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INTRODUCTION 
I 

The Regulation of Trus t  Companiee and 

Finance Companies i n  Brit i&h Columbia 

1 
Financia l  in termediar ies  have been grouped convention- 

a l l y  i n t o  banks and non-banks on t h e  premise t h a t  t h e  former 

c rea ted  money and t h e  l a t t e r  d i d  not. Xn the banking eategory 

were placed t h e  c e n t r a l  bank and t h e  commercial banks 

d i r e c t l y  con t ro l l ed  by it. The second category comprised 

those  i n s t i t u t i o n s  which  issued claims of a nonmonetary nature.  

Exmpl es a r e  savings banks, t r u s t  companies, f inance  companies, 

insurance companies, c r e d i t  unions, mortgage loan companies, 

pension funds and mutual funds. 

The techniques fox c o n t r o l l i n g  t h e  banking sec to r  are 

well  known and s imi lar  i n  a l l  developed count r ies .  The t r a -  

d i t i o n a l  methods of inf luencing  t h e  1Eoney supply and i n t e r e s t  

r a t e s  by varying cash rese rve  ratios, open market operations, 

rediscounting and moral suasion have been adapted t o  t h e  

p a r t i c u l a r  needs o f  each country,  while r e t a i n i n g  i n  each the 

same basic concept under w h i c h  a non-profi t  earning c e n t r a l  

bank c o n t r o l s  through accepted procedures t h e  p r iva te  and 

p r o f i t  earning commercial banks i n  t h e i r  funct ion of c r e a t i n g  

money and c r e d i t .  In  the  view of t r a d i t i o n a l  monetary theory,  

these c o n t r o l l i n g  techniques were adequate for t h e  t a s k  of 

inf luencing  t h e  economy i n  t h e  des i red  d i r e c t i o n .  

More recent  monetary theory acknowledges t h e  c e n t r a l  

r o l e  played by t h e  banking system but claims t h a t  t h e  r i g i d  

d i s t i n c t i o n  between banking and nonbanking interrnediarfea has 

2 

1 Financia l  in t e rmedia r i e s  are  defined on page 7. 



been overdrawn. The substit;tability of the f lnancial 

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 effect ive by these new influences, The central bank 

will then encounter difficulties in altering total effective 

demand, or some particular component of it, and in  maintaining 

stability in the financial markets, w i t h  repurcussions on the 

product and factor markets. In any event, the control by 

the central bank of total effective demand in the economy 

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

the c m e r c i a l  banks. 

Obiective of the. Thesks. 

The t w a  major types  of nonbanking intexmediar ies 

offering close substitutes for money in Canada are trust 

companies and finance companies. In 1966, the a s s e t s  of all 

financial institutions whose Liabilities axe mainly short 

term totalled $38,924 million, of which the trust companies 
2 

o w e d  10% and the finance con~psnies 11%. The trust companies 

are dietinct ive Canadian institutions operating under special 

legislation passed by the Government of  Canada or a province, 

depending on its charter .  Their prime function, according 

to t h e  s tatutes ,  i s  to  act as trustee, or administrator of 

propprty but they are becoming increas ingly  important as 

intermediaries channelling individual and corporate savings 

2 Table 1, p. 30, 



, 
into mortgages and securities. A finance company provides 

c r e d i t  t o  the p r i v a t e  sec to r  i n  the  form of instelment 

f inancing,  personal loans, business f inancing,  leasing, 

mortgage f inancing and commercial f inancing and factoring. 

The purpose of this t h e s i s  i s  t o  examine the  trust 

companies and f inance  companies i n  British Columbia t o  de te r -  

mine the extent and scope of t h e i r  e x i s t i n g  regu la t ion  and 

to recommend p o l i c y  measures to r e c t i f y  any de f i c i enc ies .  

The empirical  evidence i s  expected t o  show that, a t  this 

stage of their  growth, these institutions are sufficiently 

con t ro l l ed  by t h e  c e n t r a l  bank through t h e  c r e d i t  condi t ions  

c rea t ed  by i t s  monetary policy and debt management. However, 

more effective r egu la t ion  of these companies may be needed 

to increase  the e f f i c i e n c y  of t h e  c a p i t a l  market and to pro- 

t e c t  savers. Only then w i l l  savirlgs be a l loca ted  t o  t h e i r  

most product ive employment a t  t h e  minimum cos t .  Intensive 

regu la t ion  and a t t e m p t s  t o  ensure against a l l  unce r t a in ty  

a re  not  suggested a6  they would hamper these goals.  Instead, 

t h e  recamended p o l i c i e s  aim at a h igh  s tandard of self- 

regula t ion ,  enforced by necessary government powers, adequate 

disclosure of f i n a n c i a l  a f f a i r s  and depos i t  insurance. 

The Signif icance of the Work 

Trust cort~panies and f inance  companies have been sub- 

jected  t o  a minimum of r e g u l a t i o n  i n  British Columbia, a 

condi t ion  t h a t  has  favoured aggressive in termediar ies  seeking 

funds but at t h e  c o s t  of bankruptcies,  i n e f f i c i e n t  u s e  of 

resources and avoidable imperfections i n  t h e  c a p i t a l  market. 

Awareness of some of these factors groapted some government 
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action t h i s  year, but i t  was a piecemeal approach t o  a 

problem that can only be sol'ved by a comprehensive analysis 

of the regulatory system to  e s t a b l i s h  t h e  goals  af regulation 

and t o  propose measures to  a t t a i n  these goals.  I t  i s  also 

necessary to  assess the r e l a t i v e  importance of these goals 

t o  avoid imposing regulat ions whose advantages are outweighed 

by t h e  e f f o r t  needed t o  enforce adherence t o  the ir  require- 

ments. Furthermore, the d irect ional  coneequences of regulat ions 

should be considered t o  avoid incidental e f f e c t s  which may be 

more detrimental t o  t h e  economy than t h e  benefits t o  be 

derived from the proposed regulat ions.  

A Review of the  Contributions of Other Researchera 

Kegulnt i .~n  of non-bank intermediaries has been a l e g a l  

ac tua l i ty  for many years i n  t ' -e  United S t a t e s  and has  been 

the subject of considexabfe academic concern. The theoretical  

implications and pract i -caf  experience o f  t h i s  regulation are 

w e l l  known and provide a basis  for  appraising Canadian attempts 

t o  d e a l  w i t h  t h i s  problem. Deposit insurarice, for example, 

was instituted there in 1933.  

The subject only achieved prominence i n  Canada a t  t h e  

hearings before the Royal Commission on Banking and Finance 
3 in 1962, The momentum generated a t  t h a t  t i m e ,  plus subsequent 

evidence of more serious de fec t s  in the Canadian system, have 

resulted i n  research and investigat,icm on a substantial  

scale for the f i r  st t i m e .  However, no material of an academic 

3 ~ h e  Royal  Commissi?n In Banking and Finance, R ~ D O X ~  
( O t t a w a :  queent s Pr in t e r ,  L965). 



nmtur e h a s  been published sp,eeif i c a l l y  on the regula t ion  of 

++.. .t companies and f inance  compaA1ies i n  British Colurabfa. 

Limita t ions  of the Study 

The emphasis will be  on t h e  con t ro l  of t rus t  companies 

and f inance companies incorpora ted  i n  British Columbia, and 

therefme under t h e  j u r i s d i c t i o n  af t h e  B r i t i s h  Columbfa 

government. S t a t i s t i c a l  inforrnat im will be obtained f r m  

public cmpanies  anly but t h i s  i s  n o t  a serious limitations 

because p r i v a t e  companies comnronise only a sinall percentage 

of t o t a l  a s s e t s  i n  e i t h e r  i n d u s t r y .  

A Description of Research Procedures and Principal Data Source8 

S t a t i s t i c a l  m a t e r i a l  w i l l  be obtained from r e p o r t s  

issued by federa!  and p rov inc ia l  governments and from annual 

reports and prospectuses  of p e r t i n e n t  companies .  Legal 

requirements w i l l  be ~btained from t h e  appropriate statutes. 

Factua l  i n f o m a t i o n  w i l l  be supplemented by interviews with 

senior men in government and industry. 

Preview of the Organizational. Plan 

The r o l e  of f i n a n c i a l  in termediar ies  i n  an  economy 

w i l l  be discussed i n  terms of  t h e i r  funct ion,  t h e  causes and 

i r n p l i c a t i m s  of their growth and the reasons advanced fo r  t h e i r  

regulation. These concepts will then be app l i ed  t o  t r u s t  

companies and finance campanies in Canada. A detailed s t u d y  

w i l l  fo l low on t h e  regula t ion  of t r u s t  and f inance companies 

in British CoLumbia in terms of their c a p i t a l i z a t i o n ,  source of 

funds, use of funds, reserves and supervision. The conclusion 

of t h e  thesis w i l l  a t tempt  to a p p r a i s e  t h i s  r egu la t ion  and 

make pol icy  recommendations t o  improve i t s  effectiveness, 





CHAqTER I 

The Imact of Financial Intermediarteg 

on the Economy 

Financial intermediaries first appear in a f ree  enter- 

prise system i n  the e a r l y  stages of its development from a 

tnonetary economy to a c r e d i t  economy. The initial form of 

intermediation is noxmally comaercial banking, but t h e  expand- 

ing economy with it s accunwlating wealth encourages the 

dc.veloprncnt of nonbanking financial institutions to serve i t s  

more sophisticated wants and needs. The banking sector may 

then decline in relative significance in the  economy and the 

more dynamic contribution to growth nay 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 uE Gurley and Shaw w a s  published 
1 in 1960. Since that time, additional research has added t~ 

our knowledge and understanding of these institutions and 

t he i r  impact on t h e  economy, r,lthough ve do not have sufficient 

data t o  determine precisely how the ogerations of many of these 

institutions af feet economic stability and growth. severthe- 

less, regulation of these institutions has been widely ad- 

vocated for a variety of purposes and in a v a r i e t y  o•’ ways. 

This chapter will attempt to discws the principal forms of 

these suggested regulations in the light of recent research, 

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

of Finance (~ashington, D.C. : The Bxookings Institution, 
f 960) .  



both  of a t h e o r e t i c a l  and s t e t i ~ l c a l  na ture ,  in order  t o  

prov ide  a baskground fox e s s e s s i n g  t h e  regulz t3ry  framework 

which  h a s  been devised t o  c o n t r o l  trust companies and finance 

companies i n  B r i t i s h  Columbia, 

Function of Financia l  In termediar ies  

An i n s t i t u t i o n  i s  considered to  be a f inancia l  i n t e r -  

mediary i f  i t  has a preponderance of f i n a n c i a l  instruments  

on both s i d e s  of i t s  balance sheet. I t s  assets comprise mainly 

t he  primary s e c u r i t i e s - o f  final borrowers i n  the form of 

mortgages, government s e c u r i t i e s ,  or corporate indebtedness 

and equity. To a l e s s e r  extent, f i n a n c i a l  intermediaries also 

hold indirect s e c u r i t i e s  of other in termediar ies  such as 

currency, demand deposits, savings depos i t s  and shares, policy 

r e se rves  and other  claims. The i r  l i a b i l i t i e s  c o n s i s t  of 

promises t o  pay which are he ld  by f i n a l  lenders o r ,  t o  some 

extent ,  by othex f inancia l  intermediar ies .  2 

These L i a b i l i t i e s  add t o  t h e  t o t a l  p r i v a t e  claims t o  

wea l th  i n  the  economy by pyramiding i n d i r e c t  c laims on a base 

of d i r e c t  claims t o  t h e  ownership of physical.  capital. For 

example, a company's decision t o  purchase new equipment w i t h  

a bank loan rather than with r e t a i n e d  earnings does not  increase 

t h e  amount of invested c a p i t a l ,  but it does increase t h e  gross 

f i n a n c i a l  claims i n  t h e  economy by the  amount of t h e  new 

deposits created by the loan, assuming of course t h a t  i t  is 

L F i n a n c i a l  intermediaries awe ciefihed in t h i s  manner 
i n  two b a s i c  works i n  t h e  f i e l d .  Raymond Goldsmith, Financial 
Zntermediar i e s  i n  t h e  Amer ican Economy slnce 190C (Pr inceton, 
New Je r sey :  Pr inceton Un ive r s i t y  Press ,  1958) pp. 50-51, 
John G ,  Gurfey and Edward S .  Shaw, pp. 192-4,  
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a net new loan. Another f o x m  of pyramiding occurs in an 

organization, suck a s  a rriutual fund, which sells shares 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 en 

important and beneficial role in t h e  economy. 9n the contrary, 

intermediation may contribute to the expansion of the economy 

in several  ways, For Instance, it increases econnmfc e f f  ic- 

iency by narrowing and moderating price fluctuations which 

occur as a result of variations in the claims desired by final 

suppliers aid users of loanable funds, subject to the con- 

straints of institutional limitations and monetary policy. 

Intermediaries achieve this result by diversification of r i s k ,  

scheduling of maturities t 3 - 1  prevent liquidity crises, and 

economies of scale in both lending and borrowing operations, 

The financial intermediaries may also contribute to 

enor~amic growth by encouraging saving ancl investing through 

 innovation^ in financial insrrumento, The cost a•’ funds to 

ultimate users may thereby be lowered, while a t  the same time 

the securities are made more attractive to savers through 

their greater liquidity or security of capital. 

The Bssent ia l  function of financial intermediaries is 

therefore to reconcile the nortfoi i .0  preferences of surplus 

savers with those of deficit spenders in either the private 

or public sector. Mealtb halders  and investors in real asseta  

have changing needs and desires for liquidity, return, stab- 

ility of return over time, and auxiliary serv ices  such as 



insurance. It is the role ,of financial intermediaries to 

increase the efficiency of the savings transfen mechanism 

by supplanting the inefficiencies and problems encountered 

by individual savers seeking investment outlets and capital 

users attempting to finance capital formatim directly. 

Financial intermediaries also have a wider function 

in the economy. Kuznets in his study of capital formation 

and financing in the American economy s t r e s s e s  t h a t :  

The main social purpose ~f the complicated and e l a b o r a t e  
structure of financial institutions, practices, and so 
forth, is to facilitate greater production. Its more 
immediate purpose is the channelling of saving6 into 
nationwide capital formtion to ensure an effective use 
of savings. This complex and ramified structure of 
claims and countewclaims, 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 banke 

have a special position in t h e  economy, They are the pivotal 

institution because they provide the payments mechanism and 

serve as the principal, vehicf e for the monetary policy of the 

central bank. The banks a l so  play the leading role in credit 

creation; ho~ever  they are not t h e  only Lnrermediary cspable of 

expanding credit, and like other financial institutions, t h e y  

are true intermediaries to the extent that their expansion 

is related to their ability to attract savings, 

Financial intermediaries lend the same comodity which 

3 Simon icuznet s, C a t l i t  a l  in t h e  American Economv: 
Its Foynrtim and Financing. (Princeton, N.J.: Princeton 
University Press, 1961) p. 35, 
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they borrow, usua l ly  cash. ,Banks and t r u s t  companies borrow 

cash i n  t h e  form sf deposits and lend i e  by wri t ing  a cheque 

on themselves. Consumer loan companies s e l l  their l i a b i l i t i e s  

f o r  cash and make personal  loans with t h e  proceeds. There 

are  some t echn ica l  differences in t hese  various opera t ions  

but the p r i n c i p l e  i s  t h e  same in every case. Each inter- 

mediary h a s  been a b l e  t o  lend only t o  t h e  extent t h a t  i t  has 

been ab le  t o  a t t r a c t  cash. 

This  genera l i za t ion  on t h e  lending capaci ty  of f i n a n c i a l  

i n s t i t u t i o n s  i s  v a l i d ,  however, only t o  the i nd iv idua l  

i n s t i t u t i o n s  and only on t h e  assumption that t h e  in termediar ies  

are working t o  m i n i m u m  c a s h  balances w h i l e  cash r e se rves  and 

cash reserve  ratios a r e  f ixed .  If the banks have excess 

reserves, or i f  t h e  c e n t r a l  bank e i t h e r  inc reases  t h e  cash 

rese rves  of t h e  banks ox lowers their cash reserve  r a t i o s ,  

t h e  banking system a s  a whole can expand without t h e  n e c e s s i t y  

af attracting savings. Furthermore, t h i s  expansion i n  t h e  

banking sec tor  can provide  a base fo r  t h e  expansion of other 

financial intermediar ies .  

The ex ten t  of t h e  expansion engendered by t h e  act ion 

of  the c e n t r a l  bank depends i n i t i a l l y  on t he  reaction of the 

banking system, but u l t ima te ly  i t  depends on t h e  degree t o  

which nonbank in te rmedia r i e s  can a t t r a c t  depo6i . t~  away •’rum 

t h e  banks. Thus nonbanking in termediar ies  as w e l l  a s  banks 

p l a y  a p a r t  i n  c r e d i t  creation i n  addi t ion  t o  ac t ing a s  

in termediar ies .  The following example i l l u s t r a t e s  t h i s  i n t e r -  

act ion.  Assume t h e  c e n t r a l  bank increases  t h e  cash reserves 

of t h e  chartered banks by $100 through i t s  open market 

opera t ions .  I f  t h e  banks axe working t o  an 8% cash reserve  



r a t i o ,  they wil I be a b l e  t o  expand t h e i r  loan p o r t f o l i o  by 

$1,150, c r e a t i n g  new depos i t  l i a b i l i t i e s  as  they do so. Total 

new bank d e p o s i t s  w i l l  now be $1,250. In a simplified model 

of the basnking system, rto f u t t h e r  expansion of c redi t '  would 

take  p lace  on this cash basis .  I f ,  however, a nonbank i n t e r -  

mediary such as a t r u s t  company i s  introduced into t h e  model, 

a f u r t h e r  expansion in  c r e d i t  i s  made p o s s i b l e ,  

The t r u s t  company, w e  w i l l  assume, i s  a b l e  t o  a t t r a c t  

$100 i n  deposits away f rom t h e  banks. Thexe w i l l  be no decrease 

i n  t o t a l  bank d e p o s i t s  i n  t h e  system as  a r e s u l t  of this s h i f t  

i n  depos i t s  because t r u s t  companies normally d e p o s i t  their 

cash i n  excess of t i l l  money in the banks; but the change 

i n  ownership of t h e  bank depos i t s  does a l t e r  t h e  lending 

capac i ty  of t h e  system, for  t h e  t r u s t  conpany i s  a b l e  t o  

loan out  t h a t  cash received in  t h e  new depos i t  which i s  i n  

excess  of i t s  reserve requirements. If t h e  trust company 

is operating an a 52 reserve ratio, it can loan out $95. 

T h i s  cash w i l l  probably r e t u r n  t o  the banks as a depos i t ,  and 

t h e  end r e s u l t  of t h i s  process  i s  t h a t  t h e  ex is tence  of a 

nearbank has added $95 to t h e  $1,150 created i n i t i a l l y  by t h e  

banks. More genera l ly ,  t h e  nearbank h a s  s t r e t ched  t h e  money 

supply,  a s  i t  i s  t r a d i t i o n a l l y  defined, through introducing 

l i a b i l i t i e s  which are  c l o s e  s u b s t i t u t e s  fo r  money. 

Honetary theor i s t s  have become more aware of t h i s  e f fec t  

of intermediat ion and i t  i s  now genera l ly  conceded t h a t  t h e  

t r a d i t i o n a l  idea of P r i g i d  division betwten banks and non- 

banking interntediar i e s  should be supp lan ted  by a more 

r e a l i s t i c  view which would recognize t h a t  the liabilities 

of all f i n a n c i a l  in t e rmedia r i e s  possess a degree of moneyness 



1 3  
4 or liquidity, 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 t h e  whole  range of the liquidity spectrum a s  com- 

prising the payments mechanism underlying demand. 

