust Companies
Assets and Earnings - Fiscal 1966

o — e e — e .

Name of Company Total Assets Under Guaranteed Funds
Asgets Administration
for Estates,
Trusts and
Agencies

1il1lions of dollars

Savings Guaranteed
and other Investment
Deposits Certificates

The Royal Trust .
Company 561 3,702 33 506

Guaranty Trust
Company of

Canada 441 279 180 233
Montreal Trust

Company 398 3,113 (1965) 100 274
National Trust :

Company Limited 351 1,192 201 129
Eastern & Char-

tcred Trust Co. 304 €€8 (19€5) 114 172
Victoria & Grey

Trust Company 277 38 v 66 189
The Canada Trust

Comp any 217 860 80 119
Canasda Permanent

Trust Company 178 1,087 - 41 125
The Waterloo Trust

& Savings Co. 164 76 : €9 86
Trust General du

Canada - 94 397 6 80

TOTAL 2,985 11,412 889 1,613

Total - all trust

companies 3,902 12,588 ’1,094 2,421
% Held by Leading N

Companies ' 76% 91% . 81% 79%

46




. ) TABLE 5 - Continued

Source: Financial Post, Survey of Industrials1967, Annual Reports
of each Company, Dominion Bureau of Statistics, Business
Financial Statistics, and Report of the Ingpector of

“Trust Companies for the Province of Quebec for 1966,

21 Capital Funds Net Profit  Capital/Liability Return on

Ratio Equity
Millions of Dollars %,

30 3.8 1:18 12.7
26 2.7 1:16 9.9
22 2.2 1:18 10,2
21 1.9 C1:16 11.0
17 | 1.6 | 1:17 9.0
16 1.5 1:16 9.5
17 1.4 1:12 8.3
12 1.1 1:14 9.4
16 .3 1:15 5.7

7 .6 1:13 11.7
178
321
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12 Beyond these usual signs of

alone had mbre than 50%.
market power is the intangible control of these companies
provided through interlocking directorates with banks and life
insurance companies and the large blocks of trust company
stock held’by these institutions.13 Several of the large
trust companies are also owned by or sllied with large mort-
gage loan companies, survivors of early building societies in
~ Upper Canada and subject to legislation that is similar to
trust company legislatioh.
The 1967 Bank Act has attempted to lessen these con-
centric forces by requiring a bank to divest itsgelf of any
stock in & trust company that ‘is in excess of 10% of the company's
outstanding shares, elthough the requirement is relaxed to
50% of the outstanding shares if the trust company does not

accept deposits. Furthermore, no bank director can be a

director of a tyust company after 1970, The efficacy of

these restrictions is questionable, bhowever, For example,
Canada Permanent Mortgage Corporation and Eastern and Chartered
Trust Compeny are merging for the ostensible purpose of watering
down the percentage holdings of the Bank of Rova Scotla and
Torontoe Dominion Bank. The banks are also pressing for

. ; - 14
trustee powers such as the American banks have had since 1913,

2
Royal Zomnission on Banking and Finance, p. 175,
13 - L .
Cf. John Porter, "The Concentrstion of Economic Power",
The Vertical Mosaic: an Analysis of Social Class and Power
in Canada (Toronto: The University of Toronto Fress, 1965)
pp. 231-263,

4 . : .

L State banks were allowed to operate as fiduciaries
as early as 1903 bLut fedeval banks were not authorized to
do so until ten years later.
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The necessity of rcgulatlnb trust companiee has been
recognized si ince ‘their 1ncept10n because of the privileges
and reSponsiblllties of their fiduciary position. These
institutions were consequently exempted from the provisions
of the corporatinns acts governing other companiesg and made
subject to special trust company statutes. Unfortunately,
these statutes have been far from uniform and companies
operating on a nationwide hasis have been subjected to a
bewilderin: variety of regulations,

The basic problem underlying all attempts to regulate
trust companies in Canada has been the location of respons-
ibility under the British Noirth American Act, Both the
federal anc¢ provincial governments have the power to incor-
porate cowpanies and so both bodies have passed special acts
regulating trust companies. The majority of the companies,
for historical and other reasong, have been incorporated
uncel provincial actes and so escape federal regulation,
Yowever, they are subjected to provimcial regulation in every
province in which they are licensed to carry »n business.

Ag & result, there is overlapping of regularion which is
further complicated by the wide disparities in the quality
of supervision between vasrious governments,

The aspect of trust company operations which has brought
the strongest demands fortegulation has been their chequable
demand deposits which, in essence, sre indistinguisable from
savings account in chartered banks. Section 91 of the BNA,

\

Act gives the federal government the power to regulate "banking"

5Federally incorporated trust companiés must be licensed
hy each province in which they 0perate but this is a nominal
requirement.
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institutions without defining the term. The courts have

taken a broad view of the federal banking power as "including
every transaction éoming within the legitimate business of

a banker,"16 but the federal government has so far been un-
willing to rely on the rule of stare decises or to risk a
confrontation with the provinces on this matter., Instead,

it has resorted to a deposit insurance scheme which it hopes
will bring all trust companies under the supervision of the
federal Depertment of Insurance,

The deposit insurance instituted by the Canadian
covernment has three purposes. It is designed to provide
additional security to depositors, rediscounting facilities
in the event of a liquidity shortage at one or more companies
and, most important of all, inspection and supervision of
insured institutions to improve the standards of financial
management in institutions accepting deposits from the public.1
The chartered banks bitterly opposed the scheme on the grounds
that their inclusion was an unnecessary cost to them but
almost all the trust companies are strong supporters of deposit
insurance. They are aware that the insuring of savings and
loan company deposits identically with commercisl bank deposits
in the United States resulted in a rapid rise in savings and
loan deposits in that country. The institution of deposit

insurance is also likely to strengthen the competitive position

Bora Laskin, Canadian Constitutional Law, (Toronto:

The Carswell Company Ltd.,, 1960), p. 88,

17The Honourable Mitchell Sharp, Minister of Finance,
The Senate of Canada, Proceedings of the Standing Committee on
Banking and Commerce, Evidence February, 17, 1967, p. 631,
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of smaller‘companies and to alleviate public concern created
by the failure of British Mortgage and the liquidity crisis
at York Trust and Savings Company which also began in the
summer. of 1965.18

The Canada Deposit Insurance Corporation was established
by an Act of Parliament in February, 1967.lg Member ship is
obligatory for all banks and for all federally-incorporated

trust and loan companies that accept deposits from the public,

Membership of provincially-incorporated trust and loan companies

that accept deposits is voluntary, but must be authorized

by the province of incorporation and is subject to the approval

of the CDIC. The corporation acts as a lender of last resort

to its members through its power to extend loans to them, and

fortifies their liquidity position by guarenteeing loans and

deposits or buying their assets if necessary. The Superintendent

of Insurance for Canada must inspect all member trust companies |
at least once a year, Deposits and guaranteed investment
certificates with a maximum term of 5 years are insured up to

a limit of $20,000 per person per institution through an insur-
ance fund created by an annual assessment on all members.

Member institutions who, in the opininn of the CDIC, are carrying
on unsound financial practices may have their deposit insurance
cancelled on thirty days notice, while an insolvent imstitution
has its insurance cancelled immediately. |

As most of the provinces require all their trust

lSThe rise ahd near fall of York Truét is described
in Macleans, July 1, 1967, p. 19,

9Canada; Canada Deposit Insurance Corporation Act,
(1967). ‘ :



52

companies to join the CDIC, the plan has been effective in
promoting a degree of uniforéity in trust company supervision
and in improving greatly the quality of that supervision.

The financial standards which will be prescribed for member
institutions have not been settled yet as the variety of
assets, liabilities and services preclude rigid rules., It
‘1s alsp still too early to assess the economic impact on the

flow of funds or on the capital market,

Finance Companies

Finance companies are such a diverse group that they
do not lend themselves easily to generalizations about their
functions or operations. They have usually been separated
into small loan companies and sales finance companies for legal
andd higtorical reasons but the compartments are by no means
watertight. The small loan companies are the more homogenous
group because they confine their operations primarily to
per sonal loans, although some do a small amount of instalment

financiny

o

The sales finance companies do their largest volume
of business in the instalment'financing of retail and whole-
sale purchases of consumer durable goods, particularly motor
vehicles. Many of them slsgo extend credit to the business
sector in the form of commercial and industrial financing

of buildings, equipment and machinery, medium-term lending

and interim financing of real estate and construction. & few
companies engage in mortgage lending, property and equipment
leasing and commercial. factoring. 1In addition, many sales

finance companies own or control small loan companies and
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insurance companies.

In terms of impact on the economy, consumer credit
is still the most important function of the finance companies.
In 1966, they provided 31% of the total funds used for this
purpose but, as shown in Table 6, their relative importance
has been declining since 1956, During this period there
was a slow growth in consumer expenditures on durable goods
and the finance companies were faced with the newly aggressive
competition of the chartered banks and credit unions. There
was also a tendency for consumers to use personal loans rather
than instalment financing for the purchase of goods. The
result of these changing credit conditions was a sharp drop
in the market position of sales finance companies and only
a slight rise in that of consumer loan companies. To counter-
act their declining consumer operations, many finahce come
nanies then turned to commercial and industrial lending and
ancillary services. These business loans are proving to be
an increasingly important source of revenue for companies, as
can be seen in Table 7, although these couprise a relatively
small proportion of total business financing in Canada com~
pared to internal financing and funds raised through the

capital market, 21

OThe equity positions in other companies which many
sales finance companies have serve a variety of purposes., The
small loan subsidiaries are a legal wmanoeuvre, The general
insurance compsnies insure the goods sold on time to widen the
profit margins of the instzlment finance operation. A faw
companies take an equity positinn in businesses they finance as
nartial payment for their services and to obtain more effective
control of their debt, Other companies have acquired share
control when businesses have defaulted on their loans,

1Finance companies provided 16.2% of total commercial
and industrial credit in Canada in 1965, compared to 11.9%



Sources of Consumer Credit in Cahada
‘ 1957 - 1966

Year Sales Consumet Chartered Quebec
Finance  Loan Companies Bank Savings
Companies Tnstal-  Cash’ Ferscnal Ranks
ment Loans Loans
Credit
1657 780 15 347 421 4
1258 768 19 382 553 )
1959 80€ 38 446 719 £
L1960 828 &5 504 8257 'S
1861 756 35 558 1030 9
1962 201 52 £62 11€3 13
1963 874 55 755 1432 14
1964 1035 34 850 1793 15
18965 i €7 g87¢ zlge 1f
1964 121e 74 1596 2402 16
Source:  Bank of Csanads, Stellistical Sumuary, Supplement
1965, oo, 10GB-113, and Auvgust, 1967, pp. 395-596,

Sh




TABLE 6 - Continued

Life Department Credit Other Total
Insurance Stores Untions
Companies'
Policy
Loans
2585 262 258 594 2976
305 282 320 €13 3248
323 314 167 £42 3691
344 368 433 £37 4020
358 40l 516 651 4315
372 427 579 661 4750
185 L5¢€ €91 &85 5347
198 ' 508 R3¢ 6H98 5187
411 865 387 TL8 7058
445 603 1042 747 7637
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TARLE 7

Credit Structure of the Finance Comnpanies

1955 - 1966

Year Fersonal Non-Business loans Rusiness Loans Total
Instalment Cash Total Wholesale Other Total
Trade
Millions of Dollars
1955 605 273 R78 145 192 337 1215
1956 769 343 1117 182 279 461 1573
1957 795 347 1142 202 288 490 1632
15658 787 382 11£9 191 257 448 1617
1959 R44 446 1290 197 24 541 1831
1960 873 504 1377 229 393 122 1999
1561 791 559 1350 184 235 579 1629
1LG62 £53 662 1515 240 440 680 2165
1863 529 755 1684 201 520 821 2505
19€4 1089 850 1639 268 588 £56 2793
1GE53 1198 G576 2174 452 665 1090 3264
1966 1297 1096 2393 393 662 1055 3448

Percent of Total

1955 46,8 22,5 72.3 11.9 15.8 27.7 100.0
1056  4R.9 21.8 70.7 11.6 17.7 29.3 100.0
1957 48,7 21.6 70,3 12.2 17.5 29.7 100.0
1958 48,7 23.6 72,2 11,8 15.9 27.7 100.0
1959 46,1 24,4 70.5 10.8 19,7 29.5 100.0
1960 43,7 25.2 68,4 11.4 1¢.7 3l.1 1¢0,0
1961 41,0 29.0 0.0 9.5 20.5 30.0 100.0
1962 38,9 30.1 £9.0 11.0 20,0 31.0 100.0
1962 37,1 30,1 £7.2 12.0 20.8 32,8 100.0
1964 39,0 30,4 €9.,4 9.6 - 21.0 30,6 100.0
1965 37,1 29,5 €6 .6 13.5 1%,9 33,4 100.0
1966 7.6 31,8 69,4 11.4 1¢.2 30.6 100.0

Source: Bank nf {enada, Statistical Summary, Supplement 1961,
pp. 104-108, 1bid,, Supplement 1965, pp. 114-115,
Ibid., July 1967, pp. 511-512,
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At the end of 1966, there were 83 licensed small loan
companies in Canada22 and at least 150 sales finance companies.
The exact number of finance companies is difficult to deter=-
mine because of the many small privately-owned companies,
although in terms of balances outstanding these are insignifi-
cant, There are no barriers to entry in the industry but
competition for business and the problem of raising funds
is sufficiently acute to deter the growth or even survival
of small companies. As a result, the industry is highly comn-
centrated, with the six largest finance companies listed in
Table 8 accounting for over 90% of the outstanding instalment
credit, There is also a high degree of U.S. control. In
the small loans industry for example, 60% of'the business is
done by wholly-owned subsidiaries of American consumer loan
companies compared to 35% by wholly-owned subsidiaries of :
Canadian incorporated sales finance companies.23 @

For regulatory purposes, an important distinction is
made between sales financing and consumer loans which has
its origin in a legal fiction known as "the time-price
- doctrine." Instalment financing, according to this theory,

is the sale of goods on credit. Every good, therefore, has

a cash price and a time price, the differential or "add-on"

in 1955, Canadian Business Service Limited, Finance Companies
and the Credit System, August 16, 1966, p. 8.

22Federally incorporated companies are legally called
small loan companies and provincially incorporated companies
are called money lenders. There are presently 5 smezll loan
companies and 78 provincial companies.

23Qgggga Qne Hundred 18€7-1967, (Ottawa: Queen's

Printer, 1967) p. 254,




TABLE 8

Leading Finance Companies in Canada,

Assets and Earnings, Fiscal 1966,
(Millions of Dollars)

Company : Total Notes and Debt
Assets  Accounts Short Long
Receivable Term Term

Industrial Accentance Corp.

Ltd,l 944 876 278 420

General Motors Acceptance

Corporation of Canada Ltd. 532 517 302 142

Traders Group Ltd.} 524 458 121 241

Laurentide Finaucial Corp. ,

Ltd, 1 337 275 125 135

~Avco Delt Corp. Canada

Ltd, 325 292 101 182

Household Finance Corpor-

ation of CanadaZ 228 224 - 215
TOTAL 2890 2642 2264

TOTAL - All Cansdian Sales
Finance and Consumer Loan
Companies. 4386 3706 3465

Percentage held by Major
Companies €7% 71% 65%

Notes: 1. . ,
" s Controlled by Canadians.

2Figures for Fiscal 1965,

Sources: Annual Reports of Selected Companies and Dominion
Bureau of Statistics, Selected Financial Institutions.
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Table 8 - Continued

T — —— ——
Capital Funds Net Profit Ratios
Capital Return
to on
Liabilities Equity
127 13.3 1:5 10.5
18 1.9 1:25 10,8
62 4,0 1:6 A
48 deficit 9.6 1:5 -
24 2,6 1:12 10,7
8 3.9 1:27 5.2
287
474

617
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being a charge levied by the vendor to allow the purchaser
to pay for the goods over a period of time while gaining
their immediate use; Such a charge is not legally considered
to be interest and laws relating to interest charges there-
fore will not apply to sales financing. This distinétion,
while initially appearing to be of little concern to the
economist, does affect the flow of funds through finance
companies because of the different legal restrictions placed
on small loan companies.> This distinction is particularly
important in Canada where the BNA Act grants the federal
government exclusive jurisdiction over interest and so over
lenders, but does not grént any specific jurisdiction over
vendors or sales finance companies.