Growth of Financial Institutions 

Financial institutions prosper in an era of expanding 

notional output if this expansif~n i s  based mainly on private 

expenditures financed th rough  primary securities. Gurley 

and Shaw point out t h a t :  

in such a c l imate  t i ~ e  d i s t r i b u t i o n  of income among 
spending units is markedly different from the  distribution 
of spending amone t h m ,  so that budget deficits and 
surpluses are large relative to national output. Also 
the location of these budget imbalances in private  sectors 
gives t h e  maximum stimulus to financial intermediation. 
Then uleiraate borrowers' primary security i ssues  are not 
only large but are h i g h l y  sui table  t3 t h e  specialized 
functions of the intermediaries ,  while ultimate lenders 
not only have large accumulations of financial assets 
but are disposed t o  acc~u-nulate indirect rather t h m  
grioiery securities. 

Some a d d i t i o n a l  elements in t he  economy favouring 

intermediation, which axe mentioned by t h e s e  authors, are a 

x es tr  ictive monetary p o l i c y  cnmbined w i t h  low d e p o s i t  x a tes ,  

insurance of t h e i r  deposits, and t h e  absence of competition 

from government lending i n s t  itutians, 

Underlying t h e s e  many factors in t h e  growth of inter-  

4 
The concept of liquidity is discussed in more detail 

in W.T. Newlyn, Theories of Noney;. (Oxford: Cfarendon Press, 
1962), pp. 119-134. 

5 
Gurley and Shaw, pp. 228-229, 



mediaries o r e  several. long-te'rm t r e n d s  which are of much 

grea te r  ultimate significance. P o s s i b l y  the greatest  single 

impetus t o  intermediation has  been the rise and d i spers ion  

of personal incomes which  brought  i n t o  existence a large 

stratum of society able to accumutate savings in small ind iv id -  

ual amounts. These small savers genera l ly  favoured the 

l i q u i d i t y  and s e c u r i t y  of c a p i t a l  provided by rhe liabilities 

of f inancl ' i l  intermediaries, in preference to the growth 

t io tent ia l  of d i r e c t  investment which i s  favoured by Large 

individual wealth h o l d e r s .  Kuznets mentions also t h a t  " the  long 

term shift in what might be c a l l e d  t h e  financial h a b i t s  of 

ultimate savers ( including unincorporated en terpr i s e s ,  and 

even corporations) is a r e s u l t  of far-reaching changes in the 
6 ? a t t e r n  of economic and s o c i a l  l i f e , "  As one example he 

c i t e s  t h e  lessened demand f o r  funds to re inves t  in one's own 

business due  to the  d e c l i n e  in t h e  percentage ~f the laboux 

f o r c e  that is self-employed. Urbanization also a f f e c t s  

t h e s e  i n s t i t u t i o z i s  by p rov id ink  easier  access  t o  them and by 

nr~ducing more knowledgable savers. Savings, therefore,  

t end  t o  be p l aced  in f inaizcial  fc~rrns ra the r  than in gold,  

jewels or similar tokens I , • ’  wea l th .  Consequently, Kuznets 

contends t h e t  much of t h e  growth and increasing variety  o f  

t h e  serv ices  provided by t h e  intermediari~s would have occurred 

even without many of t h e  f a c t o r s  c i t e d  previously, 

A s  a r e s u l t  of t h i s  gxowth in i n t e rmed ia r i e s ,  a l a r g e  

percentage of the  f u n d s  in t h e  ccf:norny flow through these 

institutions, In the United S t a t e s  dur ing  t h e  mid-1950's, 



78% of the funds moving from savers to borrowers passed through 

financial intermediaries, and t h a t  percentage increased to 

83% in the period from 1961 to 1964 and to 85% in 1965. (A 

stringent monetary policy i n  1966, which forced borrower8 

into the capital maxket directly, induced a drastic dfsinter- 

mediation and the percentage of funds flowing through 

financial institutions dropped to 66%. This phenomenon 

occurred also in 1955 and 1959 but these cyclical episodes 
I 

have  been temporary deviations from a long term trend,) 7 

This secular  growth of f i n a r ~ c i ~ l  intermediaries has; 

not been a uniform progressian for a l l  institutions. Some 

have  lagged behind,  w h i l e  others have increased their share 

of t h e  total claims. Goldsmith determined t h a t ,  although the 

total assets  of all Einanci~l institutions in t h e  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 waw substantial 

shifting of position among them and the sha re  of the commercial 

banks in the t o t a l  shrank from 52.8% in 1900 to 33.9% in 1952. 8 

Most of this decline appears t o  be due to a relative decrease 

in their trust business  and their t i m e  and savings accounts, 

a s  demand deposits increased faster than Gross National Product 

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

7 Daniel H. Bxilf with Ann P. Ulrey, "The Role of 
Financial Intermediaries in the C. S. Capital Marketsw, FederaL 
Reserve Bulletin (January 19671, p,  18, 
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nonbank intermediar ies .  The concern about the alleged 

d e c l i n e  i n  t h e  bhnking sector may then  be aeedleas. 

Nonbank in termediar ies ,  never the less ,  were t h e  major 

b e n e f i c i a r i e s  of the developments i n  t h e  economy which favour 

intermediation. Furthermore, they were a s s i s t e d  by t h e  eonnaerciaf 

banks themselves through the latter's s p e c i a l i z a t i o n  af function 

and reluctance to  compete more aggressively.  But t h i s  era 

h a s  ended. All f i n a n c i a l  i n s t i t u t i o n s  are becoming multf-  

product f i r m s  operating i n  many markets and competing vigorously 

f o r  both savings flows and investment ou t l e t s .  lo ~amnercial 

lending is no longer t h e  prervgative of t h e  banks, nor i s  

mortgage lending now the prerogat ive  of t h e  savings i n s t i t u t i o n s ,  

Financial packaging and the d e c l i n e  i n  s p e c i a l i z a t i o n  i s  j u s t  

another f a c e t  of t h e  regula tory  problem faced  by the c e n t r a l  

bank i n  i t s  attempt t o  con t ro l  monetary condi t ions  on a cowpre- 

hensive basis .  

9 
Ezra Solomon, "Financial  I n s t i t u t i o n s  i n  the Saving- 

Investment Processtt, Readings i n  Financial. I n s t i t u t i o n s ,  
ed, Marshall D. Ketchum and Leon 7'. Kendall (Boston: Houghton 
X i f f l i n  Conpany, 1965), p. 26. 

10 
Some t h e o r i s t s  have suggested t h a t  banks should be 

de te r red  from competing fo r  deposits w i t h  nonbanks by pxo- 
h i b i t i n g  i n t e r e s t  payments on bank deposits. Since deposit 
competition r e s u l t s  i n  no s i g n i f i c a n t  decrease i n  t h e  amount 
of deposits i n  t h e  banking s y s t e c ,  competition i n  t h e  form of 
higher i n t e r e s t  rates i.s wasteful. However, this content ion 
ignores  t h e  f a c t  t h a t  banks must compete fo r  savings t o  re ta in  
t h e i r  in f luence  i n  t h e  economy. Cf. J , A .  Gaf b r a i t h ,  Th_e 
Economics of Banking Operation8 (?fontreal : McGill Univexsrity 
Press, 1963) pp. 138-46. Lester V. Chandler, %hould Cammercial 
Banks Accept Savings Deposits, Money, Financi a1 Inst$tutiona 
and The Economy, ed. James A. Cru tchf i e ld ,  Charles N, Henning, 
and W i l l i a m  P fgo t t  (Englewood C l i f f s ,  N . J . :  Prent ice-Hall ,  
Inc., 1965), pp. 40-48. 



R e m l a t  ion of F i n a n c i a l  ~ n t e t r n e d i a r i o ~  

Because of the major impact on t h e  economy of t h e  

expansion of f innncf a 1  in termediar ies ,  monctar y t h e o r i s t s  

and o t h e r s  have recognized t h e  necess i ty  fo r  t h e i r  regula t ion .  

One reason advanced f o r  r egu la t ion  i s  based on t h e  theory 

t h a t  these  i n s t i t u t i a n s  can a l t e r  the demand and supply of 

money i n  such a manner t h a t  t h e  monetary a u t h o r i t i e s  may be 

unable t o  con t ro l  t o t a l  e f f e c t i v e  demand, The composition 

of e f f e c t i v e  demand may a l s o  b e  a l t e red  and i n s t a b i l i t y  increased 

i f  t he  in termediar ies '  lending policies i n t e n s i f y  the demand 

f o r  goods i n  boom per iods ,  or a l l o c a t e  scarce resources t o  

l e s s  s o c i a l l y  d e s i r a b l e  uses. I n e f f i c i e n t  or larcenous 

management must a l s o  be prevented f rorn impair ing t h e  solvency 

or l i q u i d i t y  of ind iv idua l  i n s t i t u t i o n s  because of t h e  disrup- 

t i v e  e f f e c t s  on the  c a p i t a l  markets and personal  savings, 

Monetary Policy t o  Regulate Amrepate Demand 

In t h e  basic model of monetary the.?ry, t h e  t o t a l  money 

supply i s  h e l d  i n  t h e  form of currency ou t s ide  t h e  banks, 

together w i t h  depos i t s  i n  .the char tered  banks, Both of  t h e s e  

forms of money are closely con t ro l l ed  by t he  c e n t r a l  bank, 

The money supply can then be consi.dered t o  have zero e l a s t i c i t y  

a t  the amount se t  by t h e  c e n t r a l  bmk,  i f  one assumes t h a t  

a l l  excess l i q u a d i t y  has been mopped up, The in t roduc t ion  of 

nonbanking in termediar ies  ~ r o v i d i n g  another form of money may 

then impart slope t o  t h i s  supply s c h e d u l e  if the a d d i t i o n a l  

money i s  i n t e r e s t  e l a s t i c .  11 

11 The supply curve of money may also be shifted i f  
savings deposits are no t  counted a s  p a r t  of t h e  money supply. 
I n  t h a t  case, a s h i f t  from demand deposits t o  t i m e  d e p o s i t s  
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Financia l  in t e rmedia r i e s  may a l s o  lower t h e  demand 

schedule for  money by developing new and highly l i q u i d  

l i a b i l i t i e s  such as f inance company paper andn~nchequab le  

depos i t s .  The des i red  stock of money may then  be less  than 

it was formerly a t  t h e  same r a t e  of i n t e r e s t .  Furthermore, 

t h e  s e n s i t i v i t y  of t h e  publ ic  t o  small i n t e r e s t  ra te  d i f f e r -  

e n t i a l s  i s  i n c r e s e d  by t h i s  competition f o r  cash and t h i s  

may a l t e r  the  e l a s t i c i t y  of t h e  demand schedule for  aoney. 1 2  

T h e  decreased demand for  money and t h e  increased demand) 

fo r  t h e  l i a b i l i t i e s  of nonbank in termediar ies  has  also been 

i n t e r p r e t e d  i n  terms of changes i n  t h e  v e l o c i t y  of money. 

A s  wealth holders  axe a t t r & c t e d  from cash t o  income-yielding 

assets  by t h e i r  high yields (and ce r t a in  q u a l i t y  changes), 

t h e  demand f o r  money f a l l s .  C e t e r i s  ?ar ibus ,  t h e  t r a n s a c t i o n s  

v e l o c i t y  and t o  a l e s s e r  ex ten t ,  t he  income v e l o c i t y  of 

money must r i s e .  There i s  the re fore  a p o s i t i v e  c o r r e l a t i o n  

reduces the  :rmney supply. I f  t h e  s h i f t  i s  from demand depos i t s  
i n  c o m e r c i n l  banks t o  depos i t s  i n  a ne~r-bank, the money 
supply will he unchanged (except for a sr i~s?LL leakage) because, 
a s  mentioned p rev ious ly ,  t h e  near-bank r e d e y a s i t s  t h e  money 
f I x  i t s  own account i n  t h e  commercial bank, 

 his i s  e s s e n t i a l l y  t h e  Keynsian vers ion  of t h e  Gurley- 
Shaw thes i s  a s  i n t e r p r e t e d  by Dl2n F a t i n k i n ,  "Financial  In te r  - 
mediar ies  and t h e  Logical S t ruc tu re  of Monetary TheoryM, 
American Economic Review, LX (March 1961), pp. 95-116, Cf. 
Irwin Friend,  "The E f f e c t s  of  3:onetary " o l i c i e s  on Nonmonetary 
Financial  I n s t i t u t i o n s  and Capital .  Marketsv, Pr ivate  Cap i t a l  
Markets, (Englewood Cliffs, h ' . J ,  :  renti ice-X3al1, Znc., 1964), 
pp. 1 - 2 7 2  and Alvin Marty %urley a d  Shac: on Money i n  a 
Theory of Finance", Journa l  of FoLi t ica l  Economy, LXIX 30.1 
(February, 1961) p. 59. 



between t h e  velocity of money and t h e  y i e l d  on nonbank 
13 , l i a b i l i t i e s ,  

The economizing on cash which the development of nrar- 

money h a s  promoted h a s  been given as t h e  explanatian for t h e  
1 4  post-way r i s e  in income velocity in t h e  United States,  but 

it is not t h e  cause of c y c l i c a l  swings in velocity. Empirical 

evidence has shown t h a t  cansmexs  s h i f t  from demand to scnvint;~ 

J e p n s i t s  mainly i n  r ecess ions ,  and t h ~ t  increases in v e t o c i t y  

d u r  inb expansionary p e r i o d s  a r e  clue rtj ther  t o  dissaving for  

conslrraer eq3end i t u r e s  snd corpora t e  investment, 15 

The combined r e s u l t  . ~ f  these p o s s i b l e  chanjies i n  the 

dernmd and s a y p l y  c ~ n t l i t i o m  of rnoriey caused by nonbank Fnter- 

= d i a r i e s  i s  t h a t  t h e  centrnl bank may have t o  make bxeater 

v a r i a t i o n s  i n  t h e  ~s~oney supp ly  than f o r m e r l y  t o  achieve the  

same r a t e  ~f i n t e r e s t  or v e l ~ c i t y .  I t  may a l so  decrease t h e  

certainfy of impact of any p a r t i c u l a r  measure. The central 

b m k  may a l s o  have t o  compensate for  t h e  declining quantitatxve 

share o f  t h e  co:runercial hanks by res t : r i c t in ,  then t o  t h e  po in t  

z > i  impairing t h e i r  growth. T h i s  would, o f  c w r s e ,  be t o  t h e  

advantage of t h e  non-bt:i~lc i n t e r  nediar ies ,  

I 3 ~ . R . ~ c e ,  "Substitct~bility of ion-bank Intermediary 
Laibilities f o r  Moneyfi, J o u r n a l  of Finzince, X X X  (September,  
f966) ,  pp. db41-457. 

I4Cf. Milton Friedmar,  and Pans J. ~ c h t d a r t z ,  Pionetary 
His to ry  of the uni ted  States 1867-1960 (Princeton, N.J. : 
"iinceton Univers i ty  Press,  l963), pp. 659-672. 

15 
Ernest Bloch, Corporate L i q u i d i t y  P x e f s r e m  (unpub- 

l i s h e d  Ph.D, d i s s e r t a t i o n ,  Graituate F a c u l t y  of ~ o l i t i c s l  and 
Socia l  Science of t h e  New Schaoi f o r  : h c i n l  Research, pp. 273- 
278. C ~ m m i c s i m  on Y o i ~ e y  and C r e d i t ,  "mney and Credit :  Their 
Influence on J a b s ,  Trices end Growth (Englewood C l i f f s ,  N , 3 . :  
Prentice-Hall, Inc , ,  1901), p.  79, 
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If the development of ,f i n n n c i a l  institutions af fec t s  

r h e  rwte of growth of t b e  econcxy F c  this manner, as Gurley 

and Shaw contend, a case could be made for extending the 

reserve requirements 4 E  near-money t o  increase  t h e  influence 

of the central bank on general c r e d i t  conditions. Lacking 

t h i s  power, it i s  h e l d ,  t h e  c e n t r a l  bank will.  not be able to 

induce changes in the money market r o  alter the price, terms 

and availability of credit and s o  i n  tu rn  t o  influence and 

control economic a c t i v i t y ,  

In accordance with t h e  fincings of the  Radcliffe 
16 17 

Committee and t h e  Conntiz;siononXoney and Credit , t h e  

Royal C~mnir(sion on Ranking and Finance concl.uded t h a t  this 

not t h e  case, 

Whatever the underlying payterns of competit ion,  the 
e f f e c t  of c e n t r a l  bsnk action spreads through the whole 
f i n a x i a l  system because af the coinpetit ion i n  f inancia1 
x a r k e t s  and does not depend on all institutions hqlding 
t h e i r  cash r e s e r v e s  w i t h  it ....... Indeed, the central 
bank would be able to exert this general pressure on the 
f i u a n c i a l  i n s t i t u t i o n s  and m a r k e t s  even if no reserve 
r e q u i r  e ~ i i ~ m t ; ~  weu e imposed on any f i n a i ~ c i a l  i n s t i t u t i o n ,  
for  i t  i s  r-he f i n a l  source of cash for the whole system, 18 

This conclusion does not mean t h a t  these Commissions 

f e l t  that there was no mean ingfu l  d i f f e r e n c e  between money 

and near-money. They wished r a t h e r  to emphasize t h a t  it is 

misleading to concentrate on the money supply instead of t h e  

16creat Britain, Chancel lor  of t he Exchequer, Committee 
on the Working of t h e  Monetary System, Report, Cmnd 827 
(London: HESO, 1959)  para .  394.  

17 
Commission on Money and C r e d i t ,  pp. 80-81. 

18 
The Royal Couunission 3n Eanking and Finance, pp. 95-96. 
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s t r u c t u r e  of i n t e r e s t  r a t e s  dnd t o  d i s t i n g u i s h  between 

i n s t i t u t i o n s  on t h e  grounds t h a t  one tyue c r e a t e s  money and 

t h e  o t h e r  m e r e l y  mediates b e t w ~ e n  savers and inves to r s ,  The 

maximum amount of creatable demand depos i t s  i s  determined by 

t h e  c e n t r a l  bank but ,  since these a r e  only p a r t  of the a s s e t s  

of the banking sec to r ,  a l l  f i n a n c i a l  i n s t i t u t i o n s  a r e  a b l e  

t o  expand t h e i r  l i a b i l i t i e s  t o  t h e  ex tent  t h a t  they a t t r a c t  

cash  and se l l  t h e i r  claims. Since t h e  c e n t r a l  bank i s  ab le  

t o  control this t o t a l  asse t  growth of a l l  in termediar ies  by 

ope ra t ing  on general  c r e d i t  condi t ions,  t h e r e  i s  no cause t o  

extend cash weserve r e s t r i c t i o n s  t o  non-bank in termediar ies ,  

Selective Credi t  Control. s 

Measures designed t o  d i r e c t  the  a l l o c a t i o n  of c x e d i t  

among competing uses  have been recommended t o  achieve a 

s o c i a l l y  d e s i r a b l e  use of resources,  t o  inf luence  areas that 

a r e  r e l a t i v e l y  unrespanaive t o  general  m o n e t ~ r y  po l i cy  or as 

a countercycl ica l  measure. They have a l s o  been advocated 

t o  co r rec t  the  economic i n s t a b i l i t y  which i s  believed t o  

be crea ted  or increased by lending ope ra t ions  i n  t h e  f i e l d s  

of instalment finance, e s p e c i a l l y  of ccmswcr duxables, and 

a l s o  i n  c a p i t a l  investment and speculat ion i n  e q u i t i e s  and 

r e a l  e s t a t e .  The pxoblem, a s  James S .  Duesenberry says, i s  

t o  make a " f a i r l y  c lear  d i s t i n c t i o n  between alleged scientific 

knowledge about t h e  impact of any p a r t i c u l a r  monetary pol icy  

a c t i o n  or c r e d i t  pol icy  a c t i o n  an housing or any o ther  type . 

of expenditure,  and value judgments on some s i d e  e f f e c t s  of ' 

monetary and c r e d i t  p o l i c y ,  such s s  e f f e c t s  on income 
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dif i t rbut ion or the  ' pa in  i n  t h e  neck' which cornea from some 

kinds of rationing." 19 I 

The mortgage market h a s  probably been t h e  area with 

the most confusion i n  goa l s  and methods of monetary po l i cy ,  

It has had t o  cope w i t h  measures designed t o  r a i s e  the  wel fare  

of t h e  community through more and b e t t e r  accommodation w h i l e  

a t  t h e  same time being used n s  a countercycl ica l  p o l i c y  

because of t h e  high labour content  i n  t h e  cons t ruc t ion  industry.  

b.s a result, the flow of funds i n t o  t h e  market h a s  been 

i r r e g u l a r  and subjec t  t o  market l i m i t a t i o n s  such as i n t e r e s t  

r a t e  ceilings and minimum dompayrnents, The Canadian govern* 

ment has only r e c e n t l y  recognized t h e  disadvantages in these 

d i r e c t  con t ro l s .  20 There a l s ~  wppears t o  be g r e a t e r  aware- 

ness  of t h e  need to separate  social goals from s t a b i l i z a t i o n  

measures i n  housing pol icy.  

The d e - s t a b i l i z i n g  e f f e c t  of l end ing  pblicies on con- 

sumer duwablc goods h a s  a l s o  been a subject  of considerable 

controversy.  A study of consumer instalment c r e d i t  i n d i c a t e s  

t h a t  instalnent f inance tends t o  r e in fo rce  the d i r e c t i o n  of 

economic activity. I t s  impact i s  greates t  in t h e  e a r l y  stages 

of an upswing and least a s  t h e  economy approaches f u l l  

employment when i t  tends t o  provide merely a diversion of 

t o t a l  spending r a the r  than an increase i n  aggregate demand. 

On t h e  downside, repayments accelerate the dec l ine  i n  consumer 

19 James S. Duesenberry, "The Relat ion of Housing Pol icy  
Monetary Fol icyu,  Readin~s  in Financial  I n s t i t u t i o n s ,  p. 230, 

2 0 ~ e g i n n i n g  i n  A p r i l  1967, the  maximum r a t e  on loans 
11 be set q u a r t e r l y  a t  one and one-half per cent above t h e  

zverage y i e l d  on long-term Government of Canada bonds. 
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spending. The comparative main1 tude of these effects is 

relatively slight, however. From 1929 to 1962 in the United 

S t a t e s ,  the expansion of consumer credit accounted for only 

5b% of the funds made available to all borrowera (or 8% if 

federa l  debt is excluded), and annual changes in instalment 

d e b t  accounted for only 9.7% of cyclical change in the GNP 

during expansions and 17.5% during contractions, an average 

of 13.6%. T h i s  rate is well below t h e  average of 35.8% 

attributed to changes in inventories and 18.8% due to  changes 

i n  f ixed  investment, The argument for direct control of 

instalment cred i t  i s  therefore r e l a t i v e l y  weak (in peace time) 

and a l so  it has been found to be more responsive to credit 

restrictions than was thought previously. 

The case f o r  direct controls on burrowing for business 

investment and working capital i s  clearly much stronger. Both 

types of lending have increased economic i n s t a b i f  ity but they 

a1 so appear to be relatively insensitive to interest rates 

and are extremely difficult to control. l'leasures such as 

c a p i t a l  issues cf2ntxol and direct control of business loans 

have been rendered inoperable by administrative problems, 

penalized small companies and proved aneffective against 

companies with  substantial  retained earnings. 22 

21 P .W .!lcCracken, J .C .T .Ma0 al,d C .V,Fr i c k e ,  Consumer 
Instalment Credit and Public f o l k  

' 

(Ann Arbor: Graduate School 
of Business Administration, Univeri i ty  of Michigan, 1965) p .63.  
E.P.Neufeld, "The ~conomic- significance of Consumer Creditn, ' 

Consumer Credit  ip Canada, ed .  J .  S. Ziegel and R.A. Olley 
(~askatoon: The University of Saskatshewan, 1966), pp. 5-19. 

22 Committee on the Marking of the Monetary System, para. 
461-463,  Commission on Money and Credit, pr 75. Royal Comi- 
ssion on Banking and Finance, pp. 430-432 and 477, and 
McCracken, Mao and Fricke,  pp, 143-105, 
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Ia summary, the a d v i s a b i l i t y  of applying selective 

credit  controls depends i n i t i a l l y  on proving that the general 

techniques of monetary control are not providing the desired 

l eve l  and composition of demand and secondly, on proving 

that the advantages of d irec t  controLs outweigh the disadvant- 

ages. In t h e  opinion of t h e  Fortex Commission, "Extensive 

use of direct  measures may create distort ions  in t h e  financial 

system, lower i t s  efficiency, and indeed lead to  widespread 

p r a c t i c e s  designed t o  evade t h e  impzct. The immediate use- 

fulness of such techniques must b e  careful ly  weighed against 

the inequities and las t ing  harm they  pay  causeen 23 

Measures to Frotect t h e  Solvency and L i q u i d i t y  of Publicly- 

Owned Securities, 

If f inancia l  interrnediar ies are  t a  perform the ir  function 

of reconci l ing t h e  port fo l io  preferences of savers and investors,  

they must operate i n  an atmosphere that inspires con•’ idence 

and operates e f f i c i e n t l y  and economically. T h i s  state can 

on ly  be a t t a i n e d  i f  purchasers of f inanc ia l  claims are kept 

f u l l y  informed of the claims avai lable,  are able t o  transfer 

claims f ree ly  and are p r o t e c t e d  fr3m iraud and exploitation, 

Possibly t h e  most d i f f i c u l t  problem i n  th i s  regard i s  the 

degree  t o  which ccmpetition should be encouraged t o  lower c o s t s  

and to  provide e q u a l i t y  of f i n a n c i a l  opportunity and mabi l i ty  

of funds, 

The f i r s t  measure r e q u i r e d  for  greater  s t a b i l i t y  i n  

f i n a n c i a l  markets i s  insurance of savings d e p o s i t s  t o  encourage 

23 
Royal Commission on c an king and Finance, p. 450. 
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and p ro tec t  t h e  smal l  saver w i t h  a hFg!- l i q u i d i t y  preference 

and a desire t o  avoid risk. The counterpart  of deposit 

insurance is s t r i c t  and adequate measures t o  maintain reserve 

ratios for uninsured s e c u r i t i e s  payable on demand. A major 

cause of chaos in financial markets has been calls for payment 

which f i n a n c i a l  i n s t i t u t i o n s  were unprepared to meet. 

The second line of defence is s e c u r i t i e s  r egu la t ion .  

It was oxiginnlly designed to curb the more obvious abuses 

such a s  f raud without ,  a t  t h e  same time, eliminating the element 

of r i s k  which is indigenous to v e n t u r e  c ap i t a l .  I t  was inevit- 

a b l e ,  however, t h a t  public pressure would be p l a c e d  on the  

S e c u r i t i e s  Comnissions t o  provide b e t t e r  p ro tec t ion  f o r  t h e  

purchasers  of securities i n  financial in termediar ies  because, 

a s  Gurley and Shaw point out, t h e  u l t ima te  inotive for p r e f e r r i n g  

i n d i r e c t  s e c u r i t i e s  t o  p r i m a r y  s e c u r i t i e s  i s  t o  avoid r i s k .  24 

A l l i e d  with t h i s  trend has been a greatex awareness 

of t h e  fundamental r o l e  o f  t h e  Securities Cornmissions in 

increas ing  t h e  efficiency of the capital markets. Williamson, 

i n  h i s  study of s e c u ~ i t y  r egu la t ion  i n  Canada, contends t h a t  

t h i s  i s  t h e m o r e  important  f u n c t i o n i n  t b e  long run. The 

disclosure provisions of recent Canadian l e g i s l a t i o n ,  for 

example, seem: 

t o  recognize t h e  economic va lue  o f  f u l l  disclosure as 
something apar t  Erm the t r a d i t i o n e l  investor  p ro tec t ion .  
Confidence i n  i n d i v i d u a l  cctrnpenies, and i n  t h e  securities 
market generally, rests  on adeqLiate information. And 
e f f i c i e n t  investment of i n s t i t u t i o n a l  and i n d i v i d u a l  funds 
i s  not  poss ib le  w i t h o u t  a constant  F l o w  of information t o  
f a c i l i t a t e  continuous evaluation of portfol ios.25 

24 
Gurley and Sbaw, p. 117 

25 J. Peter  Williamson, 2&~plement - t o  Securities,  Regulation 
in Canada (Ottawa: Queents P r i n t e r ,  1966), p.  5 .  
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T h e r e  a r e ,  however, c i a n g ~ r s  i.n s e c u r i t i e s  regu l  ~f i m ,  

s i m i l a r  to those encountered in u s i n g  s e l ec t i ve  c r ed i t  c m t r o l  s. 

c h t  i m < ; e s i r - ~ b i l i i r y  c:E :  SF:?^ ~ e s t r l c t i - ; . c s  :&ich w j u l d  
5er iousI .y  hamper t h e  n c t i v i  t ~ c c  nf  bonese aen i n  order 
to a*.Fcic?t t h e  occilai>nc.i  raan2:chen, anci t b r  i tnpor tance  
o f  not ?Lac ~ i l d  unr  vc.ion,:ible f t l r t c . ,  s ~1;:c:i b , ~ s i n e s s  wh, ich  
is c>n i ;uLx t  e c ' i  i i i  B L ~  e t  f i ~ i t n t  an': honest trbanner. 20 

t h c  3ware;~ess  by t h e  b ~ ~ ~ i n e : ' ~ : ;  cnnt-nun-ity r 5 a t  dny vacuum would 
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therefore, f e l t  i t  necessary to r e s t r i c t  entry by chartering 

or l i c ens ing .  Applicants must s a t i s f y  arinimm capital 

requirements and prove, t o  the satisfaction of the authorities, 

that the company w i l l  be ably and soundly managed. The 

q u a l i t y  of the ins t i tut ion  i s  thereby improved but competition 

i s  lessened. 

Pur i s t s  may protest this interference with the competi- 

tive process but, as Roland I .  Robinson points  out: 

The trouble i.8 that  the public interest i s  involved 
in the sdvency a s  w e l l  a s  the competitiveness of financial 
ins t i tut ions  .., But the  losses that reeult •’rag ths  
insolvency of f inancial  ins t i tu t ions ,  particulagly those 
thst handle the money of the r e l a t i v e l y  unsophisticated 
p u b l i c ,  are thought to be aoc ia l ly  if not economically 
intolerable.27 

Conclusion 

From t h i s  survey of t h e  l i terature  on f inancia l  inter-  

~ e d i a r i e s  it i s  apparent t h a t  monetary theor i s t s  consider that  

these institutions perform a v i t a l  function in  the economy 

and t h a t  governments can and should assist  them in making 

an even greater contribution. iiowever, these theor i s t s  are 

not in agreement on the degree and methods of government 

participation that would best serve this purpose. A t  one 

extreme, great rel iance  i s  placed on impersonal market forces 

and, a t  t h e  other extreme, a wide range of discretionary 

p o l i c i e s  axe urged. 

The evidence a t  t h i s  po in t  i n  time indicates  that the 

2 7 ~ o l a n d  I .  Robinson, lbney and C w i t a l  Markets 
(New York: XcGraw-Hill, Inc., 19641, p. 318. 



growth of many types of financial institutions has not 

prevented the central bank &om controlling economic condit ions. 

Therefore, no major revision of the cash reserve basis is 

necessary nor are eelective credit  cantrofa. 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 tbe efficiency of the saving-investment 

process. In other words, regulation should be considered as 

having a predominantly positive function rather  than an 

inhibiting one, 

The regulation a•’ financial institutions in Canada 

has been viewed mainly as a legislative problem and, because 

of t h i s  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 t h e  solvency of t h e  system byt they a l so  generated 

a conservative proclivity and monopoly prof its. These 

features of our financial institutions were criticized by the 

Royal Commission on Banking and Finance with the result that, 

far the first time in Canada, measures have been tal:en to 

develop greater competition in our capital markets and financial 

intermediaries. Since that time, other defects i n  our 

regulatory framework have been exposed. The combined effect 

of these developments is a new regulatory environment for 

financial intermediaries in Canada. 
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CHAPTER XI 

Canadian Econolay 

Financial i n t e rmedia r i e s  have become i nc reas ing ly  

impor t e n t  t o  t h e  Canadian economy through t h e i r  absorpt ion 

of primary d e b t  and the d i v e r s i t y  of se rv ices  which they now 

o f f e r  t o  borrowers and lenders. '  The major p o s i t i o n  among 

t h e s e  in termediar ies  cont inues t o  be held by the chartered 

banks i n  t h e  short-term f i e l d  and by t h e  l i f e  insurance 

companies i n  t h e  long-term f i e l d ,  but the propor t ion  of the 

t o t a l  assets  held  by these  two i n s t i t u t i o n s  has dec l ined  

with the r i s e  of other  i n s t i t u t i o n s  a b l e  and wi l l ing  t o  

serve t h e  more complex needs of the  expanding From 

t h e  f i g u r e s  i n  Tables 1 and 2, it i s  apparent t h a t  the banks 

end t h e  life insurance companies not  only dominated t h e  f i e l d  

of f i n a n c i a l  s e r v i c e s  but were v i r t u a l l y  wi thou t  any competi- 

tiontion i n  1945. Since t h a t  time, though, t h e  l e s s  regula ted  

and more agress ive  in te rmedia r i e s  such a s  t r u s t  and loan 

companies, finance companies and mutual funds, have attracted 

1 I n s t i t u t i o n a l  assets  as a percentage of primary debt 
increased from 47% i n  I935 t o  59% i n  1962. Royal  Coa~nission 
on Banking and Finance, p .  106. 

2 
Short-tezm i n s t i t u t i o n s  offer mainly l i a b i l i t i e s  with 

a h igh  degree of l i q u i d i t y  such a s  chequable and nonchequable 
demand depos i t s ,  term d e p o s i t s  and money market s e c u r i t i e s  
while long-term i n s t i t u t i o n s  o f fe r  l i a b i l i t i e s  of a less 
l i q u i d  ox a con t rac tua l  n a t u r e  euch a s  insurance,  pension 
funds, annuities and mutual funda. 



TABLE 1 

bssets of the Main Financial XnstitutLons 

jmbllions of dollars) Selected Years. 1935-1966 

Ins t i tu t ion  1935 1945 1950 1955 1960 1965 1969 

Rank of Canada 308 2032 2350 2620 3044 3956 4207 
Chartered Banks 3 

2514 5997 7918 10460 13121 19022 20249 
Quebec Savings Banks 77 143 204 265 311 430 461 

Trust Companies 225 266 441" 714 1274 3422 3902 

MortgageLoanCols. 230 235 367 570 945 2417 2564 

Caisses Popul af ses 
6 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 3 ]. 45 107 262 303 - 

Subtotal 3445 8923 12081 16541 22438 36288 38924 
- 

Life  Insurance Assets 
i n  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 I91 563 1574 1889 

Subtotal 1991 3125 5221 8069 12186 20337 1889 
- 

F i r e  and Casualty 
Insurance Assets 
in  Canada 226 234 563 929 1316 1 6 5 8 ~  

TOTAL 5662 12282 17865 25539 35940 58283 

Pr imaxy Debt Out - 
st anding 12163 25961 31721 44050 n,a,  n,a,  n,a, 

Inst i tut ional  A s s e t s  
a s  a percentage of 
primary debt  47% 47% 56% 58% 

Source: Royal Commission on Banking and Finance, Rem~&,  p.106 
and Bank of Canada, S t a t i s t i c a l  Summary. 

L 
Estimated by The Financial  Poet, June 3,  1967, p e l t .  

2 A s s e t s  i n  1964, the la tes t  available f igure,  

3 ~ x  net Canadian dollar items i n  transit and customers' 
l i a b i l i t y  under acceptances, guarantees and l e t t e r s  of 
cred i t .  
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TABLE 2 

Assets of the Main Tinancia1 Institutionp 

l~ercentane distribution) Selected Yeax s 19%-1965 

Institution 1935 1945 1950 1955 1960 1965 

Bank of Canada 5 . 4  

Chartered Banks 44.4 

Quebec Savings Banks 1.4 

Trust Companies 4.0 

Mortgage Loan 
Companies 4.1 

Caisses Populaires & 
Credit Unions 0.2 

Finance & Consumer 
Loan Companies 1.4 

Industrial Develop- 
m e n t  Bank - 

Subtotal 60.8 72.7 67.6 64.8 62,4 62.2 

L i f e  Insurance 
a s s e t s  35.2 25.4 24.1 23.7 22.3 21.0 

Pension Funds n.a. n.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,O 100.0 lOU.0 
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a progressively larger  percentage of the  na t ion ' s  aavings. 

This development was largely ignored a t  all l e v e l s  of 
1 

government fn Canada u n t i l  recent ly ,  ~t the federa l  level, 

t h e  Bank of Canada i s  s t i l l  of the opinion tha t  the  near- 

money subs t i t u t e s  developed by the  nonbanking btermediaxfes  

are not present ly  of a su f f i c i en t ly  l a rge  size i n  relat ion 

t o  the  conventional money supply t o  warrant their inclusion 
3 i n  t h e  cash bas is  of the  economy. In  any event, t h e  Bank 

believes t ha t  t h e  i n s t i t u t i o n s  are  amenable t o  control  by the  

usual techniques of monetary management, The concept of 
s e l ec t ive  c r ed i t  con t ro l s  i s  a l s o  i n  abeyance because of the  

new emphasis on encouraging t h e  flow of funds by competitive 

market forces,  However, the federa l  government has been 

forced t o  recognize t ha t  f inanc ia l  intermediaries ,  i f  l e f t  

t o  t h e i r  own devices, can c rea t e  serious disturbances i n  the 

cap i t a l  markets or other  areas which a re  inimical  t o  t h e  

public interest, Provincial  governments, who have the  legio-  

l a t i v e  power t o  control  some of these i n s t i t u t i o n s ,  have a l so  

been prodded from yeaxs of lethargy a s  a r e s u l t  of recent  

r evclat ions of fraud,  mismanagement and excessive assumption 

of risk by companies i n  t h e i r  ju r i sd ic t ion ,  Consequently, 

federa l  and provincia l  governments have passed legislation in 

3 The money supply cons i s t s  of notes and coins held 
outside t h e  banks and demand and savings deposi ts  of chartered 
banks, according t o  t h e  Governor of t h e  Bank of Canada as 
quoted i n  Canadian Bankina and Monetary Policy, ed. Jmer 
P, Cairns and He H, Binhammer bi or onto: McGraw-Hi11 Campmy . 
of Canada Limited, 1965), p. 313, A t  December 31, 1966, the 
money supply to t a l l ed  $17,829 mil l ion and near-money i n  t h e  
form of deposi ts  i n  Quebec Savings Ranks, ca ieses  populaires,  
t r u s t  companies and mortgage loan companies subject t o  with- 
drawal aa demand t o t a l l ed  $3,036 million. Bgnk of Canada, 
Annual R e ~ o r t  for  1966, p,  47. 



the last  year concerning deposit knsurance, disclosure of 

financial etf atr  e, more adequate reacrvc xatios, r a ~ t r i c t i o n s  

on the source and use of funds and higher qualificatione for 
entry. 

The immediate impetus for this rash of goverment 

action was the default of Atlantic Acceptance Corp, Ltd. on 

June 14, 1965, the consequent impairment of the s o l v a c y  
of British Mortgage and Trust Co. a shoft time later and 

f i n a l l y  the bankruptcy of Prudential Finance Corp. ttd. in 

November 1966, In the case of the two finance companies 

there were criminal activities involved, but in all three 

cases there  were many examples of incompetent managanent of 

company funds which the deficient regulatory and supexvisory 

system failed to  expose, let alone deter. The collapse of 

these companies also revealed the sensitivity of the capbtal 

markets and forced the Benk of Canada ta revise some long- 

held views and take iwnedtate action to  xeetore confidence. 

The Governor of the Bank of Canada explicitly called 

attention to the dangers t o  which t h e  whole f inancial  system 

has been exposed by the default of Atlantic Acceptance. 