Since small personal loans were most frequently made
to lower income individuals with no bargaining power or
financiel sophistication, governments in both the United
States and Canada have controlled the rates on this type of
lending for many years. In Canada, all small loan companies
muet be lieensed by the Department of Insurance if they extend
personal loans of $1500 or less and charge more than one
per cent per month on the unpaid balance. The rates on all
other forms of nonbank lending are not regulated in Canada.24

The regulation of finance companies for purposes of
stabllizing demand or preventing its misallocation by the

diversion of savings was considered by the Bank of Canada in

24In the United States, approximately two-thirds of
the states set ceilings on finance charges for automobile
instalment sales and approximately one-third have ceilings
"on rates for ianstalment sales of goods other than automobiles,
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1956, Finance companies were held to be an "unregulated
rival banking system"25 that could outbid regulated financial
institutions for funds by their unrestricted rates. The
decline in their competitive position since that time, plus

a greater understanding of their sensitivity to credit con-
ditions, has altered the Eank's view,

Regulatory emphasis has now shifted to concentrating
on the effects of these companies on the capital markets.
Legislation and supervisibn is consequently being directed
towards fuller disclosure, better investment practices and
accounting methods, an improved balance between the asset and
liability structure and increasing the legal responsibility -
nf management, directors and auditors. In the following
chapters, the problem of supervising and regulating the trust
companies and finance cowpaaies of British Columbia is examined

in detail.

25

Bank of Canada, Annual Report for 195€¢, p. 27. '




PART 2
THE CONTROL OF TRUST COMPANIES

IN BRITISH COLUMBIA




CUAPTER III

The Regulation of Trust Companies

The trust compenies which operate in British Columbia
are regulated by the provisions of the Trust Companics Act1
and and Trustee Actz, both of which were passed in 1948 and
have been only slightly updated in the intervening nineteen
years, The supervisory power over these companies is vested
in the Inspector of Trust Companics, a functionary in the
Departwent of Finance who lacks the time, the experience and
the staff to perform his duties in a competent manner., Con-
sequently, the trust companies in this province encounter
effective government regulation and supervision only when
they coine within the jurisdiction of the federal government
or that of a very few other provinces. Trust companies
which operate solely in British Columbia‘are a relatively
recent phenomenon and the lack of effective regulation wmay
well lead to a serinus nroblem for these companies, unless
there is a change in the attitude of the provincial government,

There are presently fifteen trust companies aperating
in British Coluwmbia, all »f which are listed in Table 9,
Their €5 branch offices are naturally congentrated in the
populous lower mainland, but 12 of these branches have been
opened in the thriving communities of Prince George (3),

Ramloops (3), Vernon (1}, Dawson Creek (2), Kelowna, (2

British Columbia, Trust Companies Act, R.5. 1948, c.61.

]
<, . : . m N . I
British Columbia, Trustee Act, R,5. 1948, c. 345,

“€3




TARLE 9
Current Rates on Trust Company Obligations

'Offered in British Columbia

m
Company No. of Deposits

Branches Chequing Non-chequing Term

in B.C. Rate Basis Rate Easis Rate Basis

Code Code Code

NATIONAL COMPANTIES

Administration and

Trust Co. 1 4 5 b 3

Canada Permanent

Trust Co. 8 3% 5 4 3

Canada Trust Co, g 4 5 Ly % 3.

Crown Trust Co. 1 3% 5 43 3

Eastern & Charter-
ed Trust Co. 8 4 5 43

Guaranty Trust Co,

[

of Canada 4 4 5 4% 3
Montreal Trust Co. 4 4 5 4% 4
fiational Trust Co, & 4% 5
Royal Trust Co. 3 4 5 L 3
SMALLER WESTELN~-BASED COMPANIES
City Savings &

Trust Co. 1 Lk 5 5 3
Commonwealth Trust Co.8 bz 5 4,5/8 1
Investors Trust Co, 2 A 4 4% 3
North West Trust Co, &4 4% 5 3
Yorkshire Trust Co. 6 4 5 - 4,3/4 3 4,5/8 1

* Plus % of 1% per annum on minimum quarterly balance, provided
that the minimum balance during the quarter is at least $500
and only one withdrawal is made durin. that period,

Basis Code: l,Computed daily., 2, Computed monthly, paid quarterly,
Z.Computed monthly, paid semil-annually,
4.Computed quarterly, paid semi-annually,
5.Computed semi-annually, paid semi-annually.
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TABLE 9 - Continued

Guaranteed Investment Certificates
Less than 1 1 2. 3 4 5
Year Year Year Year Year Year
5-5.3/4 6.1/4 6.1/4 6.1/4 6.1/4 €.1/2
6.1/2 6.1/2 6.1/2 6.1/2 6.1/2
4,5/8-5.3/4 5.3/4 5.3/4 £.1/2 6.1/2 6.1/2
5.3/4 5.3/4 6 t.1/2 €.1/2
4£,5/8-5.1/4 () 6.1/4 6.1/4 6.1/4 £,1/2
Subject to |
negotiation 6.1/4 £.1/4 6.1/4 6.1/4 €.1/4
4,3/4-5,3/4 €. 1/4 €.1/4 6.1/4 6.1/4 6.1/4
Subject to ' p . : n
negotiation 6 6 6.1/4 6.1/4 6.1/2
4,5/8-5.3/4 6.1/4 6,1/4 €.1/4 6.1/4 6.1/2
5.1/2-6.1/8 6.1/4 6.3/8 6.3/8 6.1/2 6.1/2
€.1/4 6.,3/8 6.1/2 £.5/8 €.3/4
5.3/4 6 6 6.1/4 6.1/2
5.1/2 - 6 € 6 6,1/2 6.1/2
5 - 5,7/8 6.1/2 6.1/2 6.1/2 6.1/2 6.,1/2
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and Penticton (1). Only the comparatively undynamic area of
the southeast of B.C. lacké trust facilities. The density
of this branch network is equal to approximately 28,600
people per branch, only slightly less than the comparable
retio for Ontario of 28,000 people per branch., In considering
these figures it is slso noteworthy that B.C., was reported
to have one bank branch per 2600 people, the highest ratio
of any province and almost twice the 5500 per‘banking faciiity
in the United States.3 These figures indicate that, generally
speaking, British Columbia has adequate trust facilities, a
conclusion that agrees with the Porter Commission's statement
that they did not find any strong evidence of a shortage of
trust facilities in Canada.

All but two of these companies were incorporated out=
side the province and most are large national companies that
have been in business for many vears. The two operating B.C,
compantes are Yorkshire Trust Co. and Commonwealth Trust Co.5
Both are young companies attempting to brezk intc a market

that has been donvinated for many vears by the older companies,

3 C . o

The Royal Commission on Banking and Finance, p. 120.
The American banking facilities include commercial banks,
savings banks, and gavings and loan associations,

I
“1bid., p. l8E8.

5There are four other trust companies that were incor-
norated and are still in existence, Okanagan Loan and Invest-
ment Trust Co., Trust Co. of Victorisz and Trustee Co. Ltd,
(now Mercantile Mortgage Co., Ltd.) and Western Facific Trust
Co. Only the last mentioned company has securities on deposit
which are good for new business but the deposit of the others
is being held in respect of business previously existing,
‘contracted, arising, ot entered into during the period of
their currency, ' ’




67 v ‘
Under these circumstances, 2 new company must tap some area of
the economy that is being inédequately served by the existing
companies, if it is to be successful. The new company is also
under greater than normal pressure to expand its assets
quickly and faces more than the usual resistance in attracting
funds, with the result that there is a strong incentive to
reach for higher yielding but riskier investments in order to
pay for the higher cost of funds, Such companies, therefore,
present the special regulatory problem of attempting to assure
their solvency without dampening their salutory competitiﬁe
influence.
Commonwealth was founded in 1961 by a group of British
Columbia businessmen. It raised the bulk of its capital and
iabilities within the province mostly from small and unsophiste
icated savers., The cost of gusranteed funds bas bien relatively
high, and so provided a strong incentive to invest in higher
vielding mortgages outside the prime area. The cowmpany has
slso reached for funds in the United States which certainly
could only be attracted with a considerable risk premium,
Unfortunately, an adequate discussion of the company's financial
position is impossible becasuse the President, Mr. Duncan Crux,
refused to discuss the wmatter or to allow a discussion with
any other officer of the company.6 A regearcher 1is therefore
forced to rely on the company's ennual reports which are
insufficient for a satisfactory znalysis of the company.
Yorkshire Trust Company is controlled by Power Corpor-

ation of Canesda, Limited, the Montrezl-based investment trust,

Interview with Duncan (rux, President of Commonwealth
Trust Company, July 7, 1967,
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A predecessor of the present trust company was incorporated
in the United Kingdom but, when its British owners sold a
sixty-six per cent interest to Power Corporation, it was
converted into a British Columbian company. The balance of
the $3,2 million equity is held by individuals associated with
Yorkshire and by its original owners,

At present, Yorkshire hes approximately $9% to 310
willion in its guaranteed account, gll of which was raised
within the province, The proportion of various liabilities-
wvithin this account is unusual as Yorkshire has been quite
successful in selling short GICs to the smaller companies who
are seldom contacted by the larger trust companies, These
liabilities ave in the following pnroportions:

Yorkshire Average of all

Canadian Trust
Camaanies.7

Deposits:
Che 11.11.1 7% 15%
won-chequing 18% 15%
23% 0%
Guarsnteed Investment
Cerrif. ates
Under one year 55% 17%
Over one yeor 20% 53%
75% - 70%
100% 100%

Most of the deposits are held by individuals but only

ore~third of the GICs are he¢ld by individuals., The cost of

these funds has heen only marginally hRigher than the cost of

Uominion Bureau of Statistics, JBusiness Financial
Statistics, Selected Financial Instlrutlons, Fourth Quarter,
1966, _
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comparable funds to large na{ional trust compenies, but
Yorkshire has had difficulties in attaining the essential
minimum pass-through spread of 2% because its mortgage port-
fclio is still small. To correct this problem the company
nlans to build up its mortgage holding this year, with a
special enphasis on smaller industrial and commercial mort-

gages rather than N.i.A. or c¢onventioanal movtgages, to
5)
dttain the higher yield,

cepulation of Entry in Eritish Columbia

The principal mesns by which regulatory policy in
this province influences competition and attempts to curtail

imprudent expansion of trust companies is by its policy on

artering and branching. 7This regulatory emphasis is unusual

in Canada but it is sufficlently common in the U,%.A, for one
cconomist to cleim that:

probzbly the mogt pevvasive way in which pub
I

iafluences the degree and character of comperi
its contral of the chartering of new financial institutions
534 th€ establishment of branches by existing instituions.
A trust company is incorsorated in Zritish Columbia
sin the recommendation of the Inspector of Trust Cowpanies but,
hefeore commencing business, it must also obtain registration
by satisfying a minimum capital regquirement of §250,000, of
which ¢100,000 plus $10,000 fot each branch opersted or pro-
nosed to be operated by the company must be deposited in

ep
trust in a chartered bank in the province, The new trust

8 » - 4 Py - n‘ ~ -y
Interview with William Reid, July 1i, 19€7,

t51 Markers, p. 318,

min

Roland I. Rotinson, Money and Tun
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company must also "establish that it is expedient as being
necessary for the conveniencé and advantage of the public,
that there should be a trust company or additional trust
company in the locality in which the registered or head office
of the company within the province is proposed to be situate"lo
and "that the company aad its directors and manapers have the

qualifications necessary for performing the duties of a

“Tust coipany, 0 as to comwmand the confidence of the public."11

& company that does not obtain registration within two vears

after the date of incorporation will have its incorporation

mancelled.lz
The registration requirements do not apply to a federally

incorporated company., Extra-provincial cosmpenies, however,

must meet the same conditions as a provincial company and

one such company was refused registration as @ provincial

compeny on the grounds thet the management lack the desired

degree of integrity.

Exitigh Coluwmbia, Trust Companies &ct., R.S. 1948
¢, 61, S. 30 (a),. ‘ '

"Ibid., s. 30 (d).

This is an important provision in chartering policies
cause it msy prevent a case similar to one that occurred in
is province three years ago. Columbia RBensficial Holdings
.£d. bought the dorment charter of R.C.life and Casualty Co,

for $50,000, wrote it up to $570,000 on their books, gave
voting control to & grourn of wmen in exchanpe for their inter-
ests in a2 peat moss property in Montana and then began selling.
life insurance and raising non-voting equity money from the
public, In the oninion of a former Superintendent of Insux-
ance, K, R, MacGregor, all instruments of incorporation for
trust, loan and insurance companies should expire in two years
if the company is not ready to operate, to ensure that the
sponsors of these institutions are subject to government
scrutiny. Toronto Globe and Mail, February 4, 1966,
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Some of these measures to restrict entry, which are
inspired by the publicftrusé nature of the business, appear
to have a valid basis. Concern for the character and compet-
ence of the sponsors and the management, for example, is
essential if a large portion of the nation's accumulated
wealth is to be entrusted to these companies. Capital
requirements also serve a useful purpose by eliminating
frivolous entrepreneurs and by providing protection against
losses, The need barrier, however, is a questionable device
for protecting the public. As Alhadeff says, "The need
doctrine imposes an unenviable responsibility on the charter-
ing authorities who are expected to attain an ill-defined .
goal by means of ill-defined criteria.™ |

As additional protection for its depositors, creditors
and trusts, all trust companies operating in British Columbia
are required to maintain a deposit with the Provincial
Government that ranges from $25,000 up to $300,000, depending
on the amount of funds under administration. Such deposits
are customarily required of insurance companies but the B.C,
government seems to place great reliance on this concept as
alen applied to trust cownanies, Life insurance coumpanies
recistered in British Columbia are required to deposit
$£300,000 as a hedge agzinst finsncial defauvlt, six times
as much as Ontario requires, This reliance on large deposits
is probably the most succinct comment on the quality of super-

vision exercised over these institutions.

, .
lBDavid A, pM®sdeff, "a Reconsideration of Restriction

on Bank Entry", The Guarterly Journsl of Economics, LXXVI
(May, 1962), p. 251,
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These measures to restrict entry are backed up by a
strong emphasis on holding back excessive branch expansion
by the loéal companies. The Inspector of Trust Companies
is granted the power to restrict branching by provincial
and extra-provincial companies, but in practice only B.C.
companies are subjected to any restraint. They may have
to present a market survey of the area they propose to serve
and also justify their proposed branch to the Inspector's
satisfaction. Comwonwealth thinks this system is unduly
restrictive while Yorkshire considers it to be a reasonable
nrecaution, |

The Forter Commission was critical of this branching
policy., 1In their opinion, such checks on competition are

undesirable although they recognized that unnecesgsary

_ L 14 .
branches are 2z wasteful form of competition. Selective

controls »f this nature can also be inequitable. This would
certainly be the case if federal cowmpanies preempt husiness
that could be done efficiently by local companies, nrovided
they were allowed to expand., To prevent such an eventuality,
the B.C, auhtorities should re-examine their branching

policy to ensure that it is a sound way to achieve the object-

ives of their regulatory nolic and is not being used as a
g Yy i Y g

relatively easy way to supervise the local trust compsanies,
There are no restrictions at present on foreign owner-

shin of 3,C, trust companies although such restrictions do

apply in some other aress of Canade., For example, a maximum

1%}

of 25% foreign ownershin is permitted for compsnies that are

14

The “oyal Commission on Banking and Finance, p. 175f,
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lncorporated federally. 'This provision could gain new
significance if American banks, barred from controlling

Canadian banks, seek investment in a banking-type business,

Source of Funds

Trust companies, according to the fipures in Table 10,15

obtain the largest percentage of their funds in the form of
deposits and guaranteed investment certificates, tlioney
received in either of these ways is considered legally to be
held in trust, not borrowed, and must be segregated in a
guaranteed account for investment in a specified list of
securities, The company is entitled to retain the profits
from the investment.of these funds in excess of the interest
payable on them but must guarantee payment of principal and
interest on ail such trust funds, hence the term gusranteed
account,

Most trust company legislation sets out the restrictions
applying to the guaranteed account in reasonably clear terms
but the R.C, Act is confusing and subject to various inter=-
pretations. In it, deposits are described as being analogous
to bank deposits, although trustycompanies are forbidden by
the Act to engage in the business of banking., No specific
mentinn is made of GICs, but the Inspector of Trust Companies
has subjected them to the same conditions of segregation and
guarantee as deposits, on the grounds that they are also funds

received in trust,.