The failure of Atlantic Acceptance in June had a 
disturbing impact on f inancia1 institutions and maxketa 
which was compounded by rumour e, regarding a trust conyrany 
which had large investments in Atlantic and which was 
taken over by another trust company i n  September. These 
was some risk that soundly-managed institutions which 
had exercised prudence in  the conduct of tbei.r bueiaesg 
might find themselves in a position of difficulty and be 
unable to renew maturing short-term obligations wtil the 
confidence of investors had been restored. The dangers 
aris ing out of t h i s  situation were of major concern t o  
the central bank, 



Immediately a f t e r  the d e f a u l t ,  t h e  Bank of Canada 
addad to  t h e  cash r e s e r v e s  of t h e  char tered  banks i n  
order to case t h e  l i q u i d i t y  of t h e  bmking system and 
f i n a n c i a l  marketa 8enera l ly .  Withim a f e w  days, 1 
consulted wfth the chartered banks and indicated t o  
them t h a t  while  I d i d  not  wish t o  ixafluence their  judg- 
ment as t o  the credit standing of any custmer Z hoped 
that they would no t  f e e l  unable, for  reasone r e l a t i n g  
to t h e  t o t a l  amount of t h e i r  resources, to accommodate 
credit-worthy f inance  companies which might find 
themselves i n  a d i f f i c u l t  l i q u i d i t y  position. This 
unusual step was taken because i n  t h e  atmosphere pre- 
vai l ing at t h e  time t h e r e  was risk t h a t  d i f f i c u l t i e r s  i n  
any p a r t  of t h e  c r e d i t  system might have wider reper- 
cuss ions  of a d i s t u r b i n g  cha rac te r ,  For t h e i r  p a r t ,  t h e  
char tered  banks gecognized t h a t  it was i n  the  general 
interest  t h a t  s e r i o u s  l f q u i d i t y  d i f f i c u l t i e s  be avoided 
and t h e i r  a c t i o n  i n  making c r e d i t s  a v a i l a b l e  was he lp fu l  
i n  t h e  circumstances. 

While t h e  c e n t r a l  bank i s  not  en t rus ted  with the  
funct ion  of appra is ing  the soundness of t h e  p a r t i c i p a n t s  
in t h e  c r e d i t  market, it i s  neverthelese very concesned 
w i t h  t h e  maintenance of confidence in a11 p a r t s  of the 
f i n a n c i a l  t ~ y s t m ,  Where such confidence i s  i n  danger of 
being s e r i o u s l y  impaired t h e  c e n t r a l  bank may have t o  
allow i t s e l f  t o  be d ive r t ed  from t h e  pursuit of t h e  
cu r ren t  objectives bf monetary policy and give p r i o r i t y  
t o  measures which he lp  t o  maintain confidence. The 
events of l a s t  summer provided a dramatic illustration 
of t h e  extent  t o  which t h e  whole f i n a n c i a l  system i s  
dependent on t h e  maintenance of h i g h  c r e d i t  and l i q u i d i t y  
s tandards,  on t h e  d i s c l o s u r e  of adequate information, an 
t h e  exe rc i se  of d i sc r imina t ion  by i n v e s t o r s  and lenders ,  
and on e a t 1  e fac to ry  arrangements for  supervision and 
inspect ion  of a l l  parts of t h e  c r e d i t  oystm.4  

A brief resume of t h e  rise and f a l l  of these  t h r e e  

institutions is necessary to indicate t h e  intatensity of t h e  

changes which they precipi ta ted i n  Canada, A l l  three companies 

J- 

4 Bank of Canada, Annual Repar t f o r  1965, p. 
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repovted phenomenal increases i n  assets to t h e i r  security 

holders in the 1960 to 1965, period. Each was basically run 

by one man, with l i t t l e  or no interference from other manage- 

ment or directors. And they all collapsed within a year and 

a few months of each ocher, leaving professional. investors 

and u n s o p h i s t i c a t e d  savers  w i t h  losses now estimated at a 

total of $81.8 million. As a guide t o  assess ing  the  s i z e  of 

t h i s  loss, i t  i s  equivelenr to a loss  of $730 million in t h e  

l h i t e d  States, i f  a d j u s t e d  f o r  comparative populations.  

A t l a n t i c  Acceptance is a Toronto-based fincmce company 

w h i c h  engaged in personal lending, instalment financing and 

lending t o  commercial and business organiza t ions .  In fact, 

alliances was a b l e  to f i l t e r  ~ f f  funus  through a maze of 

p r i v a t e  banks i n  Europe and d inmy ~~omnpuxlics i n  Canada, the 

United S t a t e s  and t h e  ::$ahamas in some of r1-w most complicated 

and devious t r  :insactions t h a t  have ever been revealed. 5 

Atlantic would make loans fo r  almost any conceivable purpose. 

It would fend  $500 to $700 fo r  the purchase of e l e c t r i c  

gu i tars  t o  persons i n  t h e  rwerlty to twenty-five age bracket, 

and i t  f inanced t h e  s a l e s  of door-to-door salesmen. It made 

n $2 million loan to a smll  p l a s t i c s  company, supposedly 

secured by t h e  accounts receivable and fixed a s s e t s ,  but there 

were practically no accounrs rece ivable  or f i x e d  asse ts  of 

any value.  The es t imated l o s s  on t h n t  loan is n i n e t y  t o  one 

hundred percent of the face  value.  T h e  Pres ident  was also  

invo lved ,  t h r o u g h  loans arid c a p i t a l  issues, wi. th several men 

of unsavoury ox cr iminal  reputation 3ild thri)~: ,h these 

%..I .i:nssa.it, The wlr Yor k Times_, dnvember 14, 1965, 
p .  86,  F . J .Y .c~ ia rmid ,  The: Fin,r.r?ciaf P o s t ,  hvember  20,  1965, 
p. 18. 



To pr~mote i t s  fund raising a c t i v i t i e s ,  Atlantic 

presen ted  repor ts  to its s h a k e h o l d e r s  and institutional 

l e n d e r s  which g r o s s l y  misrepresented t h e  true financial 

p i c t u r e .  One commentator claims t h a t :  

Tt is now evident t h a t  any net eernings ever reported 
by that company were i n  fac t  manufactured out of t h i n  
a i r ,  Its last annual a u d i t e d  repor t  before  its col lapse  - 
t h a t  fo r  t h e  year 19fb - showed ne t  income of over $1 
m i l l i o n ,  s tockho lde r s '  equity of $16 million, subord- 
inated d e b t  of $14 rni1li.m and s e ~ i o r  secured d e b t  of 
$92 million. Its miaudited report f o r  t h e  quarter ending 
Karch 31, 1965, showed a substanti21 increase in a11 these 
f i g u r e s .  Yet i n  J u l y  1965,  a cursory but remarkably 
accurate  examination n f  its a f f a i r s  indicated that all 
equity and subordina  red d e b t  then  t ~ t a l  f i ng  n e a r l y  
$40 nillion bc v.iped ou t ,  while h o l d e r s  of $107 
million of senior debt,  x i b h t  hope to receivc about 
75 c e n t s  on t h e  Col la r  by and by, 6 

?%st s f  t h ~ s e  f a c t s  ccri.;ld have been a s c c . r t , ~ i n e d  with 

i i  L i t t l e  research by a u d i t 3 r s ,  d i r e c t o r s  or d e b t  h o l d e r s  

b u t  they were a l l  i n c r e d i b l y  complacent ahaut t h e  c~mpany's 

izsge  a s  F fast-growing finance company, 2n image t h a t  was 

msintaincd by putting more and more money i n t n  high-risk 

:,>ans. ? i ~ ? ~ t  of these  d e b t  t?nlcters were L,?w;z i n v e s t o r s  such 

~ : b  c~mmercial bmks ,  industrial corzor : i t idns ,  insurance 

compazsies, mutual funds, investment YJV~S.T)TS,  tax-ixernpt  

f s u n d < ? t i o n s ,  churches  and e d u c a t i ~ n ~ ?  i ; ~ p f i t u t i o n s .  So 

p r e s t i g i o u s  in f ac t  were some of these  compc;nics tl-at o t h e r s  

~mgh t r  s i m p l y  an t h a t  a ~ c ~ a u n t ,  w i t b u t  m y  f u r t h e r  investigation 

i n t o  rhe company. 

It i s  apparen t ,  therefr)re, t h z t  t ? - c  k z ~ i k r u p t c y  of 

6 ~ . ~  .?icDiarmid, "Crisis  ,•’ Con.FiCenceH, Carront a, 
A p r i l  10, 1967, p. 5 ,  



37 

A t l a n t i c  kit the experts, who were shorn to be a s  gullible 

<.:d Greedy P C  t h e  %of t  inexperienced investor. import tmt 

reasons for ttlantic's ability to raise rnoney from these 

sources were the r e l a t i v e l y  h i g h  commissions and interest 

rates of fe red .  The company haci a pol icy  of paying short-  

terrn frlterefit rates t h a t  avcragkd one-eighth to me-quar ter  

oL one percent  a yezr  h i g h e r  t h a n  t h e  r a t e s  p a i d  for  money 

o f f e r e d  ;In s l rni lar  tc>rms by t h e  two largest Canadian-owned 

f innnce corn?zr,i.t- s, I : ~ i i u s t r i ~ I  Acceptance C o r ~ .  Ltd. culd 

Traders  F i n ~ n c e  Corp. Ltd. Atlant-lc also paid dealers a 

c.nmmissiort nf 3 6 ~  p e r  a n n m  p e r  $100 borrowed compared t o  t h e  

2 4 ~  * > a i d  by Industriel and Traders.  Corpora te  t reasurers 

r caching f o r  xaxirnum r e t u v ~ l  s and investment dealers hungry 

f o r  cc~rnmissi3ns d e a l t  i n  t h i s  papex without questioning i t s  

i lppzrer i t ly  no c > n c r r r i  f ~ r  tF:c cwapany's L i q u i d i t y  r>osi t ion.  

It: was not l r r l t i l  2 f t e r  t h e  n c t : m L  d e f a u l t  in Jtrne, 1365 t h a t  

t h e  f a c t s  g r a d ~ ~ a l l y  emerged t ~ ]  expose bookkeeping t h a t  was 

des igned  tn  maximize p r q f  its, financi a l  re?or t s  t h a t  so grossly 

be r ega rded  ag  sf ptistical f i c t i o n ,  and 2 lendin:, p o l i c y  that  

bore ao re ia t inn l  t.7 eonuc:ltinnal pract ices.  
7 

7 
3 .  i i .  2.t.el.1, ? c ~ o r t  on t h e  Yoony Xaxket  Asr~eets of t h e  

F a i l u r e  of Atlantic Accegt~r tce  C o r p o r ~ t i ? n ,  Auzust, 1966, a 
eubrnission t , )  t h e  I:oyal Crtmmirsion on Atlantic ~:cceytancc  
Corporation. 
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in so lven t  as  a r e s u l t  of t h e  A t l a n t i c  debacle was t h e  e i g h t y -  
I 

e i g h t  year o l d  I 3 r i t i s h  P~ortgage and T r a ~ t  Co., a wel l - rc i ;~ rded  

Ontario t r u s t  company. The reason i n t t i e l l y  advanced for  its 

f i r i a n c i a l  troubles was t h e  d e f a u l t  of Atlantic on its short- 

term notes. British '.'ortgage held deht and equity of Atlantic's 

and a personal loan t o  i t s  P re s iden t  w h i c h  totalled $8.7 

mil l i on .  Subsequent i t n~es t ige t i r zns  irlto t h e  a•’  f a i r s  of the  

co:npany revealed,  however, t h a t  i t s  investment practices i n  

a l l  areas had been unwise, t.3 put i t  in t h e  kindes t  l i g h t .  

T h e  company h e l d  a $4 million short-term note,  h a l f  of which 

w a s  unsecured, and t h e  c o l l a t e r a l  on maliy of i ts  secured loans 

was unmarketable s t $ ~ c k s  and bonds, i nc lud ing  a p a r t  in teres t  

i n  a garriblillg cas ino  in the :rahamas. The legislation under 

~ h k c h  t h i s  trust cxnpany ope ra t ed  s p e c i f i c a l l y  fo rbade  such 

p r a c t i c e s .  I n  addition, i t s  $76 m i l l i m  mortgage portfolio 

h, id p r o b a h l  e losses of over $10 m i l l i o n  f r o m  doub t fu l  invest- 

ments  and a r r e a l s  i n  payments.  

B r i t i s h  For tgage had ncquired these  in\- t>stments i n  i t s  

f o o l h a r d y  d r i v e  f o r  r a i d  growth ,  much of w h i c h  was attained 

by ass tming g rea te r  and g r a t e ? -  risks. For cxampl e ,  i t  had 

t h e  r e p u t a t i o n  of leniling tn c o n t r a c t o r s  t h a t  no o t h e r  company 

would touch and cha rg ing  1 2 %  or  more on t h e  loans. The 

connection w i t h  Atlantic was cslso part :>E i t s  assmyt ion  of 

r i s k s  thpt no prudent t rusc  company ~ o u l d  cons ider ,  even when 

such r i s k s  were within its powt r s  under t h e  trust co~panies 

sct. It is interesting t.) nqte i n  t h i s  regard t h a t  w h i l e  

t h e  p r e s i d e n t s  of both ? r u d e n t i a l  acid Aflantic were charged 

w i t h  c r iminal  wrong-doing, t h e  P r e s i d e n t  i3r i t i s h  Nor tgage, 
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a former Bencher of the Upper Canada Law Socie ty ,  was not 
8 

I 

i n v e s t i g a t e d .  

The effect  t h a t  A t l a n t i c  had on t h e  Canadian economy 

c a n  be seen i n  T a b l e  3. iqonetary condi t ions  were t i g h t e n i n g  

t h a t  year ,  due to t h e  pressure generated by a s u b s t a n t i a l  

i n c r e a s e  i n  capital expenditures and Anterican measures 

designed t o  improve t h e i r  balance of payments. The d e f a u l t  

of At lan t i c  a c c e l e r a t e d  t h i s  t r e n d  t o  t i g h t e r  ttnney d e s p i t e  

the  increase i n  cash r e s e r v e s  t o  p r o v i d e  l o a n s  t o  sa les  finance 

com;>anies. I t  ~ L s o  doub led  t h e  spread between t h e  yields 

on 91 day  t r e a s u r y  b i l l s  and 90 d a y  pr ime finance company 

p a p e r  and caused a major d i s inves tment  i n  f inance  company 

paper. American irrvrstqr s were particularly disenchanted.  

In Canada, t h e r e  w a s  a cl.:=arly d i s c e r n i b l e  s w i t c h  of investorst 

preferences i n  f i n a n c i ~ l  claims frqm f inance  c:>rnnany paper 

E c r  bank term deposits dur ing  t h e  s u m c r  and e a r l y  f a l l ,  a 

t r e n d  t h a t  h a s  continued but w i t h  s l i g h t l y  less fe rvour .  

::ecause finance company paper  i s  t h e  l e a d i n g  m m e y  market 

instrument p rov ided  b) t h o  n r i v a t c  sec to r ,  t hese  t r e n d s  t o  

a n e w  s t r u c t u r e  of i n t e re s t  rates ai,d a l t e r ed  demand con- 

d i t i o n s  a r e  of cons ide rab le  s i g n i f i c a n c e  to t h e  monetary 

authorities. 

~ r u d e n t i a l  Finance was t h e  next signiftcant f i n a n c i a l  

ins t i tu t ic ln  t I f n i l .  in Canada. T h i s  o rgan iza t ion  had changed 

i n  t h e  1960'5, under its new p x e s i d e n t ,  from a smal l  conventional 

f inance cornpony t o  a d i v e r s i f i e d  holding co-cpany w i t h  twenty- 

8 
Macleanfs, J a n u a r y  22, 1966, pp. 10-12, 34-36 ,  

Harold R .  Lawson, ;? res ident  o f  &ationat L i f e  Assurance Co. of 
Canada, The F i n a n c i a l  P o s t ,  L40x*ember 27 ,  1965, pp. 17-18, 
and The F i n a n c i a l  P o s t ,  Dec. 11,  1965, p. 25. 
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s ix  branch o f f i c e s  dea l ing  in small loans and sales  financing. 

I t s  funds were raised from small savers i n  the form of 

deposits, short- term promissory notes  and long-term debentures,  

p a r t  of which were used to expand its branch network and p a r t  

t o  f inance  subsidiary companies or companies controlled by 

the president. These companies were i n  such wide ly  varying 

f i e l d s  a s  steel f a b r i c a t i n g ,  br ick  manufacturing, general 

i n su rance  and r e a l  e s t e t e ,  a d i v e r s i f i c a t i o r ~  which  presented 

acute nroblems to management, Many of t h e  cornparlies lost 

substantial sums annually and were kept opera t iona l  only 

by t h e  s a l e  of a s s e t s  between these  companies a t  i n f l a t e d  

values, by not writing off losses, and by making inter-company 

loans. P r u d e ~ l t i a l  finally d e f a u l t e d  on i t s  notes as a direct 

result of its i n a b i l i t y  t , ~  eari i  s u f f i c i e n t  revenue to cover 

even the heavy  acirninistrat ive and overhead c i ~ s t s  resuiting 

f x m  the rap id  expansion of its branch network, the high cost 

of borrowed f unds  and t h e  l o s s e s  incurred nn spec ia l  loans 

and investments.  Some 8700 inves tors ,  mostly uns~phisticated 

> a v e r s ,  faun(: tt;ers b a s  only $ 4 . 1  million in e s t i m a t e d  realiz- 

a b l e  a s s e t s  t o  meet unsecured claims of $32.6 million. 
9 

The c d l f  a p s e  of these t h r e e  companies !!as had far -  

r e a c h i n g   implication^ fo r  t h e  economy. A t l a n t i c  had i t s  major 

inpact on the c e n t r a l  Ein~ncial markets where f inance  companies 

t r a d i t i o n a i l y  r a i s e  the bulk of t h e i r  funds,  but  ~rudential 

9 ~ r ~ n 4  Knplan, The Financial Post ,  i$ovrmber 26, 1966, 
p. 3,  Arthur % i s h a r t ,  At torney General  of Gntar ia ,  The 
F i n a n c i a l  P o s t ,  December 10, 1966, n.  4 ,  Frank  Kaplan, The 
FinanciiiL P o s t ,  December 17,  L96b, p.  3 and stetements issued 
by t h e  Ontar io  Securities Commission end Clarkson, Gordon & 
Co., The F i n a n c i a l  Pos t ,  A p r i l  1, 1967, F ,  30, 



and B r i t i s h  Mortgage z f fec te6  the palitically aeneitive areas 

of t h e  pensioner ,  the w i d w  2nd t h e  unwittin~ investor. It 

is not surprising, therefore, that these companies r a d i c a l l y  

a l t e r e d  t b e  approach of governments, t h e  p u b l i c  and t h e  wusiness 

conmunity towards regulation. They a l s o  gave the accounting 

profess ion  t h e  severest shake-up i t  has had s ince  the col lapse 

a f  t h e  Ijorne 3ank in 1925. Of particular relevance to this 

paper  i s  t h e  cons iderable  impact i t  h a s  had on the remaining 

t r u s t  and f i.nance corapanies. 

Trust Companies 

Canadian t r u s t  c u n ~ p ~ i n i e s  a r e  8 d i s t i r i c t  form o f  f i n a n c i a l  

i n s t i t u t i o h p a r t  fiduciary and part: i n t e rmed ia ry ,  with no 

coun te rpa r t  in e i t h e r  t h e  United Kingdom or t h e  United Sta tes .  