15 7,

6Interview With J. W. Minty, Inspector of Trust Companies,
July 10, 1967, '
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TABLE 10
Canadian Trust Companies
Source and Use of Funds 1960-1966
(Millions'of Dollars)

Source of Funds 1960 1961 1962 1963 1964 1965 1966

Guaranteed Funds
Deposits:

Chequable m.a, W.d. M.a. 451 513 558 566
Nonchequable m.a. m.a., m.a, 368 544 561 528
, 403 512 €10 B19 1057 1119 1094
Term Deposits and
GIC's 729 896 1094 1272 1535 1973 2421
Total 1132 1408 1704 2098 2592 3092 3515
Other Liabilities 11 18 11 23 18 60 66
Shareholders' Equity 131 164 178 201 249 272 321
Total 1274 1590 1894 2321 2860 3422 3902
Use of Funds
~ash 4] S4 54 71 86 98 88
Securities
Govt of Canada 264 286 299 318 385 388 437
Frovincial 105 131 136 154 168 193 228
Municipal 63 82 94 114 139 125 126
Corporate Short
Term Notes n.a. 112 122 108 153 176 282

Corporate bonds 198 127 140 196 218 242 236
Canadian Preferred .
& Common Shares 42 53 63 65 67 74 82
3

Other Assets 11 1 15 14 24 23 43
Total
Mortgages 468 630 845 1103 1449 1912 2161
Collateral Loans 54 63 83 123 110 118 118
Total 1274 1590 1894 2321 2860 3422 3902

Estates, Trust and
Agency Funds Under ‘
Administration 7390 8119 9014 9966 11272 12588 m.a,

Source: Dominion Bureau of Statistics, Business Financial
Statisticse, and Report of Superintendent of Insurance
for Canada, Trust and Loan Companies,
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deposits, and the same or sometimes up to one quarter per
cent more for GICs. ‘

Interest rates do not tell the whole story, however,
The smaller companies have added to the cost of their
savings accounts by offering gifts to new denositors, a
competitive device, which the larger trust companies have
generally eschewed, Commonwealth gives away such things as
barbecue kits, electric shavers, heating pade and cigarette
lighters, depending on the size of the new deposit. Yorkshire
sives a centennial coin set for a new deposit of at least
$100. The extraneous costs of these funds could become
excessive if new deposits are providing a significant pro--
nortion of additional funds, which could well be the case
with a small>aggressive COmMP ANY o

Commonwealth has also expreéssed an interest in attracting

funde from the United States and other foreign sources., 1If

done on any substantial scale, this would be & new departure

for Canadian trust companies and should be carefully wstched

»y the regulatory asuthorities. The 3Javings and Loan Assoc-
iations in the U,5.A. have been very successful in attracting

funds from surplus savings areas interrepionslly and inter-
nationally, but at the cost of paying & premium over local
funds to cowpmensate for market frictions due mainly to

1 ¥ « F oy v f Y S £~y 1 Ry oy 1 t Ciicck 2 mryemi l 1
investor preference for nearby outlets. Such 2 premium would

be considerably higher for s small local company and would

~
M.

herefore place considerable pressure on the coupany to seek

higher-yielding iuvestments to compensate for the added cost,
The capital imports, being marginal, would zlso be extremely
volatile. 7The comnsny's licuidity position would then have

to be watched even wmore csrefully to enssre that maturing
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obligations were always balanced by maturing investments and
cash reserves, '

Trust companies have been extremely successful in
attracting funds, expecially in periods of easier wmoney,
The main factor influencing this flow of funds is generally
held to be the ability and willingness of these companies
to raise their interest rates, but there are also other
important factors such s unlimited chequing privileges,
wide branch systems and more convenient office hmurs.lg

Interest yates on savings accounts are closely related
ta rates on their closeet substitutes, savings accounts in
chartered banks, Until the nractice was forbidden in the
latest Bank Act, the rates on bank deposits were established
by agreement among the banks. The trust companies then set
thelr rates approx¥imately three quarters of one percent above
the bank rate, In 19€6 the spread widened to one pevcent
in srder to provide stronpger competition for household saving

Thegse rates have bee

=

rejatively stable ovey the business

18

The role of the rate of interest on personal savings
depasits in contributing to the relative ﬁeLL1n~ of the
chartered banks was discussed by Vliadimir Salyzi "*The
Competition for Personal Savings Deposits in Cauﬁua“.
Cunsdian Journel of Economics dnd Folitical Science XXXTI,
Mo, 3, pp. 327-37. The wrirer contended that there was some
ruestion whether it bed contributed to the decline st all as
the ability »f the trust companies to attract deposits was
due mainly to nroduct rather than price competition., Thisg
'Yficie was criticized ~n the ground that 1€ was based on
inadequate dats by Lawrence Smith, "The Comp

4

etition for
T>~monal Savings Deposits in Canada: & Comment". Cenadisn
‘ournal of Economics anc 'olitical Science, X¥X1II BHo., 2
(May, 1967), pp. 201-9% anu Teonsrd Teudadie, "0
Comsetition for Saevings™, op, cit,, pp. 295-96,

Se
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cycle and usually change only at intervals of several years,
“hrey generally lag behind market rates and show a definite
rachet effect, not having fallen once in the last seventeen
vears except for a brief and minor downward adjustwent in
trust company rates at the end of 1958,

The rates on GICes, in comparison, change frequently and
quickly in response to changes in the money market rates
because buvers of GICs tend to be more rate conscious than

depositors, This does not sean that deposits are unaffected

by short term fluctuations in the money market, It wmeans

rather that, while GI1Cs respond through a flexi!

"\.T

le rate,
sevings deposits respond through the guantity of money
flowing in and out at 2 fixed rate. In times »f easier
money when the rate on GICs is falling and the yield on
savings accounts hold, woney flows into savings sccounts of
the trust companies,  In timeg of tight mosey when GICs are

relatively more attractive, money flows out of savings

aceounts in GICs.
Market interest rates also affect the rates paid by
Trust cowranies through the return they can receive on
their investments. The companies attempt to get a ainimum
)

vield spread of one and one-half percent heiwecen the cost

and the yeturn on these funds, If the monetary authorities
t

faad

are holding doen rates in a wanner that affects trustee

investments, the cowpanies cannot nrudently bid for funds at

rastes that would lower the yield gpread below rhat nne and

ame=half percent

he monetarv suthoriries
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The cost and supply of deposits and GICs are thus seen
t5 be generally under the control of the federal monetary
authorities. The funds flowing into eqﬁity capital, however,
are affected to some degree by the provinecial authorities
tbrough the methods they will permit for raising these funds,
The two main considerations are the form of base canital and
the method of selling it.

The asual base capital is composed of Common shores

-

and retained eerning. Trust companies are not allowed to

porrow wmoney by way of debentures, alithough the chartered

w

banks are now permitted to issue subordinated debentures

ond bhe trust companieg v Like to have rimilsy powers,

“referred stove cenital is nermitted for federal, Ontario
and British Joluwbia compenies but it is not & common form
of trust company canital,

lorkkehire ralsed itse capital privately and pays no
dividend sw yet go that its capital wes raised at 2 reasonable’
cost.  Couwmonwealth, however, sold preferred ang coumon

sheres to the nublic. The common shares do not pay a dividend,

The preferred shares pay @ 73¢ dividend which yields 2,7% on
the issue price of $27,530, an astoundlugly low yield on a

nreferred shave of even srime gquality, and one thet should
not be tacen ss any yardstick for normal costs on that class
ni ecuity,

Commonwealth sold both the preferred and comnon shares

\-.{

locally through its own sales organization. 7This is usually
& more expensive way to raise money as the commissions are

often preater than underwriti costs on comparable lssues,

s Jt'\
p—a

pede

=3

o}

For example, Commonwealth's ge cnsts as a nercentage of
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xToss mark-up were 13.9% in 1964 and 17.6% on later issues,

The comparable expenses fnr icsue of under $3 million if

underwritten by an investment dealer were

=
@

ported to range
from 2 to 14% with 2 median of 9,09% on common stock issues,
5.

and from 3, to 11,1% with 2 median of 4,.77% on nreferred

There is nresently non public market for =ither class of

Commonwealth stock zithougb there appears to be a limited

private market. This lack of merketability is a frequent
consequence of shares that sre sold directly zather than

through an underwriter. " A contributing factor is that Comeon=
wealth has not wade sny attewpt to improve marketability
through listing on a stock exchange., It seems to have
actually discouraged any such possibility by having sbhare-
holders sign a form grenting to Commonwealth Investors
Sundicate irrevocable vcting'power for three years with full
power of substitution. This ¢ompeany holds o substantial
interest in Commonwealth Trust Company, accoarding o itg
srospectus, §0 that this voting trust agreement lesves it in
coaplete contyol of the Trust Company.

Shsres which are offered to the public over a three year
period and still have no quoted market value are z nost unusual
occurrence for a profitable company., This wattexr should be
exaimined because transferevility is one of the wost important
features of @ publlie security. Furthermore, this capital is

not being efficiently allocated because the pricipg mechanism

<

Investment Dealers Association of Canada Submission
™~ -~ ) : Ty t e N 3 & v o g ¥ K 3 " ]
o the Royal Commission on Bonking and Iinance, Appendix “B%,

A, 365.
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of the capital market is not being encouraged to "maintain a
logical relationship betweeh a company's financial position
and the price of its stock."20 The market should therefore
be regulated to the extent that prices are allowed to respond
to the genuinely shifting economic status of the company.
This objective could be furthered by encouraging_or even
demanding that new lssues be underwritten and sponscred by
an investment dealer. Listing on the Vancbuvex.Stock LExchange
would also improve their marketability,

Trust and losn companies are the only financial insti-
tutions in Canada that are legelly subject to specified
canital ratios. Trust company legislation in Canada has
placed considerable emphasis on the adequacy of the net worth
cushion to absorb unexpected and substantial losses over and
above those already provided for by voluntary investment
reserves, The measurement of such adequacy is the ratio of
capital to liabilities and the federal, Ontario and Alberta
Acts all specify s maximum permitted ratio, The Federal
and Alberta Acts limit the guaranteed account of a trust
company to fifteen times equity, énd the Ontario act limits
the guaranteed account to an aggregate of cash reserves plus
four times capital and surplus, although the Registrar may
increase the ratio to cash plus fifteen times capital and
surplus. New compenies are reportedly held to the initial
ratio and it is gradually raised to the maximﬁm as the equity

grows.

9
“Osidney Robbins, The Securities Markets: Operations
and Issues (new York: The Free Press, 1966), p, 33,
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There has been some controversy over the usefulness
or neéessity of imposing minimum capital/liability ratios
on trust companies. The Porter Commission concluded that
it was an ineffective method of regulating financial
inétitutions, mainly because it would be difficult to deter=-
mine a speéific ratio that would be equitablé for all com-
panies regardless of size, experience, degree of special -
lzation or type of assets and liabilities, |

The attitude of the B.C. authorities in this areaz is
@ negative one, The Trust Cowpanies Act does not stipulate
a maximum capital/liability ratio and no specific restrictions
are placed on the companies. New companies are also treated
with great leniency on the grounds that they have not had
the time to accumulate sufficient retained earnings for a
conservative capital structure, Of course, this attitude
is in complete contradiction to sound investment practices
because such practices demand that capital leverage vary
invérsely with the degree of risk., When investment reserves
are not required, and with the risks attendant upon the entry
nf.new and aggressive companies in the field, the B.C.
government should follow other jurisdictions and impose
maximum capital ratios for the protection of the depositors

and shareholders of these companies,

The Use of Funds

Trust companies first employ their funds to set up a
cash reserve, the size of which 1s based on their experience
of the need for cash, and the balance of the funds are placed
in any of the variety of ways shown in Table 11 permitted

by the Trustee Acts or the Trust Companies Acts applicable




CTABLE 11

Investments Authorized by Legislation
for Trust Companies

fvne of Investment Parliament Nova New

of Canada Scotia Brunswick
Government Obligations Co/Gtd Co/Gtd-
Mortgages Co/Gtd Co |
Trustee Investments Grd Gtd th
First Mortgage Bonds of |
Corporations Co/Gtd Co
ther Corporate v
Obligations (1) (5) Co/Gtd Co
Preferred Shares (1) (5) .Co/Gtd Co
Common Shares (1) (5) Co/Gtd Co

Obligations Secured by
Government Subsidy Co/Gtd

R.R.Equipment Certi-
ficates Co/Gtd

Leased Real Estate
N.H.A, Mortgages Co/Gtd

Internationsl Rank for
Reconstruction and
Levelopment Cn/Gtd
"Basket Clausge® Co

Loans on Security of
Authorized Investment Co/Gtd (2) Co/Gtd

Note: Co - Company Funds Gtd - Guaranteed Funds

Source: Submission of the Trust Companies Associstion of Canada
to The Royal Cowumission on Ganking and Finance, with
subsequent amendments,

(1) Subject to limited proportion (2) 1, 2 and 4 only

(3) Subject to requirement that 50% of Guaranteed Funds
be invested in trustee investment

(&) Special margin requirement, except for 1, 2 and &,

(5) Earnings test, :
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TABLE 11 - Continued

sttt v >o- : . - pracocs

{juebec Ontario Manitoba Saskatchewan Alberta British
(2) Columbia
Gtd Co/Gtd Co Co/Gtd Co/Gtd Co/Gtd
Gtd Co/Gtd Co ‘ Co/Gtd Co/Gtd Cojstd
Gtd Co/Gtd ctd Gtd
Gtd Co/Grd Co Co Co/Gtd Grd
Co/Grd Co Co Co/Gtd std
Co/Gtd Co Co Co/Gtd Gtd
Co/Gtd Co Co Co/Gtd std
Co/Gtd Co/Gtd Gtd
Co/Gtd _ Co/Gtd
Co/Gtd Co/Gtd
Co/Gtd Co/Gtd
Co/Gtd Co/Gtd  Co/Gtd
Co/Gtd Co/fGtd
Co/Gtd (4) Co/Gtd
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to them, These provisions yary somewhat from province to
province but such portfdlic controls are all basically similar
in form and intent,

Present trust company legislation in regard to port-
folio control is based on the pnremise that investment
restrictions are the main safeguard of depositors. The
fallaciousness of this argument was nroven in the case of
Sritish Mort;age when it was discovered that poor investment
judgment can cause serious losses no matter whether the funds

are placed in stocks, bonds, loanse or mortgeges., The real

Jl

protection for the public against investment losses is suf=-
ficient unimpaired capital plus the skill and wmaturity of
management, both of which must be backed by thorough govern-~
ment inspection and supervision,

led to

s

The regulations in the B,C., Act have fa
appreciste this viewpoint because its requirements are among
rhe most restrictive of any trust company act. There is no
"hagket clause®™ although the Inspector of Trust Companies
may allow the companies to mske unspecified investments,
which he has not done to date, The "hagket clause" that is
found in other acts allows a company to invest a certain
nercentage of its assets in investwments not specifically
spproved under the Act. It has been used moinly to acquire
assets which could eveatually qualify.”” Wwith such a pro-

rhe local

[

vision, it would be possible, for example, fo
trust companies to buy shares in companies with o relatively

assured future such zs the Bank of pBritish Columbia.

21 . s N . C . . ‘ -
“W.C.Hood, Financing Economic Activity in Canada
(Ottawa: (ueen's Frint ‘958), n. 350,
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Secured loans are also not permitted by the E.C.Act,
Trust companies in other provinces have not stressed this
facet of their operations as they comprised only 3% of theirx
total assets at the end of 1966, There seemz to be¢ no valid
Yeéson for not allowing B.C. trust companies to extend such
secured loans however, because trustee investments are the
only allowable collateral foxr these loans and sll trust
companies are thoroughly faniliar with this security

The trust companies have also expressed some interest
in being able tn make unsecured personal loans on the same

. . 2 . .
is as the bonks are permitted, Unsecured lending 1s an

\_,
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o
]

5
s
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[
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rely different proposition and requires skills and
experiences nnt now rnossessed by trust companies, It is

herefore difficult to estimate how many of the companies
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would make such loans if permitted, and the
veason to belicve that worthy borrowers have suffered from
this limitation on credit sources, The worit or need of

extending this power to frust companies is thevefore hard to

4

Ye

-~
2

Thege criticiems of the rortfolio controls which

imposed by B.G. legislation are not made with the idee thet
tiwe controls should be drastically relaxcd, are many

in such & course of action, 'In addition, lovsening

nortfolio restrictions may wake only a2 limitcd contritbution

rs economic growth because there sre meny weys around re-
strictions snd the flow of funds may not therciore be as

.

292 ) - : . .
‘Federnl officicls now s#llow trust coapanics incorporated

foderally to invest up t= fifteen percent of capital funds in
unsecured neysonal leoans, This is 2 wnew interprefation of the

Uhseket clause®
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ments and reserves a. zinst possible losses which vary with
the amount and the degree of risk in their nortfolio.23
During the postwar reriod there has been a pronounced
shift in the use of fumis by trust companies. The proportion
invested in Government of Canada bonds declined from 39.7%
19
A .

in 1945 to 11.2% in £6, and the

for inventory finsncing

,,..;

The increased mortgage leunding is a reflection of the
oY

higher pyoportion of funds raised thiough GICs and term

eposivs,  Most such money is placed in morcgeges to schieve

3 1

read befween the high

the desgired yield s;

woney snd mortgages, These mortgages were alm

writien with o five yerr term smortized over z longer yperiod
and renewable at five year intervals at the nrevailing rate
»f interegt., In this way maturitles of (ICs and mortgages

L

tended ]

to match, There is a tendency now though to write

23 _ :
Cf. Cowmission on Money and Credit, p. 171

"
24 s
The Royal Commission on Banking e¢nd Finance, p. 181,

Uominion Bureau of Statistics Wo. 61-006, Fourth Quarter 1966,
n, b '

-8
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longer wortgages of up to 25-30 years, with the rate not
subject to change during the full term of the mortgage.

Trust cumpanies, like 211 financial institutions
nffering short term liabilities, must provide a cash reserve
to meet the demands fo1 cash thst arises in the normal course
nf their businegs. At any polnt in time they carry assets
that are zithery cash or can be sold guickly without any
significant loss, In addition to this stock liquidity, the
companies must consider their flow

1
*he maturities of theilr asscte go that the int

wecuring Liavilities, These liquidity nrovizions sre not
designed for unpredictable demancs for cash, such as o
nanic run oon 2 trust cowmpany, which csan by

a lender of last resort such as the Canada Leposit Insurance

e
sdequate and unvealistic,  All deposits that zre withdrawable

i
covered to the extent of 25% by cash o5r debt issued by ox
gusranteed by federal or nrovincial governments. The original
sose of such & liguidity provision was to rrevent too
lirge a percentage of agseis from beiny invested in mortgages
in the days when wmort-ages were not repsid in regular wmonthly

preat extent, Today, however, all mort-

instalments to any great e
gages held by trust cospanies are amortized monthly, so that
mortgages msy be more liqguic than goverament bonds., In

addition, the allowable securities include many issues such
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as provincial guarantees that are notoriously unmarketable,

and long term bonds whose wide price fluctuations give a

marked pin-in effect.zs

The latest Ontario Act has tried to overcome some of
these disadvantages by specifying that 25% of the reserve
requirement must be in the form of cash ox Government of
Canada bonds maturing in 3 years or less and 50% must be in
the form of cash or Government of Canada bonds maturing in
ten years or 1ess.26 Some revxslon of this nature should
certainly be made in the B.C, Act, ,

In addition to cash reserves held for the purpose of
maintaining liquidity, the suggestion has been made from
time to time that the trust companies should be required to
hold cash reserves with the Bank of Canada. At present,
their cash reserves are held mainly in the form of deposits
in chartered banks. The ratio of these vash holdings.to
demand liabilities was approximately five percent in 1962,27
and appears to have been about the same in recent years when
allowance is made for year-end window dressing. This system
af pyramiding reserves is advantageous to the banks in their

efforts to retain cash but it removes the trust companies

25Lend1ng firms may be reluctant to realize capital
losses on bonds when the interest rate falls and so they refrain
from selling these securities. This pin-in effect is rational
if the losns or securities that could be substituted for these
securities would be unprofitable because of inflexible lending
rates. The effect is irrational if the substitution would be
nrofitable because of flexible lending rates.

26050 1960 . 222 s. %4 re-enacted 1966.

”

L7The Royal Commission on Banking and Finance, p, 183.
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from the direct control of the central bank. The Porter
Commission contended that‘institutiohsAissuing demand claims
or liabilities wmaturing within 100 days that aré not issued
through independent investment dealers or their agents should
be‘required to hold their cash reserves other than till money
at the Bank of Canada. The reasons given were not primarily
monetary control but rather the advantéges'of closer contact
with the Bank of Canada and greater equity between i‘nstitutions.28
This suggestion was rejected by the government to avoid con~
stitutional problems involved in regulating provincially
incorporated companies, v

The other form of reserves which should be set up by
all prudent management are investment reserves to provide
for probable or possible losses in their assets, These
reserves sre essential for trust compenies if the value of
the guaranteed fund is tc be maintained, and regulation should
specify such a provision., |

The B.C.Act and the supervisory authorities have ignored
this matter entirely, with the result that local companies
do not have to make any provision for present losses, let
alone future ones, Commonweeglth Trust, for example, carries
its marketable securities on its balance sheet at a cost that
exceeds their market value by more than the company's earned
surplus, although usual accounting practice is for securities
to be carried on the balance sheet at a total that does not

exceed market value, with Canadian and provincial securities

28 1bid,, p. 393.
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written down to amortized costzgand other securities written
down to thelr quoted market Jalues. The federal trust company
act also requires that securities in the guaranteed account
must be taken into account in every annual statement at a
total value that does not exceed the amortized values of
federal and provincial debt and the market value of all other
securities, o

Tax incentives have been suggested to encourage ﬁhe
companies to build up reserves. At present, trust companies
may, like any other company, set up specific reserves out of
nre-tax earnings to write down the cost of assets to their
estimated market value and, in addition, they are entitled

undey the Income Tax Act to set aside pre-tax amounts equal

to one-half of one percent of their conventional mortgage
portfolio per annum to create a maximum reserve of three per
cent of thelr mortgage portfolio. Unlike the banks, however,
trust companies are not allowed to accunulate tax-free inner
reserves,

The trust comnanies are uhder pressufe from the informed
financial public to disclose information about their reserves, |
their losses on investments and the.basis they use for valuing '
investments., By not disclosing this iiuformation management
is able to juggle the net profit reported to shareholders
and to conceal poor investment results, The Bank Act now

requires full disclosure of inner reserves and the loss

9Amortized value of a redeemable security at any
date after its purchase meane a value so determined that if
the security were bought at that date anc¢ at that value, the
yield would be the same as the yield on the original purchase
price.
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experience on a five year moving average. At least that
much information should be ﬁandatory for trust companies
and, in effect, responéible companies are now providing it.30
In contrasting the many improvements that have beenrhade

recently in the regulation of trust companies in other parts
of Canada with conditions in B.C., the most significant
feature is the laggard attitude of the B.C. government,
However, this pales into insignificance when compared to the

quaality of supervision that is provided in this province,

30The Jenkins committee studied the question of dis-
closing the inner reserves of banks and discount houses and
came to the ambiguous conclusion that such information might
impair confidence in the stability of the banking system but
at the same time "shareholders in banking companies are de-
prived of information they need in order to judge the value
of their shares: and the right to conceal the size of, or
transfers to and from inner reserves can be used to conceal
weaknesses as well as strength.," Report of the Company Law
Committee, para, 4073, ’




CHAPTER 1V

The Supervision of Trust Compsnies

The extent to which a regulatory system achieves its
alms cdepends ultimately on the quality of the supervision
applied over the controlled area, Government agencies
charged with the administration of regulatory statutes
must fill the roles of nrosecutor and administrator in their
efforts to prevent violations of the Act and to regulate the
practices of the industry. In carrying out these functions,
the supervisory agencies have often been handicapped by
lack of funds and insufficient knowledge of the industry.
Under these circumstances, associations formed by the regul-
ated companies can fulfil a socially useful purpose by
attempting their own self-regulation, but such action is
riot entirely effective and in no way rectifies the irrespon-
sibility of governments who abnegate their obligations in
this regard. | |

The Forter Commission found evidence of particularly
inadequate supervision in several provinces and the general
consengus of the witnesses before the Commission was that
only the federal inspection was "very close and very compre-
hensive"1 at that time, The conclusion of the Commission

was that:

lw. Leo Knowlton, Vice-President anc General Manager
Canada FPermanent Trust Company, Transcript of the Hearings
sefore the Royal Commission on Banking and Finance, p. 3272,
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While far from perfect, supervision is much more
thorough in Ontario and’'Quebec than in those provinces
outside Quebec and Ontarjo which are not inspected by
the Superintendent of Insurance. For instance, in

~Saskatchewan and Alberta there is no inspection of local
companies, and alihough there is provision for it in
British Columbia,’ we were told that it is not too
consisgtently carried out,?

Ontario, Quebec and Alberta have greatly improved the
quality of their supervision since that time but the situation
in British Columbia appears to be basically unchanged.

The position of Inspector of Trust Cowpanies in British
Columbia is only one of many positions held by the incumbent
in the Department of Finance. He has a very small staff so
that it is impossible for him to adequately supervise the |
trust companies operating in the province. The reports of
federal and extra-provincial companies are consequently
accepted with only nominal verification, while companies
incorporated within the province are subject to some inspection;
however, it is perfunctory by comparison with federal standards.
This became quite evident when the local companies were first
visited by the insgpectors for the Canada Deposit Insurance
Corporation, whose detailed and knowledgeable procedures
greatly impressed officials of the local trust companies.

This comparison between the federal and the local
inspection of trust companies points out the need to justify
local inspection of these companies.  The benefits for the
companies and their depositors in having uniform super-

vision far outweigh such possible reasons as provincial

2Royal Commission on Banking and Finance, p. 177,




TABLL 12

Main Supervigory Functions of Sunervisory Agencies Controlling

Trust Companies Operating in British Columbia

b S R R R R S TV T ST O S-S
Supervisory Function ' Supervigory Authority Exercising
Specified Function with respect
to
Dominion British
Incorporated Columbia
Companies Companies
Chartering or Incorporation PFarliament 1TC
Registration : ITC 1ITC
License Minister
Permission to open business ITC, Minister 1TC
Admission to Canada Deposit
Insurance Corporation S1 S1
Zxamination (visitorial) $1, CIbC, ITC ITC, CDIC
Required Reporting:
Assets and Liabilities SI(A), ITC(A} ITC(A)
Earnings SI(A), ITC(A) 1TC(A) RC(A)
Guaranteed Funds SI(A), ITC(A) ITC(A)
Liquidity Reserves -—— ITC(4)

Required Approval for:
Increase in Capital/

Tiability Ratio 51
sranching -—— ITC
Sale of Company 51
Merger or amalgamation 51
Acquisition of other
trust company ST
Issue preferred shares 51 5C
Ungpecified investments - I1TC

Issuance of Regulations
Regarding:

Reserves . S1
Acceptable Investments 51 ITC
Taking Discirlinary Action:

Violation of Trust Co,2ct SJI ITC
Continued Engagement in un- '

safe or unsound practices CDIC ¢bIic, ITC

Closing foy insolveucy ST, Cb1iC, ITC

Overvaluation of real :
estate SI

Source: Trust Companies Acts.
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TABLE 12 - Continued
Supervisory Authority Exercising Specified
Function with Respect to

Ontario Quebec Alberta
Companies Companies Comnanies
RO 1TCQ RA .
ITC, RU e, 1TCQ JTC, RA
1TC TG ITC, RaA
SI S1 81

1TC, RO, CDIC 1TC, ITCG, GDIB  ITC, Ra, CLIC
ITC(A) KRG{SA) ITC(A) ITCQ(AY  TTC(A) RA
ITG(4) ITC(A) ITICG ITC(A) Ra
ITC(a) RC (Q) ITC(A) 1TCG ITC(A) XA
1TC(4) RO () ITC(A) 1ITCQ ITC(A)Y R4
RQC

ITC, RC ITC 1TC

RO RA

R RA

RO

RO

RO | RA

ITG, RO ITC, ITCQ ITC, RA

1TC, RO 1T¢, 1TCQ ITC, RA

CDIC (ol
CDIC, RC LHIC, RA
R - ITCQ Ré,

g€
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Gesire to maintain locsl autonowy in this area, Inspection
by provincial authorities may then become a veéstigial feature
ot the regulatory system.3

Now that the establishment of the CDIC appears to have
corrected many of the deficiencies of the inspection system
within the pgovince, the principal remaining areas of weak-
ness appear to lie in the Trust Company Act itself and in
the disclosure of the financizl condition of the companies
concerned, 1t ig surprising that these matters hasve not

merited some action in view of the recommendatisn of the

ror

Porter Commission and the Trust Companies Assoclation, in
addition to the many changes thsat have occurred in trust
company regulation in &ther nrovinces. However, such in-
activity on the nart of provineial governments is not un-
usuzl.  Trust company representstives snecking at the
bearvings before the Porter Commission cleiwed that:

The easiest part of the job is to get agreement of the
~rofegsionals, the supervisors end the registrars and
so forth; they are much wore willing to discuss uni-

formity than theiy masters, the vavious linlsters to
whom they ra‘i;:n')rt.!+

It is not kaown if this is the cause for the seeming
indifference of the Eritish {nlumbia government to iwmproving
the regulation of trust comnanies. The fact remains that

iritish Columbia is the only major province in Canadas that

3 ‘ : . .

Several of the smaller provinces, Nova Scotis, New
Brunswick and Manitoba, wisely recognized this and ceded
their supervisory powers to the federal government.

b
Transcript, p. 4391,

o
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has not pASSed,.or at least announced, major changes in
the regulation of trust Eomphnies. In the interim, however,
there are several imperative measures which the Inspector
of Trust Companies could take to increase public knowledge
of these companies and to achieve greater uniformity in
their accounting practices,

An Annual Report should be published by the Inspector
and made available to the public on the same pattern as
those published by the Federal Superintendent of Insurance
‘or the Registrar of Trust Companies in Ontario. A report
of this nature should be relatively simpie now that all the
companies in the province are being examined by federal
inspectors,

The Inspector also has the power to introduce badly-
needed improvements in the reports issued by the companies
to the public. The public is more likely to read these

reports than the officiasl government report and is entitled

to a statement that expresses the position of the company
in terms that are comprehensible and comparable. Annual
reports issued by trust comnanies in Canada have often been
conspicuous for their absence of information and disparity
in accounting methods, Many of the larger companies have
understated their assets and earnings through transfers

to hidden reserves and t-ereby deprived their shareholders
of a correct assessment of the value of their investment,
Newer companies have been prone to overstate their earnings
and assets, Both types of financial accounting appear to
have been acceptable to auditors, no doubt under pressure
from management. Supervisory autiorities can do much to

remedy these deficiencies,
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Some of the more important areas requiring uniformity
are the methods of valuing securities, capitalizing branch
opening expenses and of transferring investment reserves,
These figures can be handled in such a way that the financial
position of a company can be grossly overstated or under -
stated, depending on the intention of management., The method
of carrying securities should be standardized to that required
by the federai Act. Branch opening expenses should be clearly
stated and the amounts written off, preferably in the year
in which they occur or at least amortized nver a maximum |
of five years in accordance with the general experience that
five years is a reasonable period for a fully integrated
office to arrive at a profitable state. The CDIC requires
that all such expenses be written off in the year in which
they are incurred to prevent inflation of the capital/liability
ratio,

The subject of investment reserves has received little
explicit regulation in British Columbia, although it is one

that should at least receive atteation. A new compeny is

particularly interested in increasing its capital base

quickly so that it may have the added leverage for the guaran-

teed account. To do this, the company may show high profits

and make no nrovision for investment losses on securities

whose market value has fallen below theix cost, or for the

possibility of losses being realized on such investments.

The nrofits may even be paid out in dividends providing they

do not impair cépital. ‘
To guard against such eventualities, the savings and

loan associations in the lnited States sre required by their
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insuring corporation to accumulate a loss reserve of at
least five percent of their: insured accounts. all newly-~
insured associations with a loss reserve of less than five
percent must execute a reserve agreement which provides that
fifteen percent of net income shall be transferred to general
reserves during the first three to five years that the
association is insured.

The promotional activities of trust companies are
another area that requires investigation and supervision; v
The Alberta government was so concerned over these activities,
and the companies' ability to pay the high costs of their
funds, that an examiner was appointed to investigate the
companies and consideration wss given to curtailing some of
these schemes through a government-imposed code of ethics,

Increasing government domination of the industry is
inevitable unless the companies take it upon themselves
to establish and maintain the high standards that are expected
of them. & self-regulatory association is the usual vehicle
for enforcing standards in an industry snd the Porter Com-
mission placed great emphasis on such self-regulation of
financial institutions. Laudeble as this idea is in theory,
it does have at least two major weaknesses in practice,
Self-regulation can obviously apply only to those companies
who wish to regulate themselves. The majority of the companies

may then be effectively regulated by the association to which

.