' ' ~he  A o m e  Bank was incorporated in 1903 with head- 
quar te r s  i n  Toronto and,  a t  t h e  time of its col lapse  in 1923, 
i t  h ~ d  71 branch o f f i c e s ,  m o s t - l y  in h t s r i n ,  .::id deposits of 
$ 2 ?  niliion. Tile u n s a t i s f a c t o r y  cond i t i on  of t h e  benk was 
b r n a g b t  to t h e  a t t e n t i c x i  of t h c  Canadian P:inSstcr of Finance 
i n  1916 but no enquiry  was made a t  that t i m e  because t h e  
: ! inistez w i s h e d  t o  avoid e finencia1 c r i s i s  in wartime. In 
1923 however, t h o  bank f i n z l l y  f a i l e d  and t h e  gross Fnefflci- 
ency and negligence of t h e  mznagernent was exposed. The 
Pres ident ,  t h e  V i c e  P r e s i d e n t ,  f i v e  o t h e r  3ixectors ,  t h e  
General Manager, t h e  Chief Accsuntant and t h e  C i ~ i e f  huditor 
were a l l  charged with ::taking T u l s e  and d e c e p t i v e  r e t u r n s .  
The President dicc '  before  t h e  t r i a l  began, the Vice President 
wc;s a c q u i t t e d  and t h e  o the r s  were se'ntenced t n  implvisorunent 
but  were a l s o  l a t e x  acquitted. I n  1925 the  Canadian 
Pa r l i amen t  came t o  t h e  p a r t i a l  r e l i e f  s f  t h e  depos i tor s  who 
were deemed to have a inoral cf a im ak;aiust tke Govermnent, 
A .  L. Jarnieson, Cksr tered Sankina i n  Caneda (Toronto: The 
Rycvxon r ress ,  1453)  pp. 59-E3. 



Thei r  o r i g i n a l  function was  considered t o  be the  administration 
I 

of individual a s s e t s  under trust and agency agreements and 

they were the only corpora t ions  granted t h i s  power. T h e i r  

intermediary function developed f r ~ m  t h i s  trustee business, 

since t h e  conipanies were allowed to accept d e p o s i t s  and other  

funds,  in t r u s t ,  fa r  t h e  purpose  of investing in securit ies  

and mortgages. Leh~a l l y ,  most of t h e  companies a r e  still pro- 

hibited from borrowing money but in pract ice  t h e y  operate  in 

t h e  same manner as many o t h e r  f i nn t l c i a l  i l l t e r rned ia r ies ,  borrow- 

ing from t h e  p u b l i c  and i n v e s t i n g  t b e  proceeds. Funds are 

obtained mainly i n  t h e  form of d e p o s i t s  and investment 

c e r t i f i c a t e s  and a r e  n l a c e d  i n  f i r s t  mortgages on r e d  esta te ,  

govexnment securities aiad t h e  bonds and s tocks  c f  companies 

w i t h  established e a r n i n g s  records,  

The t r u s t  c ~ n ~ r ~ a n i e s  p l a y e d  a tnir~or r 2 l e  in t h e  saving- 

invest:nent process u n t i l  t h i s  decade ,  Ernm 1946 t o  1960 

inclusive, t h e  i n c r e a  fie in their  d e p o s i t s  ? i d  f nvcstmcnt 

ct!xtFf icates  was rquat t c ~  only 1.5% of r ~ t d  gross  sewing, o r  

6.1% of t o t a l  n e t  pfaysonal sav ing  du r ing  t h g t  p e r i o d  but ,  i n  

tile succeeding s i x  ye?zs,  t h e  t r u s t  corrlpanies wert a b l e  to 

a b s o r b  5.1% of t o t a l  g ros s  saving an& 18.0% of t o t a l  net 

per , " ;~mi? l  saving.  T h i s  ehonp ing  distribution of national saving 

is shown  i n  T a b l e  4.  

The g r e a t e s t  s e c t o r ~ l  im~jac t  of the t r u s t  cornpanics 

P a s  k e n  in t5e mortgage marker, ahere  r h e y  provided 23.6% 

of t he  mort>age loans approved by Lendin!, i n s t i t u t i o n s  from 

1,360 t o  1962, cornpareti t o  t h e i r  7 . 3 7 ,  shal e of the :wrke t  froni 

I951 t u  2 9 5 3  m d  1G.4% f rom 1954 to 1959. 
11 

f l Royrl  Comnission on Uanking and Finance, p .  274, 



TABLE 4 

Distribution of National Saving in Selected 

Financial Ins t i tu t ions  1946-1966 I 

(Mil l ions  of Dollars) 

Year Tota l  N e t  Chartered T r u s t  Cot s Mortgage Credit 
National Personal Banks Deposits Loan C o t s  Uniona 

Saving Saving Deposits ti G .  I . C t s .  Deposits 6 Shares 
held by Debentures & 
General Deposits 
Public 

Source: Bank o f  Canada, Statistical Summary, Financial  Supple- 
ment 1 9 5 7 ,  Supplement 1965, November 1966, August 1967, 
July 1967. Dominion Bureau of Stati  sties, National 
hc:.i>unts, Income and Expenditure, 
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In comparison, the t r u s t  companies a r e  an insignificant 

f a c t o r  i n  the long-term c a p i t a l  market. Their participation 

in the money market, however, has been increasing s t e a d i l y .  

Anart from these intermediary operations, t h e  t r u s t  

companies exert an impor tan t ,  if less direct, influence on 

the economy through their indiv idual  and coxporate  trustee- 

s h i p s .  A l a r g e  volume of t r u s t ee  work is still handled by 

individuals (no statistics are available as t n  the exact 

amount) and pr~vincial governments p rov ide  some trustee 

services to wards of the state. The trend though i s  to 

increaring institutionalization of the trustee f u n c t i o n  to 

provide t h e  advantages of unlimited fife, wider experience 

and a greater gunrantee of solvency. The demand for trustee 

services has also grown because of the growth of pension 

funds, t h e  genera l  r i s e  Fn personal  w e a l t h  and t h e  greatly 

i nc reased  volume of capital i s s u e s .  Consequently, the trust 

companies have been g a i n i n g  f i d u c i a r y  business i n  l a rge  

am(-iunrs and at. aceeleratin8 r a t e s .  This aspect .rtf their 

business Fw r e g u l a t e d  by t h e  provinces by virtue of the pro- 

n e r t y  and c i v i l  r i g h t s  provis ion  of Sec t ion  92 of t h e  B r i t i s h  

idor t h  &ner ica A c t .  

T h e  industry is highly concentrated a l t h o u g h  entry 

i s  r e l a t i v e l y  easy. There are presently 54 t x o s t  companies 

in Canada, but t h e  t en  I a r g e s t  companies,  w h i c h  a r e  l i s t e d  

i n  Table 5,  h o l d  76% of t ; -e  t o t a l  asse ts  of a l l  companies. 

The E s t a t e s ,  Trust and Agency business in particular is so 

h i g h l y  concent ra ted  that ten companies were reported t o  

have 90% of the funds under administrntion and two companies 



Leadinv Canadian' Trust Companieg 

Asseta  and Earninas - Fiscal  1966 

Name of Company Total Assets  Under Guaranteed Funds . - 
Assets  Administration Savings Guaranteed f o r  E s t a t e s ,  and other Investment 

T r u s t s  and . Deposi ts  Cert i f  fcates 
Ageix ies  - - 

Millions of dollars 

The Royal Trust 
C onlp any 

Guaranty Trust 
Company of 
Canada 

?;ontreal Trust 
Company 

Nat ional Trust 
Comoany L i m i t e d  

L e s t e r n  & Char-  
t t r e d  Trust Co. 

' ? i c tox ia  & Grey 
T r ~ s t  Company 

The Canada T r u s t  
Company 

C ~ n a d a  Termanent 
T r u s t  Company 

The Waterloo T r u s t  
& Savings Co. 164 76 

Trust General du 
Canada 94 39 7 
- --- -- - - 

TOTAL 2,985 11,412 889 1,923 

Total - a l l  trust 
companies 3,902 12,588 1,094 2,421 

% Held by Leading 
Companies 7 6% 91% 8 1% 79% 



TABLE 5 - Continued 
Source : Einanc i a l  P o s t ,  Survey of Industrials 1967, Annual Reports 

of each Company, 2ominion Eureau of S t a t i s t i c s ,  Business 
Financial Statistics, and Report of the Inspector of 
Trus t  Companies for the Province of Quebec for 1966. 

5 

C 

C a p i t a l  Funds Net P r o f i t  Capital/Liability Return on 
Ratio Equity 

- 

X -. Mil l ions  of Dollars 
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alone had more than 50%. 1 2  
Beyond these usual s igns  of 

narket power is the intangibld control of t h e ~ e  companies 

provided through interlocking directorates with banks and f i f e  

insurance  companies and t h e  l a rge  b l o c k s  of t r u s t  co:qmty 

stock h e l d  by these institutions, l 3  Several of t h e  large  

trust companies are also owned by or ellied with laxge rnoxt- 

gsge loan companies, s u r v i v o r s  of early building societies in 

Upper Canada and subject tcj l e g i s l a t i o n  t h a t  i z s i m i l a r  to 

trust company l e g i s l  ation. 

T h e  1967 Hank A c t  h a s  ef ternpted t o  lessen  these con- 

centric forces by r e q u i r i n g  a bank to divest itself of any 

stock in e t r u s t  cormany c h a t  is in excess of LO% of t h e  company's 

o c t s t a n d i n g  she-tres, e l t h o u g h  t h e  xequirenent I s  r e l a x e d  to 

50% ~ 3 f  t h c  octst:nnding shares  if t h e  t r u s t  eonpany d o k s  not  

a c c e p t  deposi t -P .  F u r t h e r a n r e ,  n9 Sank d i r e c a r  can be a 

d i r e c t o r  of a t r u s t  csnpany o f t e r  1970. The ef f i cacy  of 

t h e s e  r e s rx ic t i i jns  is qucst i .>nablc ,  hawevex. For sxample, 

I;mada Permanent b!or rgage Corporation a d  Eastern and Chartered 

Tr-i;st  Corripany a r e  merging f o r  t h e  ostensible purpose of watering 

dorm t h e  percen tage  h o l d i n g s  of t 3 e  E a ~ k  of ;,ova S c o t i a  and 

l o r o n t o  Dnmhion  Bank. Thc banks arc a lso  prcsaing for  

t r u a t e e  poT.-ers such 3s t h e  d!;iil@rican banks have had asinci-. 1913, 
14 

1 2  Hoyc;l Sointnissfsn on Wanking arid Finance, p, 175. 

1 3  Cf . J3hn Por te r ,  "T!:e Cat lcent r~f -  i(>n .>j- Economic Power", 
The Ver t ica l  yosaic: ,An R n a l y ~ i s  of S o c i a l  Class  an2 Power 
i n  Cenada ( ~ o r o i ; t o :  The U'niver s i t y  of ~ o i o l l t o  I'ri'ss, 1965) 
pp. 231-263, 

14 
S t a t e  banks were ellawed t o  oytc;ate as  fiduciaries 

a s  ea r l y  as 1903 b u t  Eedevaf banks were not author ized  to 
do so until t e r i  y e a r s  l a t e r .  
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The necess i ty  aE r e g u i a t i i ~ g  trust coixpanie~ has been 

i:ecngnized since t h e i r  i n c e p t i m  because of t h e  privileges 

and responsibilities of t h e i r  f i d u c i a r y  position, These 

institutions were consequently exempted from t h e  provisions 

of t h e  corpora t ions  a c t s  governing o ther  companies and made 

s u b j e c t  t o  spec ia l  t r u s t  company statutes. Unfortunately, 

these  statutes have been f a r  frrsrn unifmrn and cotnpanics 

* y e r a t i n g  on a nationwide b a s i s  bave been sub jec ted  to a 

bewilderin; v a r i e t y  of regulations. 

The b a s i c  pwoblem under Lying all attempts t:> regulate 

t r u s t  compani:-:s in Canada has  been t h e  l o c a t i o n  of respons- 

i b i l i t y  under t h e  B r i t i s h  No1 th American A c t .  Both t h e  

f e d e r a l  and  ;,rovincial governments have t h e  power ro incor- 

; )ora te  c m ~ p s n i c s  and so b q t h  bodies have passed special a c t s  

rtj.gu1ati.n~ f r u s t  companies, The  n , a j o r i t y  o f  t h e  c(~ii;lptit.tie~, 

f ~ x  h i  star i c a l  and o t h e r  reasons,  have been incorporated 

uncic; provinci  a 1  a c t s  a d  SL, escaTc f e d e r  a 1  regu;  at-ion. 

uowwev,  t h e y  a r c  s u b j e c t e d  t - 7  p rcwinc ia l  r e g u l a t i o n  i n  every 

: ) rovince in which t h e y  a re  l i censed  to c a r r y  I - m  business .  15 

A:: ;I r e s z l  t ,  t h e r e  i s  ove r lq tp ing  of r e g u l a t i o n  which  is 

f u r t h e r  complicated by t h e  w i d e  d i s p a r i t i e s  i n  t h e  q u a l i t y  

~ l f  supe iv i s i cm between v;?r i o u s  gwernments. 

The a s p e c t  of t x ~ m  comnmy operztians ~:'::Sth h a s  brought 

t h e  strQngest demands forteg;ul-iifinn tws  been t h e i r  cheqdable 

rlen:tnd d e p o s i t s  w h i c h ,  in essence, Eire indistinguisable from 

savin,s a c c { u n t  i i l  chartered h3nks .  Section 91 of the BM 

A c t  g ives  t h e  federal government t h e  powex riJ xeguiate "banking? 

15 F e d e r a l l y  incorporotid t r u s t  contitanies must be licensed 
by each province in whick they opera te  but this i s  a nominal 
r cquir ement . 
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i n s t i t u t i o n s  w i t h o u t  d e f i n i n g , t h e  term. The courts have 

t;?ken a broad  view Q • ’  t h e  f e d e r a l  banking power as "including 

every t r a n s a c t i o n  coming w i t h i n  t h e  legitimate business of 
16 a banker," b u t  t h e  federa l  government has  so Ear been un- 

willing to rely on the r u l e  of s t a r e  decises 3r to r i s k  a 

conf ron ta t ion  w i t h  t h e  p r - w i n c e s  on t h i s  ma t t e r .  ~ n s t e a d ,  

i t  h a s  resorted t o  a deposit insuxar~ce scheme which i t  hopes 

will b r i n g  i 3 1 1  trust companies under the supevvision of the 

f eclcra? Gepartrnent of Insurance. 

T h e  deposit insurance inst ~tuted by the Canadian 

government h o s  t h r e e  purposes. I t  is designee! t o  p rov ide  

additional. security t o  d e p o s i t o r s ,  r ed i scoun t ing  f a c i l i t i e s  

ifi t h e  event r3f  a l i q u i d i t y  shortage a t  one ox more companies 

insured i n s t i t u t i o n s  t o  improve t h e  s t a n d a r d s  of f i n a n c i a l  

;::anagement in ir;st itut i o n s  accep t ing  d e p o s i t s  from t h e  p u b l i c .  
1 7  

The char te red  banks l i t t e r  ly oppr~sc-d t h e  schr .me or, the grounds 

t h a t  t h e i r  inc?::r-ion wss :m unnecessary c o s t  t n  them but  

~ t l m o s t  a l l  t h e  t rus t  c o ~ p a n i e s  a r e  s t rong  supuorters of deposit 

ine2rance .  They  a r e  aware t h a t  t h e  i n s u r i n g  of sav ings  and 

loan  coapany d e p o s i t s  identically w i t h  connerci.sl bank deposits 

i n  t h e  United S t a t e s  resulted i n  a ra13i.d r i s e  i n  savings and 

loan deposits i n  that country. T h e  Fns t i t u t i cm of d e p o s i t  

i n su rance  i s  s l s o  l i k e l y  t o  s t r eng then  t h e  compet i t ive  p s i t i o n  

16 
Bora Laskin,  Canadian Cons t i t u t i ona l  Law, (Toronto: 

T h e  Car swell Company Ltd., 19601, p. 88. 

1 7  
T h e  lIon3urable Mitchell S h a r p ,  EIinistcr of Finance, 

T h e  Senate of Canada, Proceedings  of t h e  S tand tng  Committee on 
Banking and Cumerce, Evidence  F e b r u a r y ,  17, 1967, p .  631. 



of smaller companies and t o  a l l e v i a t e  p u b l i c  concern created 

by t h e  f a i l u r e  of B r i t i s h  Mor1tgage end the l i q u i d i t y  c r i s i s  

a t  York Trust and Savings Company which a l so  began in the 

summer of 1965, t8 

The Canada Deposit Insurance Corporation was established 

by an Act of Parliament in February ,  1907. 19 Hember ship is 

obligatory for all banks and fo r  a l l  f ederally-incorporated 

t r u s t  and loan companies that accept  deposits from the public. 

Membewship of provincially-incorporared trust and loan companies 

t h a t  accept deposits i s  voluntary ,  but must be  a u t h o r i z e d  

by t h e  province of incorporat ion and i s  subject  t o  t h e  approval 

of t h e  C E I C .  T h e  corporation a c t s  as a lender o f  l a s t  resort  

l-3 i t s  members t h r o u g h  i t s  power t o  extend loans  t o  them, and 

f o r t i f i e s  t h e i r  l i q u i d i t y  q a s i t i o n  by g u a r ~ n t e e i n g  l o a n s  and 

d e p o s i t s  or buying t h e i r  a s s e t s  if necesgary. The  Super in tenden t  

of Insurance fax Canada must inspect a l l  member t r u s t  companies 

a t  Least once a yea r ,  Deposi ts  and guaranteed investment 

cerf  i f i c a t e u  w i t h  a maximum t e r m  of 5 y e a r s  a re  i-nsured up to 

a Limit of $20,000 p e r  person per i n s t i t u t i o n  through an insur- 

ance fund created by an axrnual assessntent on all members. 

Xenber institutions whi?, in t h e  opinion of t h e  CDIC,  a r e  carrying 

on unsortnd f i n a i ~ c i a l  practices may "?ave their d e p o s i t  insurance 

cancelled on t h i r t y  d a y s  n o t i c e ,  while a n  insoLvenr i n s t i t u t i o n  

h a s  its insuxance cancelled irnmediately. 

A s  1:iost :>f t h e  r~r .winccs  requ i re  a13 t h e i r  t r u s t  

18 
The r i s e  and near f a l l  of York T r u s t  is described 

in Macleans, J u l y  1,  1 9 6 7 ,  p .  19.  