5United States, Gongress, !louse, Subcommittee on
Domestic Finance, Committee on Banking and Currency,
Couparative Regulations of Financial Institutions, 88th
Congress, 1963, p. 110,

e it bt
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they belong, but comﬁanies who do not choose to join‘or
who gié refused admission are still outside tHe framework of
self-regulation aﬁd it is frequently these very companies

who are most in need of this regulation. Furthermore, an

industry association may even fail to regulate its own
members effectively if it lacks the power to enforce its
aims or rules. On both these counts, the trust industry has
yet to achieve satisfactory self—regulation}

The Trust Companies Association of Canada was formed
in 1952 to unify the six local provincial organizations in
British Columbia, Alberta, Saskatchewan, Manitoba, Ontario
and Quebec and two regional sectinns in New Brunswick-Prince
Edward Island and Nova Scotia-Newfoundland, The activity.
of each section is limited to matters of local interest

while the national association has the primary purpose of

maintaining and encouraging high standards of industry manage-~
ment, »

The Association has at the present time forty-three
member companies, which is equivalent to €1% of the trust
companies doing business with the publie., This membership
consists of twenty-seven companies holding regular member-
ship status, six trust companies having provisional member-
ship status and two Bermuda banks with associate member
status., The same associate member status was also accorded
last year to eight mortgage loan companies who were\previously
members of Dominion Mortgage and Investment Association,
which ceased to operate in mid-1965, |

Membership in the Association is voluntary and the only

specific requirement is that the trust company must do business
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with the general public. The Executive Committee, which is
the senior governing body, .has the right from time to time
to establish requirements and‘conditions for admission to
member ship. Furthermore, seventy-five percent of the regular
members of the Association must approve in writing of an
applicant company. In general, the Association requires
evidence of good ethical standards on the part of the appli-
cant as well as sound financial status. Obviously, most
compenies have been able to meet these requirements although
Commonwealth Trust Company applied for admission and was
refused;6

The Association has the right to expel a member by
the action of the Executive Committee and there is provision
for a hearing of the institution involved. 1t has not as
yet expelled s member. This power of expulsion is con-

siderably weakened, however, by the inability of the Assoc~

iation to f{orce s member company to follow any particular
policy. This deficiency, in compeny with the admission
standards, lessens the ability of the association to provide
comprehengive self-regulation for the trust industry.

The Association has been asked frequently to make sub-
missions to various governments on many subjects and it has
said that "in matters of importance to trust companies

generally, various government departments have indicated a

6
puncan Crux,

7The factual information on the Association was pro-
vided by L.F.X.Nelson, Executive Directoy, The Trust Companies
Association of Canada, August 14, 19€7,
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strong preference for dealing with the Association rather
than with individual compani‘es."8 This may well apply oute
side of British Columbia but, within this province, the
regulatory authorities prefer to remain as remote as possible
from the provincial section of the Association,

The responsibility for supervision is therefore thrown
squarely back at the government that controls these companies.
The need for this supervision was clearly recognized by the
originators of the Trust Company Acts and provisions were
made in the Acts for it. 1In so doing, it was made evident
that the fiduciary nature of the trust company business
requires ah ethos quite different from that of the typical
industrial corporatinon. The basis of this distinction is
the "principle that a trustee, generally speaking, ought .to
be detached, independent and prudent on the merits of every
case that is submitted to him."

This concept of the trust company business has been
ingrained into the management of the older companies to
such an extent that they have been criticized for their
ultra~conservativism. Preservation of capital has been
their over-riding conceris, rather than the growth of capital,
and newer companies have frught this attitude with some
beneficial effects. Leverthelesg, their aggressiveness does
present new problems to the supervisory authorities, ones

they really never hed to consider until a few years ago.

Submission of The Trust Companies Association of
Canada to the Qoyal Commissinn on Banking and Finance, A, 62,

o) 3 [ (-
Trenscript, p. 3339.
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Several examples of these have been given in preceeding
pages. As yet no sound method has been developed in British
Columbia for meeting these changed conditions but it should
be apparent that undue restrictions would only retard
innovatisn and lessen competition, The solution lies in a
thorough understanding by the supervisory authorities of the
industry which they are sttemnting to coutrol and by a forward
tooking approach to its problems and possible contributions

toc the economy.
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THE CONTROL OF FIRNARGE CONPANTES
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CHATPER 'V

The Fegulation of Finance Companies

The finance industry in British Columbia is dominated
by a few large compznics based in Eastern Canada, many of which

are subsidiaries of Awerican companies, There are numerous

P

"saliy»inaorporated and owned companies but few of them

bave achieved nationsl status or @ven aperate beyond the

i

. , 1 .
borders of the province. The maio r of these companies
p Je

\.«‘

are ¢onfined to a single office and are unlikely to expand
auchi further, .The capital needed for growth is often ex~
cessively expeasive, if aveilable, while the competition

f51 business is so intense that marginal cowpanies can often

sevvice their debt only by supplying credit at high rates

[:

to osectors of the ecouomy that larger institutions cannot or

i1l not consider. For examplie, meny conveational mortgage

lenders such as insurance and trust companiegs are prohibited
from lending on the security of second wmortgages or engaging
in interim financing. In that way, however, the smaller

coupanies way serve a useful function in the economy and

should be encouraged to grow nroviding such growth is soundly

conceived,

of these companies is difficult

are .not available for private
11 loan companies. The
evidence that was availa d there were € licensed

smell loan cowpanies, none of ch were publicly-owned,
although one was a subsidiary of a lerge pﬁhliclynowned sales
finance comneny; 15 sales finance cvomcanies, 6 of which have
publLu,5~h91" securities; and 1€ mortgage financing companies,
of which 10 have publicly-held securities,

i 1

, The exact number
to determine because sta
companies nther then 11l
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‘Finance companies in Canada were subjected to little
in the way of direct government regulation other than the
requirements of the Corporations Acts, the Securities Acts
and the Small Loan Act until a few years ago when two
major forms of regulation were implemented; The first was
a number of "“truth-in-lending" acts which were designed
principally to make the consumer more aware of the cost of
his borrowed funds. The other form of regulation which
has been implemented recently involves a new approach to
the financial reporting of finance companies.2 In a more
general sense, though, the industry has been controlled to
a considerable extent by monetary policy on interest rateé
and availability of funds, ' |

The regulatory problem with finance companies is very
different to that encountered with trust companies, Because
most of their capital is raised from professional, or at
least experienced investors there hss not heen the same
emphasis on assuring the solvency of the companies through
minimum capital requirements, licensing, branch restrictions
and investment policies. Instead, regulation has been
advocated primarily to increase the efficiency of the capital

merket through full and continuous disclosure of their

2There is also federal and provincial legislation
with respect to sale of goods, consumer protection, bankruptcy
and criminal law that is epplicable to finance companies, but
this is beyond the scope of z paper which is considering these
intermediaries from the economic viewpoint, Mortgage broker
legislation in Ontario and some other provinces has also
introduced some regulation and supervision into the second
mortgage field,
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financial position, and through meaningful disclosure of
their financing charges. TﬁeSe forms of reguiation are
closer to the concept of cbmpetitive market forces
operating between parties with approximately equal bargain-
ing power in an atmosphere of complete knowledge, unlimited
entry and mobility of resources. The validity of too much
reliance on this theoretical model is questionable unless
greater responsibility is imposed on auditors, security
dealers, directors and management. This is being done in
‘some parts of Canada but as yet only applies té B.C, com-
panies attempting to raigse funds or operate outside the

province,

Entry and Branching

Entry into the finance industry in Canada is restricted
only by the licensing requirements of the Small Loans Act
but these are not prohibitive because the Act is designed
mainly to impose rate regulations, not to restrict entry,
A license is granted if the Minister is satisfied as to the
experience, character and general fitness of the sponsors.
The standards employed by the Minister in this regard are not
known but judging by the number of licenses, they are not
difficult to meet. No finance companies are subject to
minimum capital requirements or to restrictions on branching.
Consequently new entrants have entered this industry easily,
attracted by the high profit margins of past years and the
small scale of operations on which it was possible to break

even., As neither of these conditions exist to the same




109 _
degree to-day, many firms have since left the industry or
diversified into other fields.> 7

Theoretically, the freedom of entry and exit: that is
characteristic of a competitive industry provides goods and
services to consumers at the lowest possible price by the
elimination of inefficient firms and excess profits. In the
real world of the finance industry however, freedom of entry
has introduced strong price competition into the area of
business lending but it has not caused any noticeable reduc~
tion in the rates charged to consumers. The cause generally
given for this phendnemon is the rate consciousness of
business borrowers in contrast to the relative rate ignor-
ance and indifference of consumers, On thig basis, the |
finance companies have been able to supplant price competition
in pergonal lending by non-price competition in the form of
extensive branch expansion and saturation advertising, with
the socially undesirable result of raising the cost structure
of the industryy.

Freedom of entry has also been of doubtful benefit to
consumers because it hers allowed a number of “"fringe operators"
to enter the industry who engage in questionable lending
practices and charge exhorbitant rates on their loans. Sev=
eral of the leading firms in the finance business strongly
objected to being classified with these companies and advoc-

- ated the licensing of financing companies to provide a means

of controlling the industry, It has also been suggested by

3Changes in the cost structure of the industry are
elaborated in Paul W. Smith, Consumer Credit Costs_1949-59
(Princeton, N.J.: Princeton Unlversity Press, 1964),
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some industry representatives that the word. "finance" or
"acceptance" in a company's name would only be permitted
when the supervigory authority is satisfied with the bona
fides and financial stability of the applicants.k

Source of Funds

The acquisition of funds is a major andrédntinuous
problem for finance companies. In general, the companies
are secondary intermediaries, raising the largest percent-
age of their funds in the central financial markets and
from other financial intermgﬁiaries. Equiﬁy capital and
some long-term debt is sold to the public but most of their
funds come from banks, trust and loan companies and cor-
porations, in the short end, and from insurance companies
and pension funds, in the long end, However, any generaliz-
ation 1s open to question because the liability and equity
structure of these companies, as shown in Table 13, and
the source df_their funds vary widely depending on the type
of business, the size of the company and the degree of
domesti¢ ownership. This is a nationwide pattern so that
local coﬁpanies show similar characteristics to comparable
companiés in other aresas.

There is little or no,government regulation of their
liabilities, other than the prohibition of deposit-taking
for companies licensed under the Small Loans Act or for

corporations operating in Ontario., Reputable companies

40ntario: Final report of the Select Committee of the
Ontario Legislature on Consumer Credit. Sessional Paperx

(No, 85) (Toronto: Queen's Printer, 1965), p. 18,




TABLE 13

Canadian Sales Finance and Consumer Loan Cowpanies
| Source and Use of Funds 1960-1966

(Millions of Dollars)

Use of Funds 1960 1961 1962 1963 1964 1965 1966
Cash 30 29 29 41 62 57 83
Accountg and Notes

Receivable 2049 2037 2365 2751 3200 3746 3706
Other Current Assets - - - - . - 7

Investments:
Canadian Debt _ :
Issues 100 61 90 a8 78 66 96

Canadian Preferred
& Common Shares - A 10 13 14 15 8
Foreign Securities ' & 19 - 4 1 2 32
Subsidiary & Affili- ' ' ’
ated Companies 109 160 195 252 264 274 386
Other 28 30 38 43 69 79 €8
TOTAL 2322 2340 2726 3191 3686 4237 4386

gource of Fggdg

Owing Parent and

affiliated Co's 362 415 Les 493 452 €90 794
Short-Term Bank

Loans 281 195 247 308 310 521 403
Short-Term Loans

& Notes 544 493 636 803 1062 923 997
Jther Current

Lisbilities g1 92 g5 112 140 167 177
Long~-Term Debt €23 589 760 869 1031 1176 1271

Unearned Income and
Other Deferred

Credits 139 137 159 183 217 245 267
Other Liabilities = - - - 2 1 1 2
Shareholder's Equity
Paid-In Capital 167 192 223 2¢€1 288 329 354
Retained Earnings 113 127 140 163 186 175 120
[}

TOTAL 2322 2340 2726 3191 3686 4237 4386

Source: Dominion Bureau of Statistics, Businegs Financial
Statistics, Selected Financial Institutions, Quarterly,

111




112 _
have generally considered that the écceptance of deposits
would create liquidity nroblems for them; apart from the
fact that the Companies Acts do not clearly authorize their
acceptance., Prudential Finance was one of the few larger
companies that did venture into this field but the dangers
vere so apparent that the Ontario Government banned them in
1962 in the Deposits Regulatinn Act, This ingenious organ-
ization then issued short-term promissnry notes with demand
provisions which preciptitated further legislative restricte
icnS.S Several B.C. companies nre‘éelling debt with demand
nprovisions after a period of six wonths or a year from the
date of iésue, even though one comnany, Sterling Pacific
Mortgage, went ints bankruptcey within the iast year partially

on that account,

v

o overcome someé of these problems, one local company,

L

uxford Mortgage Corporation Ltd,, bas applied to the

Cepada Depasit Insurance Cﬂrgdrati@n for membership. It is
not clear from reading the Aot how this compeny could be
included in the insurence schewme because the Act states

that the CLIC ig o wrovide deoosit insurance for provincial
ingtitutions that sre regulaved by the Trust Company Act ov

the Loan Company Act, ueithey of which apply to this company.

ord Mortgagze provides wmainly interim finascing to real

vatate develoners thyough 2 Firsr charge on the nroject,

5

v P tu - P E
Gyt rhal Uime, 3t

e

nepey without first haviag it registored with the Securities
j ion is granted
affered for sale
individual in

LCommission. e
andy 1f negot |
to an ind:

minloum amo
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e

These mortgages have an average 1ife‘of less\thén two years
and their interest rates vary from 15% to 25%. The company's
funds have been raised rrincipally in the form of éight per
cent investment certificates that are redeemable at any‘time
‘after twelve wmonths upon demand but are hot redeemable within
six months, Between six months and a year after their issue
there is s redemption penalty of five percent, There is no
maturity date on the certificates, Deposit insurance on
théese certificates would enlarge the intended range of the
insurance scheme but the necessity or wisdom of this extensioh
ig doubtful,

The simplest capitalization for a finance company
would naturelly be one consisting only of cowmmon shares and

vetained earnings but such capitsalization {s impracticsl in

.

this industry. The return on total assets is too low to
attract funds into the indusiry unless share capital 1is

leveraged by debt. For

finance companies in

£y I "y b

1961 earned 1.4% on tonal st s and consumer loan come

panies earned 2.4% on tota assets, but throupgh leverage,
the vate of return on equity wa< ralsed to ébout 117"6
Profitability is therefcre seen to depend to & large
eXtent on the amount of funds that a company can borrow at
reasonsble rates, This leversge is not regulsted by legis-
itarion, as it is for most trust companies, but it is re-
stricted by the trust deeds £51 the security issues to
fairly conventional ratios which have hbeen established be-

tween insititional borvrowers and the lendsrs. These debt/

Rovae! Complssisn en “anking and IFinance, pp. 215-216,
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¢guity ratios usually bave an initial rroviso that common .