19 
Canada; Canada Deposit Insur m c e  Corporation Act ,  

(1967). 
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companies t o  jo in  the C D I C ,  the p l a n  has  been effect ive  in 
5 

promoting a degree of uniformity i n  t r u s t  company supervision 

and i n  improving g r e a t l y  t h e  q u a l i t y  of that suparvicion, 

The financial standards which w i l l  be prescr ibed  f o r  member 

institutions have not been s e t t l e d  yet a s  the variety of 

assets, liabilities and services preclude rigid rules. It 

is also still too e a r l y  t o  a s s e s s  t h e  economic impact on the 

flow of funds or on the c a p i t a l  market, 

Finance Com~anieg 

Finance companies a r e  such a d i v e r s e  group t h a t  they  

d a  not lend themselves easily to generaLizations about their 

functions or operetions. They have usually been separated 

into small loan companies and sales finance companies for Legal 

3nti hlgtorical reasons but the compartments are by no means 

watertight. T h e  s m a l l  loan conpanies a re  the  more homogenous 

groun because they confine their operations p r  kmarily to 

persona l  l o a n s ,  although some do a small amount of instalment 

financing,.  The s a l e s  f inance el>mpanies do t h e i r  l a r g e s t  volume 

of business in the instalment financing of r e t a i l  and whale- 

s a l e  purchases of consumer d u r s b f  e goods, p a r t i c u l a r l y  motor 

v e h i c 1 . e ~ .  Fany of them s l s o  extend credit to t h e  business 

sector in the f o r m  of commercial and i n d u s t r i a l  f inancing  

of b u i l d i n g s ,  equipment and r ~ ~ c ? ? i n e r y ,  medium-term 1 ending 

and interim financing of reel estate and construction, A few 

companies engage i n  mortgage lend ing ,  property and equipment 

leasing and commercial f a c t s r i r r g .  In a d d i t  inn, many sa les  

f inance  companies OWXI or can t ro l  s t ; ; a l ~  loau coir,paizies and 



insurance campahies. 20 

I n  terms of impact on t h e  economy, consumer credit 

I s  still t h e  most important funct ion of t h e  finance companies, 

I n  1906, they provided 32% of the total funds used for this 

purpose but, as shown in Table 6, t he i r  re la t ive  importance 

h a s  been declining since 1956. During this per iod  there  

was  a slow grawth in consumer expenditures on durable  goods 

and t h e  f inance companies were f a ced  with  t h e  newly aggressive 

competition of the chartered banks and credit unions. There 

WAS also a t e n d e m y  for consinex- to use persona l  loans rather 

t h a n  instalment financing f o r  t h e  purchase of goods, The 

r e s u l t  of these changing c r e d i t  conditions was a sharp drop 

in t h e  market p o s i t 3 . m  of sales finance companies and only 

a s l i g h t  r i s e  i n  that of consumer loan compenies. To counter- 

act their declining consumer o p e r a t i o n s ,  many finance corn- 

panies  then turned to commercial and i n d u s t r i a l  Lending and 

ancillary services.  These business loans a r e  y>r<-wing t o  be 

an increasingly i npor t an t  source of revenue for companies, as 

can be seen in Table 7, alt !mugh t h e s e  co:t;pz.ise a r rlatively 

s m a i l  p ropor t ion  of tot31 business financing in Canada com- 

pared  t o  internal f inanc ing  and funds  r a i s e d  th rough  t h e  

c a p i t a l  market. 
2 1  

20 The e q u i t y  positions i n  o ther  companies &izh  many 
sa l e s  finance companies h ~ v e  serve  a va r i e ty  of purposeg. The 
small  Loan s u b s i d i a r i e s  a r e  a l e g a l  manoeuvre, The general 
insurance companies insure t h e  goods sold on t i m e  t o  widen the 
p r o f i t  margins of t h e  instalment f inance  o p i r a t i o n .  A 52w 
c:jmpanies tal ie an equity p ~ s i t i q n  in busi.nesses the): finance as 
~ l a r t i a l  paynent  ion the i r  se rv ices  and to obtain more e f fec t ive  
con t ro l  of t h e i r  d e b t ,  3tl-er compat~ies have acquixed shaxe 
control when businesses have defaulted on the i r  loans.  

21 Finance companies provided 16.2% of total comnercial 
and industrial credit in canada in 1965 ,  compared to 11.9% 



TAE!,E 6 

Sources of Cnnsumer Credit in Canada 

1957'- 1966 



TABLE - Continued 



A 7 

C r e d i t  Structure of t kc F Lnance C o n t ~ ~ l n i r s  

1.955 - 1966 
P C _ _ -  

I 

Year Personal Non-Eusiness Loans Business Loans Tr3t a1 
Inst-alrnent Cash Total Wholesale Other T ~ t a l  

Source: Rank o i  Canada, S t a t i s t : i c a l  iummnry, Supplement 1961, 
pp.  IfjG-ice, Zb id , ,  Supplement 3.465, pp.  1 1 4 - 2 1 5 ,  

, , , . ! : .~ ly  1967, pp.  511 -51 ?, T bicl 



A t  the  end of 1966, ther,e were 8 3  licensed small loan 
22 

companies in Cznada and at  l e a s t  150 sales  f inance companies, 

The exact number of f inance  companies i s  d i f f i c u l t  t o  deter- 

mine because of the  many small privately-owned companies, 

although i n  terms of balances outs tanding these  a r e  i n s i g n i f i -  

cant.  There  a r e  no barriers t o  e n t r y  i n  t h e  indus t ry  but 

competition for business and the problem of raising funds 

i s  s u f f i c i e n t l y  acute  t o  de te r  the  g r o ~ t h  or even su rv iva l  

of small companies. As a r e s u l t ,  t h e  i n d u s t r y  i s  highly coa- 

cent ra ted ,  with t h e  s i x  l a r g e s t  f inance companies l i s t e d  i n  

T a b l e  8 accounting fo r  over 90% of t h e  outs tanding instalment 

c r e d i t ,  There is a l s o  a h i g h  degree  of U.S. control. In 

t h e  small loans indus t ry  fox example,  60% of t h e  business i s  

done by wholly-awned s u b s i d i a r i e s  of American consulner loan 

cornpanies campaxed t o  35% by wholly-owned s u b s i d i a r i e s  of 

Canadian incorporated s a l e s  f inance  coripanies. 23 

For regula tory  purposes, an important d i s t i n c t i o n  i s  

made between s a l e s  f i n a n c i n g  and consumer loarls which has  

i t s  o r i g i n  i n  a l e g a l  f i c t i o n   know^ a s  " t h e  time-price 

doct r ine ."  lnstalment f inancing ,  accarding t o  t h i s  theory,  

i s  the  sale of goods on credit. Every good, the re fo re ,  h a s  

a c p s h  p r i c e  and a t i m e  n r i c e ,  t h e  differentip1 or ''add-on" 

i n  1955. Canadian Eus iness  S e x v i c e  Limited, Finance Companies 
and the  C r e d i t  System,  gust 16 ,  1966, p. 8 .  

22 
Fedex a l l y  incorporated cocpariies are  legal1 y c a l l e d  

small. loan cornpanies and p r o v i n c i a l l y  incorporated companies 
a r e  c a l l e d  money lenders. There a r e  ~ r e s e n t l y  5 sn;~.ll  loan 
companies and 78 provinckc;l cofipanirs. 

23Ganaci~ One Hundred I86 7-1967, (dttawa: queen1 s 
P r i n t e r ,  1967) p. 254. 



TABLE 8 

Leading Finance Com~anirs in Canada, 

Assets and Earnings. Fiscal 1966. 

(Miliions of Dol lar s) 

C ornp any Total Notes and D e b t  
Assets Accounts Shor t  Long 

Receivable Term Term 

Industrial Acceptance Corp. 
~ t d . ~  944 876 278 420 

Senera1 Motors Acceptance 
Corporation of Canada Ltd. 532 517 30 2 l & 2  

Traders Group L t d . 3  524  458 1 2 1  241 

Lament  i d e  r" inaizciaf. Corp, 
~ t d .  337 275 125 135 

Avco nelt  Corp. Canada 
~ t d .  325 292 101 182 

Household Finance Corpor - 
a t i m  01 Canada 2 2 28 224 - 215 

Percentage h e l d  by Major 
Cotxpanie i ~ ;  6 9% 71% 65% 

iu'otes: 1 
Cont r n l l e d  by Canadians.  

2 
F i g u r e s  f u r  F i sca l  1965. 

Sources :  Annual Reports of Selected Comi~anies and Dominion 
Bureau of Statistics, Selected  Finai lc ia1  Institutions. 
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C a p i t a l  Funds Net Prof it Ratios 
C a p i t a l  Return 

t o  on 
L i a b i l i t i e s  Eauity 

deficit 
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being a charge l ev ied by t h e  vendor t o  allow t h e  purchaser 

to pay f o r  t h e  goods over a period of t i m e  while gaining 

t h e i r  immediate use. Such a charge i s  not l e g a l l y  considered 

t o  be i n t e r e s t  and laws r e l a t i n g  t o  i n t e r e s t  charges the re -  

f o r e  w i l l  not apply t o  s a l e s  f inancing.  This d i s t i n c t i o n ,  

w h i l e  i n i t i a l l y  appearing to b e  of l i t t l e  concern t o  t h e  

economist, does a f f e c t  the f low of funds through f inance  

companies because of t h e  d i f f e r e n t  l e g a l  r e s t r i c t i . ons  placed 

on s m a l l  loan conpanies. T h i s  d i s t i n c t i o n  i s  p a r t i c u l a r l y  

important i n  Canada where t h e  BLVA Act g ran t s  t h e  f e d e r a l  

government exclusive j u r i s d i c t i o n  over i n t e x e s t  and so over 

l e n d e r s ,  but does not grant  any s p e c i f i c  jurisdiction over 

vendors  a r  s a t e s  f inance  companies. 

Since small personal  loans were most frequently made 

to  lower income i n d i v i d u a l s  w i t h  no bargaining power o r  

f i n a n c i a l  sophi . s t ica t ion ,  kovernments i n  bo th  the United 

S t a t e s  and Canada have contro1lc.d t h e  r a t e s  on t h i s  t y p e  of 

tending fo r  m a y  years .  Tn Canada, a l l  s m a l l  loan companies 

w s t :  be L i c e n s e d  by tkre Department. of insurance  i f  they extend 

personal  loans of $1500 or l e s s  and charge  more t h a n  one 

p e r  cent per month on t h e  unpaid  balance. The r a t e s  on a11 

other  f o r m s  of nonhank l end ing  a re  not reguLated in Canada. 
24 

The r egu la t ion  of f inance  con:>anies fox Durposes of 

s t a b i l i z i n g  dern~nd or preventing i t s  rnisallocatiorl  by t h e  

d ive r  s i u n  of savini5s w a s  considered by t h e  J<ank of Canada i n  

24 
In t h e  l jni ted S t a t e s ,  approximately two- th i rds  of 

t h e  s t a t e s  set  c e i l i n g s  on f inance  charges f o r  automobile 
instalment sales and  approximately one - th i rd  have c e i l i n g s  
on r a t e s  fo r  instalment s a l e s  of goods other than automobiles. 



1956. Finance companies were  h e l d  to be an h.mregulated 
2 5  

I 

rival banking systemw thst could outbid regulated f i n a n c i a l  

institutions for funds by their unrestricted rates. The 

decline in their competitive position since t h a t  t ime ,  plus 

a grea ter  understanding of t h e i r  s e n s i t i v i t y  t o  c r e d i t  con- 

d i t i o n s ,  has  altered the 3 a n k t s  view. 

Regulatory emphasis h a s  now shifted to concentrating 

on t h e  e f f e c t s  of t h e s e  coiiipanies on t h e  c a p i t a l  markets .  

L x g i s l a t i o n  and supervision i s  consequently being d i r e c t e d  

t o x a r d s  f u l l e r  d i s c l o s u r e ,  b e r t e r  investment p r a c t i c e s  and 

account ing  methods, an  irnpr w e d  balance between the asset and 

l i a b i l i t y  s t r u c t u r e  and i n c r e ~ s i n g  t h e  leg21 responsibility 

of management, di.rectors and auditors. In t h e  following 

chap te r s ,  t h e  ~ r o b l e a  of supt r v i s i n g  and regulating the t r u s t  

compenies and f inance  coiTipaliies of E t i t i s h  Columbia is examined 

i n  detail. 

25 Bank of Canada,Annual Report for 1956, p ,  2 7 .  . 



PART 2 

THE CWTRijL Ot; TiiUST Ci.lP.FAMIES 

Ih B2ITISH COLUMBIA 



The Regulation of Trust Companies 

The trust companies which operate in British Columbia 

are regulated by the  provisions of t h e  Trust Cornpanics Act 1 

2 
and and Trustee Act  , both of which were passed in 1948 and 

have been on1 y s l i g h t 1  y updatwl in t h e  i n t e rven ing  nineteen 

year s. T h e  supervisory power over these cornuanies is vested 

in the Inspector of Trus t  C o r n p m i ~  s, a functionary in the 

>e?art[r,ent of Finance who Lacks t h e  time, t h e  uxpenience and 

t h e  s t a f f  to perform h i s  d u t i e s  in 8 competent mlanner. Con- 

seqncnt ly ,  t h e  t r u s t  companies in t h i s  p rav ince  encounter 

effective gflvrrnment r e g u l a t  iun anti s u p e r v i ~ i o r ~  c x ~ l y  when 

f !-ley c o w  w i t h i n  the jurrsdiction of t h e  federa l  $ ;oven~rne~~t  

or t h a t  of a very  few o the r  provinces .  T r u s t  c u i i ~ p a n i e s  

w h i c h  opexa te  solely in E r i t i - s h  Co lumbi~  g y e  a relrtively 

recent  phenoacnun ailc t b e  i<l tck  effective r t - g u l a t i  -)r, way 

; el 3 f ead t > a s e t  5 ?us r1roble:r f:3r t h r ~ e  c~i; i .anies,  tln?ess 

t h e r e  i~ P change in tbc  dttitude of t h e  pxovincial. gc2vernment. 

There a r e  presently f if tccn t r u s t  c ,mpan ies  rqlt .rat ing 

in 3rl.tist.i C ~ l u n - t b i n ,  a l l  . -~ f  w h i c h  a r e  l i s t &  i n  T - L '  Lc+b*te  9. 

T h e i r  6 5  branch o f f i c ~ s  <Ire n a t u u a l l y  c m c m t r d i  ed in the 

t,cpufous lower m i n l a n d ,  but 1 2  of these  branches h a v e  been 

opened in t h e  t h r  ivini5 c o m l u r ~ i t i e s  o f  r 'r ince G G  irt:ri ( 3 ) ,  

KrmLoops ( 3 ) ,  Vcrnnn ( I ? ,  i i a w s m  Creek (21, i:ef c m r - I ; > ,  ( 2 )  



TABLE 9 

Current Rates on Trust Com13any QbLig,ations -- 
Off ex e d  in B r i t i s h  Columbia 

L 
- 

C oiap any No. of Deposits 
~wanches Chequing Non-chequing Term 
in B.C. Rate Baeis Rate Easis Rate Basis 

Code Code Code - 
NATIONAL COMFAMIES 

A d ~ l i n i s t r a t i o n  a r ~ d  
T r u s t  Cts. 1 4 

Canada Permanent 
Trust  CO. 8 3 2 

Canada Trust  Ca, 0 4 

Crotin T r u s t  Co. I 3% 

Eastern 6 Char te r -  
ed  Trust  CO. 8 4 

Guaranty T r u s t  Co. 
of Canada 4 c'r 

$:oritreal T rus t  Cs,  4 4 

ional T r u s t  Co, 6 4% 

B o y d  T r u s t  Co. 3 4 

SYALLER kXSTE; .h - BASED CC);.ItYAi\ IES 

C i t y  Sav ings  & 
T r u s t  Cu. 1 4% 

Cmmonbeal t h  Trus t  Ca. 8 43 

Investers  T r u s t  Co, 2 4 

N o r t h  West Trust Co. 4 .  4% 

Yorkshire Trust  Co. 6 4 

* P l u s  k of 1% per amurn on minimum auarteriy bala i~c-e ,  provided 
t h a t  t h e  mtnimum balance during t h e  quarter is a t  l eas t  $500 
and only one withdrawal i s  made du r inz  t h a t  I-teriod. 

B a s i s  Code: 1,Cornputed d a i l y .  2. Computed ~rtoilrhly, p a i d  quarterly, 
?.Computed m o n t h l y ,  p a i d  scmb-annually, 
4.Computed quarterly, p a i d  semi-annually, 
5.Camputed semi-annually, p a i d  semi-annually. 



TABLE 19 - Continued 

Guaranteed Investment Certif icates 
Less than 1 1 2 3 4 5 

Year Year Year Year Year Year 

Subject  to 
rlegoti at: ion 

6.1 /4  6 . .  114 6 , 1 / 4  6 , 1 / 4  6 .1 /4  

4 * 3 / 4 - 5 . 3 / 4  E.1/4 6.1/& 6.1.14 6 . 1 / 4  f%t/4 
Sub jec t  to 
negot lation 
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and Penticton (1). Gnly t h e  comparatively undynamic area of 

trhe southeast of B . C .  lacks m u s t  f a c i l i t i e s .  The density 

af t h i s  brarich network is equa l  to approximately 28,600 

people  per branch, only  s l i g h t l y  less t h a n  t h e  comparable 

r e t i o  •’on Ontar io  of 28,000 people  per branch. In considering 

these figures it i s  a l s o  notewor thy t h a t  R.C. w a s  reported 

t o  have one bank branch per 2600 people ,  t h e  highest r a t i o  

of any province and almost twice c h e  5500 per  banking facility 
? 

in t h e  United Statesew These f i g u r e s  indicate t h a t ,  gene ra l ly  

sneak ing ,  B r i t i s h  Columbia h a s  adequa te  t r u s t  f a c i l i t i e s ,  a 

cnnc:usicln t h a t  ai;rees w i t t i  C ~ C  Por ter  Comnissionls s t a t e m e n t  

t h a t  t h e y  d i d  not find any s t rong evidence of a s h o r t a g e  of 

t r u s t  f a c i l i t i e s  In Canada, 
4 

~ l l  but two ~f these companies were incorporated out- 

s i d e  t h e  prov ince  2nd most axe l a r g e  national rompanies chat 

Pave been in business for  aany years .  The zwo o p e r a t i n g  B.C. 

companies a r e  Yorkshi re  T r u s t  Co, and Commonwealth T r u s t  Co. 5 

3oth are  young companies attempting to breek i n t o  a market 

c h z c  h a s  been c:o?~ir ,a ted fqr :  many y e a r s  by t h e  \,Icier companies, 

--- 

3 ~ h e  Royal Commission on Banking and Finance,  p .  120. 
T h e  American banking facilities include com~cerc ia l  bznks, 
sm-ing s banks ,  and smings  and loan associat iot rs .  

5 There are  f ou r  a ther  t r u s t  companies r h a t  were incor- 
*>orated and are  still in existence,  Ukan:ldan Loan and Tnvest- 
aent T r u s t  Co., Trus t  Go. of Vietor i2  sfid T r u s t e e  Co. Ltd,  
(now Mercantile Mortgage Co. L t d , )  and $;ester%? Y a i l i f k  T rus t  
C o .  Only t h e  Last mentioned co;,:pany has  sectlritics qn d e p o s i t  
x h i c h  a r e  gs id  f o r  new b u s i n e s s  but t h e  d e p o s i t  of the  others 
is being h e l d  in respect of business  pxeviously existing, 
contracted, a r i s i n g ,  or en te r ed  into d u r i n g  t k e  pe r iod  of 
t h e i r  currency.  
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Under these circumstances, P new company must tap some area of 
I 

t h e  economy t h a t  is being inedequately served by the e x i s t i n g  

coqan ie s ,  if it is to be successful, The new company i s  a l s o  

under grea ter  t h a n  normal pressure t o  expnnd i t s  a s s e t s  

quick ly  and faces  more t h a n  t h e  u sua l  res is tance  in attracting 

funds, with the result  t b a t  t h e r e  is a stwon& incentive to 

r e a c h  fo r  h igher  y i e l d i n ,  but riskier investments in order to 

pay for  t h e  h i g h e r  c o s t  c ~ f  funus ,  Such compsrries, therefore ,  

p r e s e n t  t h e  special regulatory pror-lem of a t t e m p t i n g  to fissure 

t h e i r  solvency without da lq~ening  t h e i r  s t f l u t ~ r y  cogt j ;c t i t i~e  

influence. 

Corninonwealth %as founded in 1961 by a group of B r i t i s h  

Calilrnbia businessmen. 1s r a r s e b  t h e  bulk nf  its c a l ; i t c ~ l  and 

l i a b i l i t i e s  within the province m o s t l y  frxii srn:qi! a i d  unsophist- 

i c a t e d  savers .  The c o s t  of guaranteed funds h e s  been relatively 

big!-(, and so nwovided a strong incentive t o  inves t  in higher 

p i e l d i n g ,  mortgages o u t s i d e  t h e  ?rime area,  T h e  company has 

s l s o  reached  far  funds  in t!le Ynited S t a t e s  w h i c h  c e r t u i n l y  

r s u l d  on iy  b e  a t t r a c t e d  with n c o n s i d e r a b l e  r i s k  premium, 

I J n f o r t u n a t e l y ,  an adequate d i s c u s ~ i o n  of t h e  company*s financial 

fv.)si t ion is i xpos s ib l  e b e e t i u ~ e  t h e  President, Hr. Duncan Crux, 

re fused  to d i s c u s s  t h c  r a t t e r  or to a 1 I . o ~  a d i scuss ion  w i t h  
6 any o t h e r  officer of t h e  company. A researchsx is therefore 

forced to rely on t h e  c o q > a n y t s  annual regores wlrt~ich are 

i n s u f f i c i e n t  f o r  A s a t i s f a c t ~ r y  ~ n n 1 y s i . s  c?f t h e  carV;pany. 

Yorksh i re  T r u s t  Cor;tpatz> i s  c : m t r o l l e d  by Powcr  Corpor- 

ation nf Caneda ,  Limited, t h e  ?*ontres:-bascl invest-nent t rus t .  

6 
Interview x f th  h n r  arl Crux, r r e s i d c n t  of C~~m:nonweal th 

T r u s t  Company, J u l y  7, 13(\?. 
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A predecessor of t h e  present  t r u s t  company was incorporated 
I 

in t h e  United  Kingdom hut, when its B r i t i s h  owners s o l d  a 

sixty-six per cent interest  to Power Corporation, i t  was 

converted into a B r i t i s h  Columbian company. The ba lance  of 

t h e  $3 .2  million e q u i t y  is h e l d  by i n d i v i d u a l s  aFsocia ted w i t h  

Yorkshire and by i t s  o r i g i n a l  ntYners. 

A t  presen t ,  Yorksh i re  hes  q p r o x i r n ~ t c 2 y  $9% to $LO 

v i l l i o n  i n  i t s  huaranteed account, a l l  of which was r s i r ed  

w i t h i n  t h e  province.  T k r  proport ion of var kous 1 i a b i l i t i e s  

vithin th i s  nccount i s  ~ m u s u a l  as Yorkshire has been qai te  

~ ~ 1 c c e s s f t l l  i n  sellin;; si?m-t C T C s  t~ t h e  s n n l l r r  comg~r t ies  who 

i ~ r e  seldam con tac t ed  by t h e  : $37-grr t r u s t  companies. These  

tiabilities ~ ? c ?  i n  t h e  fol.2r;(winl; yzroportriuns: 



c-9 
5 

c 1-mparabl c funds  to l a r g e  naii m a 1  t r u s t  companies, b u t  

Yorkshirc has had d i f f i . c u l t i e s  in a t t a i n i n g  t h e  e s s e n t i a l  

minimum pass-throuqh spread of 2x because i r s  ixort&a&e p o r t -  

f ~ 1 i . o  i s  s t i l l  rsmoll. To cqrrcct  t b i s  p~obLem t h e  co;.;i,:anj. 

p?ons t o  b u i l d  un  it^ ~ o r t g a g e  holding t h i s  yezr ,  ktiti,: a 

-:prcia', e 2 ~ h a s I . s  cpn m,?! ten fndcstrial 2i1j  ~ 0 m : i 1 t 3 ~ ~ i a i  w r  t- 
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c ~ m p a n j r  must a l s o  " e s t a b l i s h  t h a t  i t  i s  expedient ;-is being 
I 

i iucessary for  t h e  convenience and a d v a ~ ~ t a g e  of t h e  p u b l i c ,  

t h a t  there should be a Crust company or a d d i t i o n a l  trust 

company in t h e  focal i t y  in which the r e g i s t e r e d  or head o f f i c e  
- 

of t h e  company wi th in  t h e  province is pxoposed to be situateN 10 

and " thz t  t h e  company citd i.ts d i r e c t o r s  and ~ t x - i ~ t e r s  have the 

qualifications necesst;t y f o r  performing t h e  d u t i e s  of a 

t r u s t  coityany, ~o a s  t o  cmm3nd t h e  confidence of t h e  p u b l i c . "  11 

A crrnpany t h a t  does m!: . ~ b t ; i i . n  registration w i t 1 . i ~  t t i . 3  y e a r s  

.if Z ~ Y  t h e  dare  . ~ f  izicorr~orstrinn will hove  i t  s ir ,c,>rr?ration 

The registration requirements do not aypLy to a f e d e r a l l y  

inc:?rporatel ;  cwp~t3ny. E x t r  a - p r c i v i i i c i ~ l  c.;. , .>p~nies, hnwever, 

xdst : w e t  tl e sa:xe c o n t l i t i o ~ ~ s  a s  a provincial .  company arid 

ixlc such  csmporsy was r e f u s e d  registzation as ;i provkizc ia l  
A .-t~lq?~:tl;' an t h e  t;r3t~rrLs t h 2 t  zhs management Lack t h e  des i red  

de%:ee a•’ i n t e g r i t y .  

I:. 
PrLtist '  <31.u:<!5i.n, Tr tist Cmpan iee ,  AGE,  E. 5 .  1848 

t. e l ,  S .  30 ( a ) .  

1 1- , 
h i d . ,  s .  3C ( d ) .  

i 2..., ~ n i s  is ;+n iS;;;>r:;:~i-:t ,?~ctvis; i .m i n  ~ P i r t e ~ i ~ g  policies 
h e c a u s e  i t  my p r e v e n t  a c 2 3 e  s i x i l a r  tc  m e  t h r t  occurred in 
t h i  s province  t h ree  ye3rs ac+2, Cofuxtbia Sencf i r t a l  Hnldings 
LTC.  b m g h t  z;be dormanr c h a r t e r  of 1Z.C.J i f e  and Casualty Co, 
f:;r $5C,000, vratc  it UT; to $570,00i! on their SQO~CZ;,  gave 
vntiilg, c m t r o l  t-n 6~ trJti:-. o f  inen in eilxchar1j.e f u r  t h e i r  i n t e r -  
ests i n  a ? c a t  moss prone r ty  in p40ntcnn and then began s e l l i n g  
S f  f e  i n w r m ~ e  and r a i s i n g  :wn-voting? equity money from the 
p u b l i c ,  I n  "he o y i n i - n  9 f  a fcoxmen Suprrintrndent of Insux- 
artce, K .  2 .  ?lacGregor, a l l  ins t ruments  o f  incorporat ion for 
trust, loai3 mil  ineurarlce companies shauld  e x p i r e  in t w ~  years 
i f  t h e  cf3m:3any is not r e ~ d y  t 3  oper s t e ,  t? ensure  t h a t  t h e  
sponsors of these institutions are s u b j e c t  to governnrent 
scrutiny. Toronto Globe and Nail,  February  4 ,  1966, 



Some of these measures t . 1  r e s t r i c t  e n t r y ,  w h i c h  a r e  
I 

~ n s p i r e d  by the public-trust nature of the business ,  appear 

t o  have a v a l i d  basis, Concern for t h e  c h a r a c t e r  and compet- 

ence of t h e  sponsors and t h e  management, for  exa:nple, i s  

e s s e n t i a l  i f  a Large powrion of t h e  nation's accumulated 

wealth i s  to be entrusted t o  these companies. C a p i t a l  

r equirernent s a 1  so serve a u s e f u l  pur3ose by eliminating 

frivolous entre1)reneur s a:id i.y p r o v i d i n g  p ro tec t ion  against 

L ~ s s e s .  T h e  need b a r r i e r ,  hgwever, is a questionable device 

f o r  p r o t e c t i i ~ g  t h e  pal.1 ic. A S  A l h a d e f f  says,  T h e  need 

d w t r  ine imposes an unenv i sb l e  r e s p o n s i b i l i t y  3n t h e  c h a r t e r  - 
ing a u t h o r i t i e s  who a r e  expected t o  h t t a i n  an i l l - d e f i n e d  

goa l  by means of ill-defined c u i t e r i a . "  13 

A s  add i t iona l  p r o t e c t i o n  for its depos i to r s ,  c red i tors  

and t r u s t s ,  a l i  trust companies o p e r a t i n &  in B r i t i s h  Columbia 

 re required to maintain ti deposit with the Provincial 

Government that ranges f rim $25,090 up to $300,000, depending 

on t h e  amount of funds  under administration. Such d e p o s i t s  

a r e  eustornari ly required of insurance coiupanies but t h e  B.C. 

F..~vernment seems to p l a c e  grea t -  reliance on t h i s  concept as 

a l m  applied to trust c ~ n m a n i e s .  ti•’ e insurance companies 

r c g i c t e r e d  in B r i t i s h  C ~ l u r n b i a  a r e  r equ i r ed  to d e p o s i t  

S3Cr3,000 as a hedge a g a i n s t  f i n a n c i a l  c i e f a u l t ,  s i x  t i m e s  

a s  much a s  Ontario requires. T h i s  r e l i a n c e  on l a r g e  d e p o s i t s  

is p r o b s b l y  the m o ~ t  succinet conrment on t h c  quality of super- 

v i s i o n  exercised over these institutions. 
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These measures t o  r e s t r i c t  e n t r y  a r e  backed up by a 
I 

s t r o n g  ernphasj s on holding back excessive branch expansim 

by the l o c a l  companies. The Inspector of T rus t  Companies 

i s  granted t h e  power to xcstrict branching by p r o v i n c i a l  

and e x t r a - p r o v i n c i a l  companies, but i n  practice on ly  8.C. 

companies are  subjected to any r e s t r a i n t .  They may have 

t o  !;resent a market survey ~f t h e  area t h e y  propose to serve 

and a l s o  j u s t i f y  t h e i r  p r ~ p o s e b  branch to t! tr  I n s p e c t l > r ' s  

satisfaction. Com~rtonwealrh thinks t h i s  sys tem is unduly 

r e s t r i c t i v e  while  Yorkshire c8>ns ide r s  k t  t o  be a reasonable 

-3  r ecaut  ion. 

The Porter Commission was c r i t i c a l  of th i s  branching 

n o l i c y .  Tn t h e i r  o ~ : n i o n ,  such checks on compet i t ion  a re  

undesirable a l t h o u g h  they wecognized t h a t  unnecessary 

b ranches  a r e  a w a s t e f u l  f u x n  i ~ f  competition. 14 Selective 

c o n t r o l s  3f this n a t u r e  c 3 n  a l s o  be inequitable. T h i s  would 

certainty be t h e  case i f federa l  companies prsexc t f m . f i n e ~ s  

t hac  could  be done efficiently by l o c a l  comy:jnies, nrov ided  

they were allowed to expand. T o  prevenr s u c h  an eventuality, 

:he E . C ,  auhtoxities shou ld  re-rxemine t h e i ~  branching 

;)$>:icy t~ ensure t h p r  it is a sljuad way to ac!~-ieve "ihe o b j e c t -  

i v e s  ~ 7 f  t k i r  regul.atr_rry p o l i c y ,  a d  i s  n o t  l)ei,ng used as a 

relatively e a s y  way to s u p e ~ v i s e  r h e  l oca l  t n s t  curnpcinies. 

There a r e  no r e s t r i r t i l n s  c:t present  on f o r e i g n  owner- 

s h i y  o f  3.C. t r u s t  c m p a n i c s  although such x e s t r i t t i o n s  do 

e p p l y  i n  some other  are,  s ,>f Canerlo. For example, a maximum 

o f 259 foreit-;n owner s h i  3 i i; pe:-rmi.t t e d  f a r  companies t h a t  are 
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incornora ted  f e d e r a l l y .  T h i s  pr~vision could gain new 

significance if American banks, barred from controlling 

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

Source of Fund% 

Trus t  companies, according to t h e  figures in T a b l e  10, 15 

o b t a i n  the l a r g e s t  percentage of t h e i r  funds  in t h e  form of 

d e p o s i t s  and guaranteed investment ce r t i f i caccs .  :,oney 

received in either of  these ways is considered !eg2?Ly to be 

? ? c i d  in t r u s t ,  not borrowed, atK? must be segregated i n  a 

g w r  anteed account f ow investment in a s p e c i f i e d  l ist {sf 

secux it i,e s . The compnny is en~itled to r e t a i n  t h e  p r o f i t s  

from t h e  invesrnent  of these funds  in excess  of t h e  in teres t  

p:?yable on t h e n  b u t  must guarantee uay-merat of p r i n c i p a l  and 

i n t e r e s t  on a l l  such t r u s t  f u n d s ,  hence t h e  term gu~ranteeb 

account. 

Most t rus t  cornpmy l e g i s l a t i w  sets out the restrictions 

applying t o  t h e  guaranteed accgunr in r r a s .>na t ly  c l e a r  terms 

cut: t h e  3 . C .  Act is confusing am? subject l o  vnrir~us inter-  

D r e t a t i m s .  In it, d e p o s i t s  are described as being analogous 

t o  bank d e p o s i t s ,  althou;;h t r u s t  companies a r e  f o r b i d d e n  by 

t h e  Act t,l engage in rhe  business o f  bank ing ,  No speci f ic  

mentic?n is made of G I C s ,  b u t  r h e  Inspector  :>f Trus t  Companies 

has  subjected them to t h e  same c o n d i t i o n s  of segregation and 

guarantee as d e p o s i t s ,  'in t h e  gx~-wnds t h a t  they a r e  a l s o  funds 

received in trust. 1 6  

16 
Interview w i t h  J. h-, Mlnty, Inspec tor  of T rus t  Companies, 

J u l y  10, 2967. 



Canadian T rus t  Companies 

Source and Use of Funds 1960-1966 

 illio ions of  Dollars) 

Source of Funds 1960 1961 1962 1963 1964 1965 1966 

Guaranteed Funds 
Deposits: 

Chequable n~ .  a. 
KnnchequaSle m.a. 

40 3 
Term Deposits and  
G K 1 s  7 29 

Total 1132 
3 t h e r  L i a b i l i t i e s  I I 
Shareholder s t  Equity 131 

Tota l  1 2 7 4  

t'se of Funds 
Cash 6 1 
Securities 

G w t  of Canada 264 
Frovincial 105 
Yunicipal 63 
C ~ x p o r a t e  Short 
Term Sates  m.a.  

Corporate Sands t 5% 
Canadian Preferred 

& Common Shares  42 
3ther ;tsset s 11 
Total 

Xor tgages 4 68 
Coblateral Loans 54 

Tota l  1274 

Estates ,  Trust and 
Agency Funds Under 
Administration 739fl 8119 9014 9966 11272 12588 m , a .  

Source: 3orni.ninn Bureau ~f Statistics, Business Financi  a1 
S t a t i s t i c s ,  and Report ~f ~uper inrondent  of Insurance 
f o r  Canada, T r u s t  a i d  b s n  Cx)mpanies. 



, . market: irrr;;ri.:mecits r . 3 ~  cos ; :o~( ; t - t .  (3:li.: i t n : ~ f  i + ~ t i o r ~ ~ !  f = n d ~ +  
rr. t i n c  i7 - te rcs t  r o t e s  rlur!!:ei! i n  T a b l e  f; f o r  t r u s t  ~c; :w; : .nfe~ 

17. 3ty06;i t s  5 f i  tyr~~st ~ 3 7  ; l r l : t i  t , l  were reported t-z t ; l r . ;  
ClZiPr 3 to i times ~2 yt+nr wb~;:" - nc * re  thnn twice t h e  of 
turnaver  of bank s rv inF>s  i-~ccs~t::i,r-. K 3 y a l  Cortmissi--jn on 
;.x:king arid Ylnance, r3. 1 2 2 .  
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p s r t ~ s s  mark-up were 2 3 . 9 2  In h9e4 and 1 7 . f X  on l s t e r  i s s u e s ,  

7 kr com?c?r3b! e rx-;e_rlse,s C--,- issue of U I ~ E ~  55 m i I i ~ : : r j  ~f 

:tn~lerr,aitten by an investment d e a l e r  weye revor t e d  t : ~  range  

f r o v  2 to I&?!- with cz i ~ d i a n  c ~ f  9.09% on comnon s t t 9ck  x s s t i r s ,  

.::::i fxt-xn 7.57: t o  12.1% wit!: ;; r:er?ian of L.77"/:, i treferred 

issues, 
19 
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of t h e  c a p i t a l  maxkct is not being encouraged to "maintain a 

Logical r e l a t i o n s h i p  betweeh a company's f i n a n c i a l  p o s i t i o n  

arid t h e  ? r ice  of its s tock." 20 
The market should therefore 

be regulated to the extent t h a t  prices a re  allowed t a  respond 

t o  t h e  genuinely shifting ,:economic s t a t u s  of t h e  company. 

' I h i  s objective could be  f u r t h e r e d  by encouraging or even 

demanding t h a t  new issues b e  underwritten and sponsored by 

all investrrient dealer. List in8 on t h e  V a n c ~ u v e t  Stock Exchange 

w ~ u l d  a l ~ o  imnrove t h e i r  mark~tability, 

T r u s t  and lorn companies are t h e  o n l y  financial i n s t i -  

tutions i n  Cannda t h a t  a r c  L e g ~ l l y  sub jec t  to s p e c i f i e d  

t r . :? i )Ftal  x a t i o s .  T r u s t  enmuany l eg i s l a t i on  in Canada hcjs 

p l a c e d  cons ide rab le  emphasis on t h e  adequacy af t h e  n e t  worth 

cushion t 3  a b s o r  h unex~ected and s u b s t a n t i a l  losses; over and 

above t hose  a l r e a d y  provided f o r  by voluntary Lnvssteent 

xeserves .  T h e  menwuxeinent of such adequacy is t h e  r a t i o  of 

capital tg~ Liabilities and the f e d e r a l ,  Ontarin and il lberta 

A c t 9  a11  s ! ~ e c i , f y  a maximum permitted ra t i .3 .  The Federal  

a:!d ALberta A c t s  ? i ~ ~ L t  t h e  h u a r m t e e d  accouuf of 8 t r u ~ t  

c:.xnpany to f i f t e e n  t i m s  equity, and t h e  Ontario A c t  Zimfrs 

t h e  guaranteed account t o  pn aggregate of c a s h  r e s e r v e s  p lus  

fou r  times c a p i t a l  and su rp lus ,  aLthough t h e  gegistrar may 

increase the  ratio t o  c a s h  p l u s  f i f t e e n  times c a p i t a l  and 

surplus.  New companies a r e  repot-tedly h e l d  t c s  t h e  i n i t i a l  

r a t i o  and it is g r a d u a l l y  r a i s e d  to, t h e  naxirnum a s  t h e  equity 

grows. 

2 0 
S i d n e y  Robbkns, The Securi t ies  Pbrkets: 0pt.rations 

and Issues (~4et.7 Ysrk:  The "ree Press,  1966), p.  33. 



T h e r e  h a s  been s o m  controversy over the usefulness 

or necessity of imposing mir ' i imum capital/fiability r a t i o s  

on trust companies. The Porter Commission concluded that 

it was an ineffective method of regulating financial 

institutions, mainly because it would be difficult t o  deter- 

mine a specific ratio t h a t  would be equitable for  al l .  corn- 

panies regardless of s i z e ,  experience, degree of specfa t -  

ization or t y p e  of assets and liabilities. 

The  a t t i t u d e  of the R.C. authorities in this area  is 

a negative one. The  Trust  Companies ~ c t  d ~ e s  no t  s t i p u l a t e  

a maximum cayitallliability r z t i o  and no s p e c i f i c  r e s t r i c t i o n 8  

a r e  ;)laced on t h e  companies. N e w  companies are  a l s o  t r e a t e d  

with grea t  l en i ency  on t h e  grounds  t h a t  they  have n o t  had 

t h e  time to accumulate sufficient retained ear5inc.s fox  a 

c m s e r v a t i v e  c a p i t a l  s t ruc tu re .  O f  course,  t h i s  a t t i t u d e  

i s  i n  complete contradiction t o  sound investment practices 

tccause such practices demand that capital levexage vary 

inverse ly  with the degree of risk. men investment reserves 

are  not ~equiued, and with the risks attend~nr upon t h e  entry 

~f new and agg res s ive  companies i n  t h e  f ie]-d ,  t h e  B.C. 

gmernment should follo~ other  j u r i sd i c t i ons  end impose 

maximum c a p i t a l  x a t i o s  f o r  rbe p ro tec t ion  nf  the depositors 

and s h a r e h o l d e r s  of these cmpan ies .  