1

pa

shares and surplus may suppdrt;ah equal amount of preferred

shares and that the total sharehnlders' equity may in turn

support an equal amount of unsecured debt or debentures,

This base capital can then be leveraged”by issuing four times

that total in secured debt., This senior capital may take the

form of bank loans or secured notes of any term.? As a

further limitation, all short term notes muét be covered

by cash, marketable securities and unUBéd cank lines,

The security for the notes is held by & trust cowmpany

vhich must ensure that these receivaples are in gaod’stand~

ing and egual to from 112% ra 135% of the HLQArEd debt out-

standing, depending on the comnany,
Thie 1:4 rule for the capital/lisbilicy ratio serves

¢s an effective braske on rhe exnansion of finance companies,

7

AL

L3

iitaries of American ;fmmar‘e% yee unsecured

{
%
s
~

i
notres which ave a promise to pav VLQLlP s the credit of the

Y omd SRS
corporation and sve often gusYantfved by the o2rYéent company,
The 1ssulng cowpany convenante to preserve & certain ratio of
equity and junior unsecured notes to senisy unsecured notes,

wost consumer loans companies sleo have a different capital

structure because a large percentagze of their funds are
advanced by the parent company. As a resgult, these com-
panies may never enter the caplital markest directly and the

wn

ec
mount of funds involved for those who do is slight,

8

Only fhe most elementary restrictions have been
mentioned. Jtiers commonly found ere ratics limiting debt to
# percentage »f net circulating ascets, netr earnings available
for interest paymeats, net worth and cowwon shareholders! ‘
equity, A8 an exaﬁplt see Supplement of rhe /nnual Report,
the TAC Group of Comnanies, 1966, pp. 4687,
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as ultimately the company can only grow through an increase
in its base capital, If it 'attempts to increase the base
through excessive use of unsecured debt,’the cost of its
borrowed funds must increase rapidly to compensate new
lenders for the added risk. There is also the possibility
that these funds can only be invested rapidly if the
company lowers its rates to customers or increases dealer
commissions. The result, in any event, is iikely to be a
narrowing of the differential between net revenue and total
costs.9

The primary form of debt for all finance companies is
bank loans and this may be the only form for companies too
small to raise funds in the capital market. These loans
are drawn down from bank lines of credit which the com-
panies establish to ensure their liquidity. The banks Charga‘
interest on the balance outstanding and, in addition, m&y )
require a compensating balance on deoosit with the bank and
a standby fee on unused lines of credit,

The rate of interest charged by the banks was held to
s maximum of €% by the Bank Act until this year when a
revised formula plus a period of high short-term rates
raised the ceiling on bank interest rates. The prime bank
rate is still 5.3/4% but the rates to finance companies have
been raised in many cases. The largest of the locally-
incorporated companies, for example, now pays just over 6%

on itg bank loan but it must maintain a 10% compensating

9A more detailed exposition of this restriction is
given in Canadian Economic Research aAssociates, Sales Finance
mpanies : ;d: (Toronto The Ryerson Press, 1958), pp.56-
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balance which brings the effective rate up to more than
€£.€%, while one of the large} local mortgage financing
companies pays only 6% on its bank loan and maintains no
compensating balance. This latter cowpany has also been
able to increase its bank lines to the equivalent of approx-
imately 20% of its current and working assets, and the terms
on which it draws down its bank lines have been made more
flexible. Smaller finance companies have had the rates on
their Bank borrowings raised to the 7% to 8% range but they
are seldom asked to maintain compensating balances, because
of the relatively insignificant amount involved,

This reliance on the banks for their basic financing
places the companies in the anamolous position of being
competitors on the asset side and dependents on the lia-
bility side., The finance companies have lost business to
the banks, while at the same time they have had theix
credit lines curtailed throuph the banks diverting loanable
funds to their own lending operations., The situation bas
been further complicated on the occasions when the Bank of
Canada has chosen to restrict or assist the activities of
the finance companies by operating through the banks., 1In
1956, it requested the banks to freeze their lines to the
finance companies, while in 1965 it authorized the banks
to act as a form of lender of last resort to finance com-
panies éaught in the aftermath of the default of Atlantic,

To offset this dependence on the banks for funds, and
to lower the cost of short term wmoney, the finance companies
became the first substantial borrowers in the money market

and are still the largest single group of borrowers in that

-
o/
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market. About 80.85% of finance company paper is placed by
money market dealers and chartered banks. The balance is sold
by direct placement and the trend is to increasing reliance
on this method, following the example of the U.S.A. where
about 65% of all paper is handled this way, |

The long-term secured notes of a finance company are
sold mainly to institutional investors such zs insurance
companies, trust companies and pension fundé. The maturity
dates vary between five and twenty years aund the cost of
these funds relative to bank loans and short-term paper
has varied widely over the last decade. 1In 1957 long-term
notes actually cost less than bank loans, and about the game
as short-term notes, but to-day there appesrs to be about a
one percent spread between bank lines and long-term notes,
and about one quarter per cent more between short-term and
long-terﬁ notes, ,

Subordinated debt in the form of debentures is sold to
both institutional investors and individuals., The term is
normally from five to fifteen vears and the rate is about
one eighth to one guarter of one percent higher than the rate
on secured long~term debt,

Equity capital for the finance industry has generally
been provided by the investing public to large companies and
by management and its agsociates to smallexr companies. The
return on this investment was sufficiently high until 1965
to attract risk capital into the industry but conservative
investors have, with a few exceptions, avolded the industry. -
Even the investing public has only sporadically considered
that the equities of finance companies possessed either

growth potential or security of income and capital,
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Since 1965, only one finance company in Canada, Industrial
Acceptance Corporation, has been able to hold funds at a
reasonable cost., It is also impossible at this time to
determine what the cost of new funds would be to a finance
company‘if equity were sold to astute investors, because not
one company has attempted to raise funds in this manner for
two years, o

The collapse of Atlantic Acceptance had a profound
impact on the cost and supply of funds to finance companies,
Temporarily not even some of the largest and most reputable
companies were able to borrow funds on anything approaching
a reasonable basis. The éhartered~banks, who normally act as
a sort of lender of Iést regort to the finance companies,
were also slow to respond to the emergency. Although the Bank

of Canada had immediately increased their lending ability

and encouréged them to accommodate credit-worthy finance
companies, the banks took so msny weeks to epprove increases
in’credit lines that they proved themselves to be unfit for
the task,

The crisis gradually subsided but the flow of funds to
finance companies slowed down drastically. American buyers
are still noticeably absent from a market in which they were
formerly large participants. And those buyers who have returned
to the market are asking a risk premium thst is treble what |
it was two years ago. From 1959 until June 1965, the spread
between the yeild on 91 day treasury bills (which can be
considered a pure rate) and the yield on 90 day finance company

paper averaged about 0.5%, never exceeded 0.75% and occasionally
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completely disappeared.lo During this period, there was also
little difference among the .rates paid by the larger companies
other than Atlantic. Now even the largest and most SGundly
finance compahy, Industrial Acceptance Corp. Ltd., pays
1.60% more on its long-term debt and 1,65% more on its
short-term paper than Canada issues of a similar term. Other . g

companies pay a variety of higher rates depending on their

credit rating. This change in investor preferences is also ?
noticeable in the terms for which money bhas been available, '
For many months after the default of Atlantic, Traders Finance
Co., another large finance compsny, could only borrow for
terms of six, eleven and-twenty-one days, There is con-
sequently an entirely new structure emerging in the money
market, one based on appraisals of individuzl companies rather
than industries, and with a more conservative assessment of
the riske involved.
The B,C. companies who have attempted to raise funds in
the capital market in the last two years have been seriously
affected by these deveélopments also. Not only has the rate
at which they can borrow risen, but borrowing of any kind
has been msade extremely difficult., 1In an attempt to make
their securities more acceptable to investors, some of the
companiesvhavé adopted more stringent and fairly uniform
accounting methods, restricted their lending operations and
increased their write-offs and reserves against losses.
These measures have cut sharply into assets and profits but
they appear to have been a necessary operation to establish

the creditworthiness of the companies,

loGreenshields Ltd., Current loney Market Rates.
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The most drastic measures were taken by Laurentide
Financial Corporation Ltd.: the largest of the finance
commenies incorporated in B.C. and the third largest finance
company owned by Canadians. It is controlled by Power Cor-
poration of Canada Ltd., but, until last year, was operated
by its Vancouver-based founders, At its peak in 19€5,
Laurentide had assets of $390 million which mace it a large
company even by American standards. It was also a company
that had grown rapidly over the previous decade and had had
its share of growing pains. This growth was abruptly arrested
in 1966 when the reported net profit of $3,791,000 for the
fiscal year ended June 30, 19€5 turned into a reported loss
of $9,627,000 in the following fiscal year, a total decline
in one year of over 813 million. The earned surplus was
wiped out completely and the shareholders! net worth declined
even after $9 million in new equity money was purchased by
Power Corporation. Laurentide also wrote nff $10 million
in receivables, and added $2 wmillion to its allowance for
doubtful accounts to bring it up to 2.2% of total gross
receivables, The cash position was increased by selling an
American subsidiary that was said to be losing money, and
by running down their receivables,

The result of these weasures is a much more conservatively
capitalized comwpany. Base capital is now $45 million, which
could support 3400 million »f receivables compared to the
$170 million now on the bosks. The problem is to raise the
funds. The publicity surrounding this drastic overhaul of
the company has frightened away potential investors to such

an extent that ir is extrewely ﬁifficult for Laurentide to
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Yolse debt money from the public. The outstanding debentures
that mature in twelve to thirteen years are presently bid
to yield about 8.50% and the market ig thin. The market
value of the equity ha: fallen drastically because dividends
have been suspended on both the preferred and common shares.
{n fact, the cowmon shares are now selling helow their net
worth,

This situation raises several guestions. The most ob-

vious one iz wvhetrher "rhe fipancial veporting for 1265 and

oy

rier veare atteatred to by tho auditors wes unrealistically
11

g 1 a e T g e Y ey g - "
asy" as Powey Zurporatino

=

i oond others claim.  Part of the

/

answeY lles somewhere in the power struggle between Power

aver the wisdom of

Corpeoration and the previous
incorporsting 4 bank to restore the growth element to the
company which had been last whor the bhonks ciitered the consumer

lending business. Power Cormorvation, which haes a strong

',....
o
r
f’f

sed the ides and ultimately

forced the withdrawal of the application for s bank charter,

The accounting pelicies of the mansgewent wure subsequently

although

the auditors in accounting

methods for some time and wmany other finance companies had

weathered similary problems by instigating gracual changes in
{ J [4 2

their policics, TIf the comrany was not in as serious a

financial conditiosn as the present sanagement claims, it
appears that the gencral problowe of the finsnce industry at
that time were capitalized on. Tn any case, it illustrates

supervision of

the need for uniform sccounting methods and

Crists L Confidence, p. D
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finance companies to precent ncedless destruction of capital
values, loss of income to investors and jmpairment of con-
fidence in important financial institutions. v

The largest locally operated company is First National
Mortgage (1962) Co. Ltd., a holding company which acts as a
financial medium for a fully integrated real estate group.
About 32% of its mortgage portfolio is invested in first
mortgages, but its main lencing area is second mortgage
loans which are subordinated to first mortgages granted by
institutional lenders such as insurance compenies and trust
companies., The combined total of the first and second morte-
gage is limited to a maximum of 85% of the appreised value
ot the pronerty.

First petional has also felt the effects of monetary
conditions, although its accounting nractices are considered
to be sound and its losses have been negligible. The cost
of its money has not risen greatly in the pest two years,

A 81 million debenture issue was sold in Junc 1967 at a net
cost of 7.92%, only 0,36% higher than the previous issue in
June 1965, which is a reasonable increment considering the
increase in interest rates generally during that time. The
effect of public scepticism of finance companies was felt in
the alternsative way of availaiility of funds. For two years
this company and its underwriters felt that funds were not
available at a reasonable cost aud so First National was
compelled to restrict its financing operations through lack
of funds,

In strange contrast to these two weli-known and

established finance comopanies, many smaller finance companies
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have offered securities to the public in the last two years
with amazing success. These companies have chosen to sell
their securities directly to the public, rather than through
underwriters, and they have raised sums which range from less
than a million dollars per company to over four million
dollars, |

The Securities Act allows a compsny to employ sales
personnel with a limited securities license to sell the
securities of that company. This system of direct selling
‘of securities to the public has certain advantages for the
company but msy be open to some serious objections from the
public standpoint. Members of the Investment Dealers
Association have been criticized for refusing to under-
write new or small companies, and there is little doubt
that their record in this field could be improved. On the
other hand, the record of companies who have sold securities
in recent years without the assistance of an underwriter is
even worse, Very few of these companies to-day have a

inarketable security which is selling close to its issue price.

IThe Use of Funds

Finance companies in total employ a majority of their
funds in the consumer sector. At the end of 1966, accofding
to Table 7,]'2 personal non-business loans comprised 69.4%
of total balances nutstanding, 37.6% in the form of instalment
loans and 31.8% in the form of cash loans. Wholegale loans,
comprising 11.4% of the total, are loans extended by sales

finance companies to dealers or retail sellers to finance

12,. se.
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their inventories. The balance of 19.2% consisted of business
loane, Total loans has wmore than doubled in the decade due
mainly to the fast growth rate occurring in cash loans,

The rates charged by finance companies on their lending
operations are regulated only if the amounts and charges
come within the provisions of the Small Loans Act, a dis-
crimination which is based on the philosophy that excessive
rates should not be charged to necessitous borrowers. This
torm of price contrnl was accepted, both within and without
the industry, as servinp a smcially'necessary purpose, but
the Superintendent of Insurance has stated that it does
penalize the smaller companies because the rates were set:
with no specific correlation to the cost structure of the
industry:

It would seem that the maximum rates now prescribed
require a lender to have a consilderable volume of
business in order to operate successfully. Thig situation
is not, however, unique in the small loanc industry.
I think it is observable in many areas of business
activity. Again it points up somet! ing of a dilemma
for the legislatures, If the maximum rates are set
high enough to permit small operators to make a profit,
they are probably at a level that enables the large
nationwide concerns tn make a still higher return,l3

There is no regulation of the rate charged on the sub~
stantial amount of personal loans for sums in excess of
$1500, nor for personal loans at rates of less than 1% per
month, instalment finance contracts or business loans, As
Table 14 indicates, the finance companies have generally
been able to charge higher rates than the banks, a fact that

has been attributed to the different risk grade of borrowers

3Consumer Credit invCanada, p. 130,
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served by the two groups &s well as to the more accessible
atinosphere and wide branch network of the finance companies,

. 1
e

3

n

-
r,

T -~
A t ‘C‘:’lu ‘y’ [®

0 indicate insensitivity on the part of consumers

tn borrowing c

rn

ts, due partislly to ignorance and partially
to their reputed concern for wonthly payments rather than
total cost,

The Tortey Commlcescinn vecommended thot all lenders who

extend nersnnal loens 1 pe osubliected to the same rate

o
I~
-

restriction  but they srgusd against conty ol of other forms
ot lending., Governments have generally chosen to disregard
the nositive part ot thias advice anu, as =n alternative

measure, thev have oassed disclosure or "truth-in-lending"

p e

scts., bB.C., for exemple, passed the Consumer Protection
Act in 1967, which recuires that the purchaser of goods or

ervices on credit must be clearly schown in writing the cost

U‘

5t hisg borrowing in dollars aad ceats and in percentages.
The effect that this legislotion will have on the rate
structure and the flow of funds is strictly conjectural at

this stage but it might have some beneficicl effects. For

example, recent surveys made bty the Universities of Michigan

and California indicated that four-£fifths of the famwilies

who had not comnared interest charges pald en average interest
ff trre of 22,9% while the one-fifth who checked the rates that

. t5 .
ather comranies were naid only 12%, The main

defect of the 1.C. Act is rhat no method »f supervising the

14, . o , . . .
Roval Commissinn on Eanking and Yinance, p. 376.

15 )
Consumer Credit in Camads, p. 140
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comranies i= provided so that a consumer who wishes to protest
wust take legal actinn on his own. Because very few people
will g5 to this trouble and expense, there is little likeli-
hood of many finance companies being charged under the Act.16
The larger B.C. companies have recently made greater
efforts to improve their credit-granting standards and
zollectinn practices, It seeas doubtful however, if these
Bigher stendards hsve been adopted to any great extent by
nost of the smaller companies who, for competitive reasons
and the greater cost of their funds, are tempted into higher
risk. They also appear to lack the business acumen of some
of the well-established cowranies end commit errors which in
retrospect appear incredible. .
A case in noint is Sterling Pscific Mortgage Co. Ltd.,
g

i

& Vancouver cownany that sold $£,167,000 of &% investment
certificates to 2700 3.C, residents from 19t4 to 19€€. Some

of these certificates were redecmable nn demand, some on

30 day nntice, and 211 were redeemable without nenalty after
one yesr. Witharewale normally averaged 50,000 to $100,000

a month, which contributed t> sn excessive roll-over cost

that the comrany was not prepared to meet. The funds were
invested in mortpages which yielded around 10%, a spread that
riizht have been workable excent for the lack of diversification

#nd security behind the wmortgages. At the time of the company's

16 - - : . . . .
One of the biggest nrobleme in applying rate dis-

closure legislation arises in deterwining the required formula
for calculating the cnst of the transaction. For a fuller
treatment of rhis vuestion, see Wallzce P. lMors, Consumer

Credit Finance Cherges: Rate Information ead Quotation (New

York: Natioaa. Duresu of Hconomic Research, 1965),
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default on its certificates in lovember 19€€, the company

had $213,000 in cash, $504,000 in small and mostly residential
mortgages, and $3,900,0C0 in mortgages on Slumber Lodge Motels,
The latter mortgages had been made at the full cost of the
‘motels so there was no equity beneath them. Wwhen their cash
flow fell in the winter, the notels defaulted on their
excessive debt burden and Sterling, with little other income
to fall back on, defaulted on its debt.17
Unlike many other finaaciel institutions, there are no
legal requirements regarding cash reserves or liquidity cover.
The responsibility for maintaining adeouate provision of this
nature h=zs generally been left to the comrmenies, sometimes
with fatal results, The amount of liquidity required by a
company depends on the structure of its maturing assets and

liabilities. For example, 2 mortgage company such as Sterling

Pacific that gells investment certificates that are cashable

on demand or short notice requires considerably greater liquidity
than a compeny such ss First National that bac no publicely

held securities with demand provisions. To provide some form

of reserve, the companies of the former type set up a cash
reserve equsl to 3,5% of their nutstanding certificates, which

is held in trust by 2 trust comnany. The default of

17The elaborate sales brochure of Sterling Pacific
made these statements. "Sterling Pacific Mortgage Trust Fund
thus gives the private investor all the advantages available
to the lerge financisl institutions, namely broad diver-
sification, safety of canital, excellent income and expert
management ." A few »ages further on, it asked the question
"Is this a safe investment? DPositively, because investments
are gsecured by highly selected mortgages which do not exceed
the conservative monrtgage value of the properties involved.™
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“terling Pacific proved that a reserve of this size was
completely insdequate when demand liabilities were invested
in long-term, over-mortgaged properties without any real
diversification to spread the risk, v

The ‘ntario Securities Cowmission 1s tackling this
situatinn by forcing comranies to disclose such unrealistic
practices, as part of its new policy »n the reporting
reauirements for finsnce comrenies. U maturing assets,
cash and msrketable cecurities are not sufficlent to cover
any likely or pnesible current liabilitles, the company
must give fu'l details of the manney in which it proposes,
and is able, to overcome tte liquidity cdeficiency. For
exsmple, it moy have unused lines ol benk credit. The
commission has not as yet exteuded these requlrements to
mortgage fimance companies.,

The larger finsnce comnanics have also been forced to
mike more provision for liguidity by their institutional
borrowers., Cash, marketable securities and unused bank
lines ~re being built un close to the amount of short term
naper, a przctice that has been stendard in the United
States for many years. For exXsmple, Laurentice now has
available and unused benk lines which are $18 million in
excess of their outstanding short term peper, To what
extent smaller companies not affected by these conditions
heve improved their liquidity is difficult to determine
because they are not required to release this information

and are reluctant t- discuss it, A skeptical opinion of

the situatisn would, however, lezd one to contend that nothing

much has heen done about it,

TRk
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Some B.C. companies are equally deficient in providing
reserves for investment losses, especially in view of
their predilection for second 2nd third mortgages and other
high-risk paper. The larger companies like Laurentide,
Corontatinn and Zommonwealth, have\added substantialiy to
their reserves in the last year. First Natinnal has a
mortgage reserve of one quarter of one percent of its port-
folio, although total losses since the company's inception
have been only $35000. In contrast, most smaller companies
have not established any reserve for losses and few of them
disclose such informstion on their balance sheets.18

From this survey of the regulations currently appli-
cable to finance companies in British'Columbia, it is
apparent that there sre meny gans and insufficiently
regulated areas and unfortunately, surervision over these
institutions is also far from adequate. These conditions
ere not peculiar to British Columbia, but that is not a

convincing argument for their existence.

8 . £ .
American finance compenies generslly maintain: reserves
for losses at 3-4% of gross notes rcceivavie. John w.

Boyer, Jr., Investument Analysis snd Management, (Homewood,
Illinois: Richard D. Irwin, Inc,, 3rd Ed., 1966) p. 380.
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CHAFTER VI

The Supervision of Finance Companies

The concent of supe;vising finznce companies in any
comnrehensive way is just beginning to achieve coherent form
in Canada. The federal government hzs supervised the small
loan companies to some extent since 1940 but the wider
problems of lending charges, solvency and financial practices
were left fo individual discretion within the fremework of

the existing civil and criminal law, Events which were

2
described in the previous chanters indicated that the economy
fras not always benefited from this freedom of sction so that
the present concern for greater supervision of the financé
companies 1s understandable,

Presently, what supervision that exists is fragmented
emong several trade assoclations and among government agencies
ét both the federzl and nrovinciel level. The principal
sélf-regulatory agencies in this ares are the federated
Council of 5=zles Finance Companies and the Canadian Consumer
lLaon Agsociation while govermnment supervision operates through
the various nrovincial securities commissgions as well as
the tederal Depsrtment of Insurance, 1In terms of the per-
centage of assets controlled by these various organizations,
supervision is reasonably comprehensive. However, each
sunervisory body has different aims, different powers and
limited scope. Furthermore, there are still many small
finance companies who escape completely from the purview of

these regulatory bodies,

The licensed small loan companies reccive the most

131




132

thorough supervicion of any form of finance comﬁany and the
Superintendent of Insurance has stated that, in his opinion,
"the small loans field is well regulated and well run, and

I think it is fair to say that there is little or no abuse

of the borrower in the area covered by the Act.f’1 Examinations
of rhe main offices of the licensed lenders are made annually
and the brauch offices are also inspected occasionally. The

nurpoge of thoge vi

o

[

=its ls tn verify the annual statements
submitted by the companies to the Superintendent of Insurance,
aad to maxke random samples of the loans to determine if the |
comnanies are complying with the rate requirements of the

Act. There have been only nine prosecutions under the Act
since 1t ceme into force twenty-geven vesrs agzo. This super-
vision thercfore eppears to be achieving its nurpose of pro-
tecting the borrower, but it must be remembered that its
scepe is limited basically to that area. The informative
annual report of the Department xdds grestly to public know-
ledge of the industry, but it ig¢ defective in the sense that
the Superintendent of Insurance is not charged with super«
vising the financial practices of these companies. Further-
more, small loan companies are not supervised on the liability
side »f their osperstions,

Supervision of other forms of finance companies by
governments is presently confined to the aspects of their
operations which come within the powers of the various securi-
ties commissions. In British Columbia, a company must file

a prospectus and have it accepted by the Securities Commissioq

Consumer Credit in Cansds, p. 129.
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tefore offering the securigies to the public. It is import-
ant to realize that such acceptance does not mean that the
Commission has passed any judgment on the viability of the
company or the wisdom of its financing plans.2 It must also
be recognized that the seame standards of disclosure are
applied to all companies who file prospectuses, regardless
of the type of company.

The Ontario Securities Lommission hesz recognized the
weakness of this undifferentiasted sunervisinn between finance

companies and other comnanies by establishing a disclosure

-

policy aimed srecificelly at gales finasuce companies. 1In

t

i
their preamble to the new requirements, the Commission justi-
1A *

fied their new rules on the grounds that "sll sales finance

companies, treated by internrctation as industrial companies,

Y

are by the very nature of their business different to a

marked degree from Lhe usual industrial cmmpany."a The

usual provisicne of the Securities Act for industrial companles
wmust therefore be supplemented by additional information which
desipnates clearly the working capitszl position and the
company's ability to meet future obligations. The company

must report the maturitiee nf their receivables due within

The Ontario Security Commission has refused to accent
a2 prospectus for filinmz when the indicated resources of the
company were insufficient to accomnlish the objects indicated
in the prospectus. 1f the B.C,Securities Commission refuses
a prospectus, the gr-ounds for refussl are not published,
Therefore public information is not available on the degree
of discretion used cy th. Commission in this regard.

BBullétin of untaerin Securitiecs commission for January

1267 (Toronto: Queen's .Jrinter, 19€7), ». 20.
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ope yesr, due within the next two years and due after that
seriod,  They must also nrovide s liquidity schedule showing

its assets which meture within twelve months and its liabilities
which become pavable in that time, Any deficiencies in the

flow of this liquidity wmust be pointed out and justified.A As

an ald in appraising their different issues, the company must
also nrovide the intercst eand dividend coverage as well as

the asset coverage for each class of security and list the
sinking fund requirements on cach tyne of security,

Finance comnanies in British Columbia sre under no
similar obligotions to nublish such informatisn and none do
so. Ihe adeguacy of the financial disclosure of finance
companies operating in this province is qguestionable in every
case but there iz 2 noticeable distinction between the infor-
metion supnlied by comnanies whose gecurities sre uncderwritten
by an invest#ent dealer and comnanies who have snld their
securities directly to the public, For this reason alone, the
Commiscion should re-examine its present pelicy of allowihg
o many of these comnanies to vaise funds in this manner,

The underwriting of securities is a process whereby a
commany is zuaranteed the funds it needs for expansion or
other corporste purposes, while the risk involved in obtaining
these funds is assumed by the underwriter. This is the usual
way to place nrimary issucs in Canade aad there are several
valid reasons for its pgeneral acceptability. The company
benefits from the specialized knowledge of the underwriter
and the intensive analysis he normally makes of prospective
underwritings, The costs are normally lower than those of

1
1

direct sel}

e

ing, as was uent

7
(=

sned on page 80, because of
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the economies of scale and the coupetition for business

among underwriters., The public benefits because an underwriter

aormally weighs new issues s0 that securities are distributed
at prices which reflect their financial risks. A conscientous’
underwriter will also attempt to maintain a secondary market
in the issue. These are all important advantages forlthe
public 5s well as the comr»any.q

 ~“he reason usually given by the campénies to explain
their use of direct selling is that the underwriters will not
touch & small issue. 1t is certsinly true that & large national
kouse is loath to touch an issue of less than $1,000,000 but
1ocal underwriters will consider an issue for an amount as
low as $200,000, For examnls, a local underwriter sold .
5250,000 Convertible Uebenture {~r Western Acceptance Corpor-
ation Ltd. in November, 19AF at a cost to the comrany of
only 85 per $100 principsl amount plus $5000 for legal and
sther expehses.

Direct selling can also be queried on the grounds that

the salesmen sre not properly gualified, 7The investment !
community ie¢ =ttempting to usgvade the acuality of its
salesmen by requiring thet every apolicant for a licence must
nass 4 veasonshly onervous end difficult course in sll phases
of the investment business. A registered salesman should

then be fairly nowledb&tlc about the securities he is selling.
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ic issued to salesmen employed

éThe Ontarin Securities Commissisn ennounced in January
thot an inportant addition to 1ts dutics will be to register
and regulate underwriters. 7The Comwmis 51¢“ will develop a
policy on the standards that must be waintained by reglistrantse
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=ny selling ite swn securities directly to the

public with no reference tn his educational

N

Y 5 Comp

ualifications,
Lhese wen are consequently wore prone to misstatements and
exaggerated claims of the nresent and future value of the

ﬁvcurlties they are se

Such misrepresentation is
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deludes jeople with limited
incomes into belleving uthat thely woney is securely placed
in oa finencisl ipetitution hose solvency is as assured as

mortgeps loan company.

corsanies should be

1. -2 -t & 3
put 1f the Securities
Commisslion continues to sliow 1t on the present scale, it

v R aa

Tust devote wmoare attention o supervlising these companies,

stzff fully gualified in the

ppratsal of such lssues orv ilngistence that the companies

emnlioy competent advisors recommended by the Commission

nefove filing a pros us, This latter method was used by

DrY

LAY N e Ml .
Firet dNat nal M

)~l<

ortgage for their first issue and 1t proved
to be a sound base for theilr subsequent fincacing, all of which
bave been underwritten,

The sales literature of Zhese companies should also
be scrutinized for misleading oy insccurste statements, because
very few investors ever :ead, mach lesw uwnderstaad, a prospectus
or an annual report, The Securities Commission therefore
kas an obligation to sunervise what dinvestors do read, namely

the gales literature. The Ontaris Securities Commission

fe

f'\

1t that erles Titerature wos one of 40s mein concerns this

vear,

i
I
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As an example of the atsurdity to which such literature
can rise, consider the wessage on the Thrift Can given to
proaspective investors by Euwpire Acceptance Corporation Limited,
WHAT TO EXPECT FROM YOUR IRVESTMENT
SECURITY

TERIFT

L. Inm this industry, your lnvestment
ie elways represeuted by cash ox
secured losns., Funds are not

diassipated ro build factories,

1

assembly linesg, etc,

Thie must be the firsr rime thot anyone c¢laimed theat

invegtrent digsipated funds, or that every possible
im0l ievestment could be zchieved ia one security,

sence of strong leasdership from governments,

self-regulatory orvganizatione have been far aore effective
in the finsnce industry than rke trust industry. They possess
zreater powers over thely membereg and they seem to take a

mare prowinent pert in Leoroving the ef{fectiveness of their
industry as financlal intermediaries,

Fifty-four of the licensed small loan companies belong
to the Canadian Cﬂnsumér Toan Association, out of a possible
eighty-three licencees, but these companies do 99% of the
business, Thig organization was commended for its active
co-operation with the Su;crintendent of Insurance in policing

1

q
the small loans business,” and its members take an active

The Reyal Commission on Banking and Finance, p. 203.
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pert in ensuring that sll money lenders comply with the
nrovisions of the Act. . Their reports on infractions have
_ .
resulted in two expulsions since the CCLA was formed in 1944,
and, 58 an additional deterrent, these reports are sent to
the Superintendent of Insurance,

It was nointed osut in the previous chapter that the
small loan companies are a negligible fzcter in the capital
marxet in Canada, so that their association has not heen
concerned with the regulatory aspects of raising funds to
#ny grest exXteal. However, sales finance companies depend
for thelr existence on obtsining a steady flow of funds from
the capirtel market atr a ressonable cost, Under these circum-
stances, it 1s egmazing that the self-regulatery organizations
involved in this process took so little interest until
recently in nromoting a move efficient capitasl market,

One excuse that was used for accepting the status quo

was that the companies were desling with astute investors

a

~

end for themselves, snd that regulations or super-

Pt
=t

who cou

vision would only add imperfections, not remove them, The

s

nvestment Dealers associstion typified this view,

There has been concern expressed in recent years as
to the responsibility of the dealer in the placement of
the securitiesg »f "near banks". The pressure exerted
within a firm to secure funds for a client have, undoubtedly,
resulted in the placement of securities of dubious quality.
We believe that the investment dealer must bear responsi-
bility for the quality when the investing client is not
in a position to judge the credit risk. The sophisticated
investor requires uo such protection, It is the belief
of this Associlstion that any rules or reéulations in
this respect can be egsily circumvented,

6Brief to the Royal Commission on Banking and Finance,
submitted June 1962 by the Investment Dualers Association of
Cenada, Appendix "H", nara, 58, Near-banks were defined as
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From this lofty pinnacle, all but one of the money
market jobbers felt justified in offering the paper of
Atlantic Acceptance. The confidence of the investment dealers
'ag since been shaken and stringent new rules have been insti-:
tuted with the assistance of the Federated Council of Sales
Yinance Companies. These two 3rganizétions developed the
Canadian Sales Finance Long Form Report, otherwise known as
Cansaf, to combat many of the abuses that have come to light
in recent years, It requires the {following information:

(1) Full detzils of investment by the borrowing
commany in its subsidiarvies and 2ffiliates.

(2) A schedule of the maturity of the receivables,
broken down by type and term,

(3) & similar schecule of the maturities of the debt,

(4) Full explanation of the borrowing company's
method of computing income.

(5) A breakdown of the range of credit-granting
authority in the borrowing comnany's management
structure to indicate whether the company is run

“Cﬂentiallv as a one-man operation or a well~

i 5 s €1

cpnstructed management LIOUp.

(6) Letailed disclosure of the borrowing company's
liquidity, including coverage of demand and short
term notes because, for the first five years or
g0, the maturities of the receivables should be
substantially greater than the maturities of the

debt,
(7) statements of policy enc definitions of terms used.

all other institutions which receive deposits (sometimes with
chequing privileges) and/or make loans as for example trust
companies, mortgage loan comranies, caisses populaires, credit
unions and in some respects of their operations, finance
comnanies, small loan companies, provincial and municipal
governments and industrial and commercial corporations.
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In addition to the annual release of Cansaf, the sales
finance companies must also:.provide annual audited statements
and semi-annual reports known as the Robert Morse Questionnaire,
a form developed in the United States and used widely there
for wmany years. By-law #25 of the Investment Dealers Associ-
ation now prohibits a member from raising money, as principals
or agents, for sales finance companies which fail to provide
this minimum amount of information. |

An inmortant feature of these requirements is that the
comwpanies are required to explain fully and define the basis
on which they compile their operating figures. This is
extremely important because there are very few other businesses
in which investors must rely so heavily on financial reports
as is the case with finance companies, The assets of these
companies consist almost entirely of intangible promises to
pay and the whole structure of financial obligations created
by these companies rests nn che quality cof their initial loans,
In addition, earnings are computed by a complicated statistical
process which is seldom understood by investors and in which
menagement has considerable latitude. If is therefore a
simple matter to report more favourable earnings, depending
on the manner in which finance charges are taken into earnings,
losses are elther ahsorbed or deferred, loss reserves are

-up and uncollected interest is capitalized or charged

The requirements also seek to influence the borrowing
companies with respect to the role and responsibility of their.
auditors. Auditors sre expected not to deviate from a high

standard of performance in order to accommodate a client, a
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practice of which some have been guilty in the past., Atlantic's
auditdrs, for example, were'a large and prestiguous firm but
they accepted the statement prepared by another auditor for

two major subsidiaries where, as it turned out, the most
serious financial problems lay, The senior partner of this
second accounting firm was the recipient of s loan from
Atlantic, and was a director of a company that dealt with
tlantic, He has since becn convicted of evasion of income
teves and hos been expelled from the Institute of Chartered
Accounfants; while another partner in the same firm has been
ruled unacceptable to submit filings to the Ontario Securities
Commission.

The Feverated Council of gSales Finance Companies, in
acdition to developing Cansaf, 1is co-operating and consulting
with federal and provincial governments to achieve meaningful
legislation for the protection »f investors and consumers
alike, and it is develoning standavds of practice to which all
member companies will be required to conform, It is also
working with the Canadian Consumer Loan &ssociation to publish
an annual statistical fact bosk and it is financing an academic

research programme into the field of consumer credit in Canada

to determine, suthoritatively and objeccively, the role of
credit in the social and economic life of Cansdians.,

In announcing this programme, the Fresident of the
Council added that these measures tQ promote higher standards
in the industry de not pretend to eliminate risk or to
supplant the need for judgment on the part of the public,

while this information standard caanot help but contribute
to the restoration of investor confidence in the industry,
it ehoulc be cautioned that it will not completely
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safeguard investors from all risks. No form or law can

be devised which will preclude, for example, a planned

act of fraud, It should also be emphasized that corporate
statistics are not sufficient to reveal to investors

what must be the final criterion of corporate soundness -
good management, Corporate statistics must always be
measured against the known competence, experience and
integrity of the management of the companies under review.’

Nevertheless, these new requirements for the financial
reporting of sales finance companies should’increase the
efficiency of these companies as financial intermediaries,

It will take several years to determine if this amount of
disclosure is adequate and adjustments in the requirements
will have to be made from time to time in response to new
developments affecting the industry. Governments will also
undoubtedly be under pressure from the public to widen the
scope of the regulations to include other forms of finance
companies, Ontario has c¢onsidered doing so but is presently
stymied by the problem of actually defining a finance company
for regulatory purnoses.

Meanwhile, theve is no explicit supervision of finance
companies in British Columbia, The wajority of finance com-
paniés who operate solely within the province are not subject
to supervision from any source, The provincial government
has not established a supervisoiy body or announced any
regulatory policies to control these companies other than the
disclosure requirements on lending charges. Some of the sales
finance companies and all of the mortage finance companies

are not members of self-regulatory organizations and most of

7 .
"%, W, Evans, Press Conference, Wational Club, Toronto,
July 5, 1967,
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these companies have not had théix securities underwritten
by an investment dealer. The total responsibility for the
supervision of these companies therefore lies with the pro-

vincial government.,




Conclugion and Recommendations

The trust companies and finance companies operating
in British Columbia have a significant contribution to make
‘towards the stability and growth of this economic region,
Their contribution will not be optimal, however, unless they
are under prescient and enlightened regulation by the

P

[

avincial Government. Ton date, the Government has neglected
its responsibilities in this field and the consequences can
be seen in the low prestige of the local capital market and
many of its financial institutions,

The basis for this attitude is difficult to determihe
because of the lack of published information and the sura of

obscurity fostered by the Government., If there is a policy

ot

on these matters, it is a pelicy of »bfuscation as far as
the public is concerned. Yet many of the defects could be
rectified with comperative case; others may require greater
research into the ramifications of possible corrective
mgagures. In any case, workable policies are not beyond the
ability of a regulatory agency staffed by nersonnel of a high
calibre and charged with the continuous supervision and
review of these institutions,

Ag an initial step towards & new approach to financial
intermediaries, the Government should formulate an economically
tenable concept of the role of finance in economic develop-

ment, At the present time, the Provincial Government appears

to base its monetary policies on ideas derived from Social

144
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Credit easy money theories,1 an bpposition to a central
bank employing orthodox monetsry theory, and on the direction
of the flow of funds by nonmarket forces. Financial inter-
mediaries operating under these conditions are unlikely to
fulfill their function of channelling savings into their
most productive uses at a wminimum cost,

In a rspidly growing end prosperous economic region
such as British Columbis, the conditions are ideal for the
gprowth and profitability of the intermediaries, providing
they are adequately regulated.2 British Columbia has had
the highest average wage and salary rate in Canada for many
years.3 It has & high rate of capital formation, population
increase and gain in gross provincial product, Moreover,
the province is in a relatively early stage of economic
development compared to a province such as Ontario., This
fact is apperent in its reliance on capital imported from
outeide the province for the development of its resources,
Financial intermediaries can play an important parf in this

process by taking the financial lilabilities of local spending

lC.H.Doug.,las, Social Credit (London: Eyre and Spottis-
woode, 1933), W. A. Tutte, Douglas Sociel Credit for Canada
(Vancouver: Social Credit Publishing Co., 1934).

ZCf. California Banking in a Growing Economy: 1946-1975.
Ed.Hyman P, Mingky (Berkeley, Calif: Institute of Business
and Economic Research; University of (alifornia, 1963).

3Canadlan Statistical Rev1ew (Ottawa Queen's Printer)
monthly.

4z*rltlsh Columbia, Financiasl and Economic Review, (Victoria.
Queen's Printer) 1967,
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units into their portfolios and thereby making them nationally

acceptable. The intermediaries, in so doing, provide an
important source of financing for 1oca1-enterprises that are
still too small to tap the national capital markets but who
make a worthwhile contribution to the growth of the provincial
economy. |

To perform this function of capitél importation, the
financial instruments that are generated within the province
must be widely accepted in Canada, and to some extent also in-
the United States, Thls acceptability implies that security
issuers in British Columbia must conform to standards and
requirements which are demanded of them by these extrapro-
vincial sources of capital.

The Provincial Government can assist the financial
intermediaries in their vital role of capital importers by
encouraging uniformity in the regulator; framework which
encompasses these institutions in all parts of Canada. This
is now being sttained to some degree thrnugh the supervision
of trust companies by the Canada Deposit Insurance Corporation
anc the new B.C.Securities Act, which is modelled on the
latest Ontario Securities Act, WNevertheless, significant
areas arc still subject to differential regulation in various
provinces. The Trust Companies Act and the disclosure
requirements for finance companies are conspicuous exsmples.,

The ability of financizl intermediaries to serve the
economy whuld also be increased by measures designed to
improve the effiéiency of the local capital market. The
developing economy would then achieve a more productive'use

of savings and this, in turn, woula lead to a faster rate of
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econcmic growth by directing funds to areas that national
capital markets are not serving sufficiently, such as new
and higher risk industries and second mortgage financing.
Savers would also benefit by receiving higher returns on
their assetsg, both in an explicit price form and in the
advantages of wider choice and greater marketability, The
combined result for the economy would be greater economic
efficiency in the transfer of funds from savers to investors.

The development of s local capital market would also
strengthen locally-owned financial intermediaries and lessen
their dependence, to some extent, on eastern capital wmarkets.
1t would not, of course, isolate them from monetary conditions
existing in the rest of the country nor enable them to avoid
the effects of federal government monetary policy. It would
however raise the possibility of instituting a measure of
decentralization or regional differentiation in a country that
is so conspicuously frapmented into economic areas. A
development of this nature might introduce an element of
under standing and co-operation between the Provincial Gov-
crnment and the Federal Government on monetary problems,

As far as the Provincial Government is concerned, the
basis for any policy changes must be a new awareness of its
responsibilities in this area. Like all modern governments,
the Government of British Columbia has enlarged its role in
the economic affairs of society, but, strangeiy enough,
little of this increased and sometimes improved influence and
surveillance has been directed towards such important financial
intermediaries ss trust companies and finaﬁce'companies. The

gpovernment has emphasized some industries which provide vital
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and universally used services in return for a monOpoly
right, while virtually ignoring others. Public utilities,
for example,  have been a major concern of the Government,
and quite rightly so, but trust companies and life insurance
companies have received little attention. Other financial
institutions such as finance compenies whose operations
may also affect the stsbility and growth of the economy have
been left to the control of the market place and the invisible
hand that presumably directs cost-price relationships in a
private enterprise economy.

A concomittant aspect of the type of regulation which
is favoured by the British Columbia Government is its legal-
istic rather than economic approach. This is a common occur-
ance in many other jurisdictions in North America and the
bias is observable in several ways. The activities of the
trust companies, for example, are approached primarily from
the angle of their effect on piivate property. An economic
approach, in contrast, would assess the activities of these
institutions mainly on the basis of their efficiency as
allocators of capital, Furthermore, the government agencies
charged with the regulation of these institutions prefer to
issue edicts or strictures in an attempt to correct specific
abuses without correlating these defects in the institutions
and incorporating the new regulations into a unified plan
for improvements in the whole regulatory system. The result
of such an approach is a preoccupation with judicial decision-
making and legislative rules, a heavy burden of routine
business, a staff of low calibre and a negiect of its esgential

planninyg end creative function,
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In cowmparison, the regulation of financial institutions
which precedes from an economic viewpoint is designed to
increase savings and investment opportunities, and consequently
raise the rate of economic growth by encouraging resources
to respond to shifting ecoaomic conditions and prospects.

This form of regulation also recognizes that institutions and
markets do not always act in the public interest so ﬁhat, in
some cases, legislation is necessary to remove market imper-
fections or to ensure that human weaknegses are not encouraged
or exploited. Furthermore, a competitive market may not
produce a socially desirable allocation of resources, or a
sufficiently rapid rate of economic growth, if savings are
being diverted from socially necessary investment to finance
unnecessary consumption or more profitable investment.

The regulatofy suthorities must therefore assist in
- directing market mechanisms to obtain a more optimal composi-
tion of financial structures. This objective requires frequent
reviews of public policy on the number, type and legal powers
of the financial intermediaries, to assist them in adjusting
to the altering needs of 2 constantly changing economic
environment., It also demands recognition of the fact that
adequate capital markets require efficient marketing agencies,
a minimum of restraints on investment policies, some pro-
vincial regulation of the mechanism that sets prices and
widespread information on prevailing market conditions to
enable yields to reflect the full play of supply and demand,

In furthering these multifarious objectives of regulation,
the Government of British Columbia is constrained by the con-
stitutional framework of Canada and by intergovernmental’

agreements on the division of powers., any aspects of policy
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concerning money anc finsnce are in the realm of the federal
government operating through the Bank of Canada, the Department
of Insurance, the Combines Investization Braonch and the
Departments of Finance and Hational Reverue. To the Provincial
vaernment, therefore, interest rates, corporate taxation
rolicies, anticomnetitive activity and the supply of money
are ultrs vires, Uowever, fhe Frovincial Government has the
rower to controsl the chisrteving and branching of nonbank
financial intermediaries, o supervise their accounting methods,
to define theiy investment powels, to determine their capital
structure, o control theiy financing and, nogsibly most

important of all, to their prestige and so inspire

public eonfidernce in

notitutions, Certainly these powers

provide :ufficiﬁnt scope and incentive to encourage the

Government to gssume ite respongibiliries for the efficient
regulation and supervision o9t these institutions,

The firet and over-riding nolicy measure should be the

b

establishiment of one govevnment agency to dotermine public

i
i
|
i
!

molicy on atl ohases of the operations o~f cspital markets and

financial institutions. This agency, which could be called
r

The Commission of Finanscial Institutiens, must have a budget 1

which is sufficient to attrect personnel with expertise and
o 5 - . . ‘ .
vision, One of theilr maln tacsks, in addition to routine
g
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It is therefore incumbent on the members of both
industries to take steps to continually waintain and
raise the standards of their industry and these steps
should be taken before they are forced upon them by
an irate public or an aroused government,

The structure of each industry should be examined to
determine if the degree of competition is sufficient

to provide the desired finsnciel services at reasonable
orices. In the case > trust companies though, these
objectives must be subiect to the constraint of
tempering nrofit or asset caximization in order to

provide far the comtinued sonlvency of these institutions.

The Government :rust also consider the long-term advan-
toges ton this economy »f local oHwnershin or at least
1ncal decisinon-making at the possible expense of a
higher cost structure in o2ny industry characterized by
economies of scale,

Due largely to interlocking directorates and share
swnershiv in Canzde, this country hasz not had & truly
competitive financisl systew, nor bas any resl counter-
rrevailing power develinped despite the fact that it is
so clearly Jdominated v a few giants. Jur monolithic
bankiny system, f{or exeamle, has -cted in unison on
nearly sil ilmportant matters in the past, Furtherwore,
it hasz »robably deterred innovation in the trust industry,
although this is a Jifficult fact to pinpoint. It has,
however, had & clearly drscernible and detrimental
impact on the finance companies. The banks have per-
sistently encroachec on the lending nperations of these
companies by pulling awey their better credit risks
and thereby causing the deterioretion of their lending
portfolios., The banks have also impeded the finance
compenies in their attempts to raise funds by creating
excegsive deleys in granting lines of credit and in
fosterin, public concern over the quality of finance
company paper. It is noteworthy that, in the United
States, the finance companies have & far more satis-
factory relationshin with the commercial banks and the
likely reason is the goad of a more cowpetitive banking
system. The Government of British Columbia must there-
fore tane these factors into considerstion if it attewpts
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to streagthen locs! institutions in their competition
with netional ond internotional financial institutions.

Because trust companies are repositories of the nation's
cavings, as well as being custodians and‘managers of
accumulsted financial assets, the public interest is
best served by encouraping their continued existence
at the exuense nf gome degree of competition. For

his reason, it is jmnerative that rhese companies
waintaln reserves guainet future investment losses,

adhere to minimum cenitsl reguirements, and have their
financial practices thorouphly sunervised, . Branching
restrictions, in that case, would be unnecessary,
Charroring »olicies, vhile continuing to stress the
financial resources o7 sponsors, should place greater
erphagie on the quelity snd experience of prospective ‘
WANGL eRent

Frasnce companies, 1n oontrast, ueed no such restrictions
on oentry nd exit.,  The uovernment should continue to
sllow comlerte freedom to Tead oroviding investors
have ueen able to wake z2n intelligent opinion of the
comnany's securities through continuoue disclosure of
the company's affaire.

ke k-&
© -
o e

Complety and continuons disclosure of the financial
pogitinn and policies »f intermedisrics is an indis-
pensable chazacterlstlc ~f a competitive financial
market, The Securities Act passed in %Hritish Columbia
in 1967 includee new requirements for such disclosure,
but it is deficient in many respects. Trust companies
are exempt from the disciosure provisions, and the

reporting requirements for Iinence comnanies are

identical with those of industrial comn:anies,

The Government should devise reporting forms for
each type of finenciel institution and require quarterly
reporting on & uniform accounting basis to enable
investors to make comparisons without elaborate adjust-
ments, "It is not in the public inrterest for accounting
permissiveness to create informational shadows that

limit the effectiveness of security nrices to mirror
true nerformance. For this reason the Governwent

7
Robbins, n. 32,
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stould consider a ruling similar to that adopted in‘
the United States which requires all companies to
report to their shareholders on the same basis that
they report to the Government,8 In addition, the
information should be made easily accessible to the
public, not squirreled away in some filing department
in Victoria,

4,The sources and methods of raising funds should also
be exemined to assist the institutionsz in their efforts
to attract fundse -n & reasonably consistent basis and
at 2 cost that allows an adequate yield spread., The
time profile of the liabilities should alen be examined
to assure that gssets and liabilities are not mise-
matched., Some specific measures which should achieve
these nurposes would he restrictions on uninsgured
demand liabilities, the development of a local money
market and higher standards for security issuers and
salesmen, These merasures should increase public
confidence in these institurions and so lower the cost
nf their capital.

5.The investment policies of the trust and finance companies
must be éxamined to Jetermine their financial soundness
and econsmic efficiency. The trust companies are sub-
ject tou some investment restrictions which presently
appesr to be both unneceesary and unwise as they force
a degree of specialization on these institutions which
leaves them prey to extinction, that fate of all over-
specialized anilwmals. o prior reesoning or empirical
evidence indicates tist the companies should be barred
from lending on the security of trustee investments,
for example, dor does the abseace of a "basket™ clause
in the E, C. Act appear to serve a valid purpose in an
economic region where external financing of new businesses
is so0 necessary t~ economic growth,

The finance companies should be minutely examined
on the quality of their lending practices, If the
evidence indicates, as appears likely, that local companies

3United Steates, Securities and Exchange Commission,
General Rules amd Regulations, Securities and Exchange Act
of 1934, Rule 1l4a-3(b).




156

are being persistently driven into marginal eredit
risks by the banxs anc extraprovincial finance companies,
their investment policies will require much closer
supervision to prevent frequent defsults.

These iecommendétions for the effective regulation
of trust companies and finance companies in British Columbia
are all designed with one cverall objective in mind, The
status and efficiency of the tfinencial institutions in this
nrovince, and of the capital market which they serve, must
he improved to enable them tn neke a greater contribution
Lo the economy., Without question, the innlementation of
these recommendations will schieve thics primary alm of the

regulatory system,
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