The  Use of Funds 

Trust companies first employ their funds to set up a 

c a s h  reserve ,  the size of which is based on t h e i x  experience 

af t he  need For cash, and t h e  balance of t h e  f u n d s  are placed 

i n  any of the  v a x i e t y  of ways show1 i n  T a b l e  11 permitted 

by t h e  Trustee Acts ar t h e  Trust  Companies Acts  a p p l i c a b l e  



Investments Authonined by Le~islation 

for  Trust Comr,anies 

I 

Ty:~c i ~ f  Investment Parliament Nova New 
of  Canada Scotia Brunswf ck 

Govexnment t lbl  i g a t i o n s  Co/Gtd Co/GtdS 

Trtistae Investments Ctd G t d  Gtd 

Fi r s t  M 3 ~ t g ~ g e  Bonds of 
Zorpoxations i;o/Gtd Ca 

i.?ther Corporate 
3bligations (1) ( 5 )  Co/Gtd Co 

i7seferred S h a r e s  (1) (5 )  Co/Gtd Co 

Common Shares  (1) ( 5 )  C o / G t d  Co 

Obligations Secured by 
Government Subsidy Co/Ctd 

Leased Real E s t a t e  

X.2 . A .  Mortgages : 3 o / ~ t d  

lnternativnrl Bank f o r  
Reconstruction a d  
Leveloprnent "Zed 

Loans on Security af 
Authorized Investment Co/Gtd ( 2) C o / G t d  

Nore: Co - Company Funds  Z t d  - , Guarunt eed Funds 

Source: Subnissim of t h e  T r u s t  Comnanic~s  J".trsociati.cn of Canada 
to The Royal Commission on Bankfng and Finance,  with 
subsequent amendments, 

(1) Subject  t \ . ~  l i m i t e 4  pr3portEon ( 2 )  1, 2 ard 4 only  
( 3 )  Subject  to r c q u i r m c n t  t h a t  50% of Guaranteed Funds 

be invested s i n  t r u s t e e  investment 
( L )  Suec ia1  margin requirement ,  except f o r  1, 2 and 4 .  
(5) tarnings t ~ s t .  

8 3  



TARLZ i l  - Continued 

3 x b c c  Ontar io  Manitoba Saskatchewan Alberta Rwi tish 
( 2 )  CoLumbia - 

Ctd Co f G t d  CO CojGtd  CoJGtd C o / G t  S, 

Go/Ctd Co, '\; t d 

C; td Ca/Gtd  Gtd G t u  

C t d  Co/C;tb Co Co ColGtd Gcct 



found in :~ t i i e r  a c t s  r . ; l l c w s  a camDany to invest: a c e l t . a i n  

;py,~-nved under t h e  A r t .  I t  bae; been  t ired , ; ; ? in ly  21, ~ c q u i r e  
I 't 
L a  

a s s e t s  d-iich could e v t , ~ t u a l l y  qua1 ify. i % i t R  s ~ c t  2 &>roo 

L i, w;.C .tiood, "nancini-: I.:conornic &ct i v i  t y  in Canada 
( O t t a w a :  r ,uuen's F r i n t e r ,  ??358), n .  350.  
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P ~ t c u r e d  l c ~ a n s  a r e  a l s o  n a t  permitted by t h e  E.C.Act. 

T r u s t  com;lanies in o t h e r  provinces have riot stressed this 

f a c e t  of t h e i r  opera t ims  a s  t h e y  comprised o n l y  3% of t h e i r  

t o t a l  a s s e t s  a t  the end of 1966. There seem.: t s 2  txi no v a l i d  

veason fo r  not  allowing X.C.  r r u s t  compmies  to extend such 

secured Loans however, because tr i l s tee  i a~ .es tmcnts  a r e  the 

o n l y  allowable cof1att:ral i,?r t h e s e  loans a11C. 311 t r u s t  

corr;?anies are t i :o roughly  f a7~1l i ax  with t h i  r; security. 

::,:.,.;is 2.: t h e  5rl-tks 31 F  errni nit t ed .  
2 2  :nseuured l e n d i n g  i s .  an 
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a s  provincial p s r m t e c s  that are notorkousLy unmarketable, 

and long terin bonds whose wide p r i c e  fluctuations give a 

marked pin-in effect. 25 

The latest  Ontario Act has t r i e d  to overcome some of 

these disadvantages by specifyfng that 25% a•’ the reserve 

requirement must be i n  the  farm of cash or Goverment of 

Canada bonds waturbg in 3 years or lesa: rend 50% must be in  

t h e  form o f  cash or Government of Canada bands maturing in 

ten years or less. 26 Some revisian of this nature should 

c e r t a i n l y  be made in t h e  B.C, Act. 

In addit ion to cash reserve8 held f o r  the purpose of 

2laintafnFng l i q u i d i t y ,  t h e  suggestion has been made Erom 

time to time t h a t  the trust  companies should be r equ i r ed  t o  

hold  cash reserves  with t h e  Bank of Canada. A t  present ,  

t h e i r  cash reserves are h e l d  u:ainly in the  form of d e p o s i t s  

in chartered banks, The ra t io  of these cash ho ld ings  to - 

demand l i a b i l i t i e s  w a s  approximately f i v e  percent in 1962, 27 

and appears tn  have been about the  same i n  recent years  when 

nflowance i s  made for year-end window dressing. This system 

3f pyramiding reserves is advantageous t o  t h e  banks in their 

e f for t s  to r e t a i n  cash but it removes the trust  companies 

25 Lending f i r m s  may be reluctant to rea l ize  c a p i t a l  
losses  on bonds when t h e  i n t e r e s t  rate falls and so they refxain 
Erom selling these securities. T h i s  pin-in effect is ratfonal 
if t h e  loans or securities that could be  substituted for these 
s e c u r i t i e s  would be unprofitable because of i n f l e x i b l e  lending 
r a t e s .  T h e  e f f e c t  i s  irrational if t h e  substitution would be. 
p r o f  i t a b l e  because of f l e x i b l e  lending ra tes .  

27 The  Royal C , m i s s i o n  on Sankinc ancl Finance, p. 183. 
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t h e  direct control of the centra 1 bank. The Porter 

Cornisston contended that  institutions issuing demand claims 

or  liabilities maturing w i t h i n  LOO days that are not issued 

through independent investment dealer e or their  agents should 

be required t o  hold t h e i r  cash reserves other than t i l l  money 

a t  the ~ a n k  of Canada. The reasons given were not primarily 

monetary control but rather the advantages of closer contact 

with t h e  Bank of Canada and greater equity between institutiane. 28 

This suggestion was rejected by the government to avoid con- 

stitutional problems involved in regulating provincially 

incorporated companies, 

The other  form of reserves which  should be set up by 

all prudent management are investment reserves to pr~vide 

for probable or p o s s i b l e  losses in their asse ts .  These 

reserves are  esserltial for trust companies if t h e  value of 

the guaranteed furid i s  t o  be maintained, and regulation should 1 

I 

spec i fy  such a provision. 

The B.C,Act and the supervisory authorit ies  have ignored 

t h i s  mat ter  entirely, with t h e  resu l t  t h e t  l o c a l  campaniea 

d o  not have to make any provisian far present losses, Let 

alone future ones. Commonwealth Trust ,  far  example, carries 

its marketable securities on its balance skeet at a cost  that  

exceeds t h e i r  market value by more t han  the  company's earned 

surplus, although usual accounting practice is for securities 

to be carried on the balanee sheet at a total t h e t  does not 

exceed market value, with Canadian and securit iee 
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~ r i t t e n  down t o  amortized ~ o s t ~ ~ e n d  other securities written 
I 

down to t h e i r  quoted market values. The federal trust company 

a c t  a l s o  requires  that s e c u r i t i e s  i n  the guaranteed account 

must be taken into account i n  every annual statement a t  a 

total value tbat does not exceed the amortized values of 

federa l  and p r w i n c i e l  d e b t  and t h e  market value of a l l  other 

secur it ies. 

Tax incentives have been suggested t o  encourage t h e  

companies t o  b u i l d  up reserves .  A t  present ,  trust  companies 

may, Tikc any other  company, set up spec i f i c  reserves  out of 

pre-tax  earnings to w r i t e  down t h e  cost of a s s e t s  to  t h e i r  

e s t i m a t e d  market value a n d ,  i n  addi t ion ,  t h e y  are e n t i t l e d  

under the Income T3x A c t  to set  as ide   re-tax amounts equal t 
1 

to one-half of one percent of t h e i r  conventional  mortgage 1 
p o r t f o l i o  per annum to create a maximum reserve of t h r e e  per 1 
cent of t h e i r  mortgage port fo l io ,  Unlike t h e  banks,  however, 

i 

t r u s t  companies are n ~ t  allowed t o  accurnufate tax-free inner 
I 

reserves.  I 

T h e  trust comranies a r e  under  pressure f r o m  t h e  informed 

f i n a n c i a l  public to d i sc lose  i n f o r m t i a n  about t h e i r  reserves, I 
t h e i r  l o s s e s  on investntents and t h e  b a s i s  they use for valuing 

investments. By not  d isc los ing t h i s  iilformarion management 

i s  ab le  to  juggle t h e  net profit reported to shareholders 

and to conceal poor intestment r ~ s u l t s ,  The Dank A c t  now 

requires full disclosure of inner reserves and the loss 

2 9 Antarrized value of a redeemable s e c u r i t y  a t  any 
date  a f t er  i t s  purchase mean2 a v a l u e  so detexmined t h a t  i f  
t h e  s e c u r i t y  were bought a t  thar d e t e  and at t h a t  value, the  
y i e l d  would be r;he same as t h e  y i e l d  olt t h e  o r i g i n a l  purchase 
pr ice .  
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experience on a f i v e  year moving average. A t  least  t h a t  

w c h  imformetion should be &andatory f o r  trust companies 

and, in ef fect ,  responsible companies are now provid ing  it. 30 

In contracting %he many improvements t h a t  have been made 

r e c e n t l y  in t h o  r e g u l a t h n  of trust  companies in o t h e r  parts 

of Canada with conditions in B.C. ,  the most significant 

feature is the laggard attitude of the  B,C. government. 

Ijoweuer, t h i s  p a l e s  into insignificance when compared to the 

q ~ a l i t y  of s~pexvision t h a t  is provided in this province. 

3 0 ~ h e  Jenkins c o n t i t t e e  studied t h e  qucption of dis- 
c l o s i n g  the inner reserves o f  banks and d i s c w n t  houses  and 
came to t b e  ambiguous conciusion t h a t  such i n f o r m t i m  might 
impair  confidence i n  t h e  s t a b i l i t y  s f  t h e  banking system but 
a t  t h e  same time *8sbarek~oiduxs in banking coiq~anies are de- 
p r i v e d  qf information they necd in order t o  judge t h e  value 
of t h e i r  shares :  and t h e  r i g h t  to conceal. t h e  s i z e  a f ,  ax 
transfers  t o  and from i m e r  reserves cirn be used tr? conceal 
wralknesses e s  we11  a s  str~ngth.~' Report of t h e  Cornpeny Law 
Committee, p a r a ,  4 0 3 ,  



The Su~ervision of Trust C O R I D _ ~ ~ ~ @  

The exteat to which a regulatory system achieves its 

aims depends ultimately on the quality of the supervision 

appf i e d  over t h e  contr4?ll e d  area.  Government agencies 

charged w i t h  the administration of regula tory  s t a t u t e s  

m u s t  f i l l  the roles of !>rosecutor and administrator in their 

efforts t o  prevent v i o l a t i o n s  of the Act and to regulate the 

p r a c t i c e s  of t h e  industry. In carrying out these fui~ctions,  

 he supervisory agencies have of t en  been handicapped by 

l a c k  of funds and insuf f i c i ent  knowledge of t h e  industry. 

Under these circumstances, associations formed by the regul- 

ated companies can fulfil a socially useful purpose by 

ettempting t h e i r  own self - r egu la t ion ,  but such a c t i o n  is 

not entirely effective and in no way rectifies the  irxespon- 

s i b i l i t y  of gnvernmente who abnegate t h e i r  o b l i g a t i a n s  i n  

t h i s  regard.  

T h e  Porter Commission found evidence CIS part i c u i a r  ly 

inadequate supervision in several provinces and t b c  general 

consensus of t h e  witnesses before the Commission was t h a t  

only t h e  federa l  inspection was "very close and very compre- 
1 hensivew a t  that time. The conclusion of t h e  Cornmission 

was t h a t :  

- 
1 
G. Leo Knowlton, Vice-president and General Manager 

1;anada Permanent Trust Company, Tr anscxigt of t he  3ear i n ~ t  
liefore t h e  ? ? a 1  Commission on Lankinr; and Finance, p .  3272. 
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While far from per fec t ,  supervision i s  much more 
thorough i n  Ontario and'webec  than i n  those provinces 
~ u t s i d e  Quebec and %tarto which are not inspected by 
t h e  superintendent of Insurance. Fox instance, in 
Saskatchewan and A l b e r t a  there i s  no inspect ion of Local 
companies, and a1 hough there i s  provision f or  i t  i n  f British Columbia, we were told that  i t  i s  not too 
consistently carried out. 2 

Ontario, Quebec and Alberta have grea t ly  improved the  

qual i ty  of t h e i r  supervision since that time but the s i tuat ion  

i n  B r i t i s h  Columbia appears t o  be b a s i c a l l y  unchanged. 

The position of ~nshectov of Trust Companies in B r i t i s h  

Columbia is only one of many pos i t ions  held by t h e  incumbent 

i n  the  Department of Finance. He has a very small s t a f f  so 

t h a t  i t  i s  impossible for him to adequate ly  supervise the 

t r u s t  companies operating i n  t h e  province. The reports of 

federal and extra-provincial companies are consequently 

accepted w i t h  only nominal verification, w h i l e  com:~nnies 

incorporated the province are subject t o  sorne inspection; 

however, i t  i s  perfunctory by comparison with f e d e r a l  standards. 

T h i s  became quite  evident  when t h e  l o c a l  ccmpailits were f i r s t  

v i s i t e d  by t h e  inspector  s for the Canada Deposit Insurance 

Corporation, whose d e t a i l e d  and knowledgeable procedures 

g r e a t l y  impressed o f f i c i a l s  of t h e  local  t rus t  companies. 

T h i s  comparison between t h e  federa l  and the l o c a l  

inspection gf trust companies points ou t  the need to j u s t i f y  

local inspection of these companies: The bene f i t s  fo r  the 

companies and t h e i r  depositors  in having uniform super- 

vision far outweigh such p o s s i b l e  reasons a s  provincial  

- -  - 

2 Royal Commission on Banking and Finance, p .  1 7 7 ,  



Main Supexviaory F u n s i o n s  of Sunervisory Agencies Contxotling 

Trus t  C o r n p a n i ~ p p e r a t i n g  in ~ r i t i s h  Columbia 

bupervisory Function ' Supervisory Author i ty  Zxercisinp, 
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by ; ~ r w i n c i  a l  a u t h o r i t  its day then become a ves t ig i ;> l  feature 
3 ::i the r e g u l . a t m y  sys ten .  

NOW t h a t  t h e  establishment of the CDTG appears tn have 

corrected many of t h e  d e f i c i e n c i e s  o f  t h e  inspect ion  system 

l e i  t h i n  t h e  pxovince,  t h e  pr jnc ipa l  'remaining areas  of wcak- 
/ 

! he d i s c l o s u r e  of fbtcr  f i nnnc ik .1  cnndition of ttle c o ~ : p n n i e a  

3 . - 
Several of t h e  snrrller ;?ravJnccs, ,u{,vcl S c ~ f j ~ ,  &ew 
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has not passed, or a t  least announced, major chaniges in 

the regulation of truet comp'anies. In the interim, howevex, 

there  are several imperative measures which the Inspector 

of Trust Companies could take to increase public knowl@dg@ 

of these companies and to achieve greater mi formi tp  i n  
t h e i r  accounting practices. 

An Annual Report should be p u b l i s h e d  by the Inspector 

and made a v a i l a b l e  t o  the  p u b l i c  on t h e  same pattern as 

those pub1 ished by t h e  Federal Superintendent of fnauxance 

or t h e  Registxar of Trust Companies i n  Ontario. A report 

of this nature should be relatively simple now that  all t h e  

companies in t h e  province a r e  being examined by federal 

inspectors, 

The Inspector also h a s  the power to itrtroduce badfy- 

needed imprnvernents in the r epo r t s  issued by t h e  carnpanies 

to t h e  p u b l i c .  The public is more likely t o  read these 

reports than t h e  offici~l government report and i s  ent i t l ed  

t o  a statement t h a t  expresses t h e  positian of t he  company 

in t e x m k  t h a t  a r e  comwrehensible and comparable. Annual 

reports  issued by t r u s t  c~mnilnies i n  Canada have often been 

rmspicuoue for their absence ,?f i n fa rmat  i.->n and d i spar i ty  

in accounting methods, Kany of t h e  lezgex companies have 

under s t a t e d  the ir  assets  and eari l lngs  through transfers  

to hidden reserves  an6 t ' - e r e b y  deprived t b c i r  shareho lders  

of a correct assessment of the value  of t h e i r  investment. 

Newer companies have been prone to r~verstate  their earnings 

and a s s e t s .  Both types of f inax-tcial  a cccsun t in~  appear to 

have been acceptable t a  aziditors, no dacxbt mdex pressure 

f ram maragmefit:. S u p e x v i s ~ r y  a u t i m r  i t i e s  can  do much to 

remedy these deficiencies, 



99 

Some of the  more important areas requiring uniformity 

are  t h e  methods of valuing s e c u r i t i e s ,  capital iz ing 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 wrder- 

stated, depending on the intention of managment. The methd 

of carrying securities should be standardized t o  that requiz4  

by the federal Act. Branch opening expenses should be  c l e a r l y  

stated and the amounts written off, preferably i n  t h e  yeax 

i n  which they occur or at l ea f i t  amortized w e r  a maximum 

of five years  i n  a c c ~ r d a n c e  w i t h  t h e  general experience that 

five years is a reasonable period for a fully integrated 

o f f i c e  t o  a r r i v e  a t  a profitable state. The CDIC requires 

t h a t  a 1 1  such expenses be wr i t t en  o f f  i n  t h e  year i n  which 

thry are  incurred to prevent inf!atis?n of t h e  c a n i t a l / l i a b i l i t y  

ratio. 

The suhjtct of investment reserves has rece ived  l i t t l e  

e x p l i c i t  regulation tn Bri t i sh  ColumLia, although i t  i s  one 

t h a t  s h ~ u l d  at  least  r e c e i v e  a t t e n t i o n ,  A new company i s  

p a r t i c u l a r l y  interested i n  increasing its c a p i t a l  base 

quickly so tha t  it may have t h e  added leverage for t h e  guaran- 

reed account. To do t h i  s, t h e  company nay s h o ~  high profits 

and make no qrovision f ~ r  investment l o s s e ~  an s e c u r i t i e s  

whose market value h a s  f a 1  l e n  be low t h e i r  c o s t ,  or for t h e  

possibility of losses h o i n ~  r e a l i z e d  suek investments. 

The :>refits may even be p a i d  3ut i.n d iv ide-ads  provfding they 

do fiat irnr,aiu c a p i t a l .  

TO guard against s~tct? eventualities, the  sav ings  and 
loan associations in  t b e  r 'nited S t a t e s  ?re  required by their 
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insuring corporation to accumulate a loso reserve of at 
least  f i v e  percent of theirbinstired accounts. All newly- 
insured associations with a l o w  reserve of less than f ive  

pewcent must execute a reserve agreement which provides that  

f i f t e e n  percent of net  income s h a l l  be transferred to general 

reserves during the first three  to  f ive years t h a t  t h e  

assoc iat ion i s  insured. 5 

T h e  promotional activities of trust companies are 

another  area t h a t  requires investigation and supervision. 

The Alberta govexninent was so cmcerned over these activities, 

and the companies' ability t o  pay the  h i g h  costs of their 

funds, t h a t  an examiner was appointed t o  investigate the  

conipanies and cons ider  s t i o n  \Gas given to curtailing some of 

these scheaes through a goverlxner~t-i~rrposed code of e t h i c s .  

Increasing goverfiment dominat ion of t h e  industry is 

inevitable unless the companies t a k e  i t  upon themselves 

t o  establish and mainrein t t ~ e  high s tandards  that ere expected 

of them. A self-xtgulatory association i s  t h e  usual vehicle 

fo r  en fo rc ing  standards in an i n d u s t r y  end t h e  Portex Com- 

mi ssion placed g e a t  emphasis on such s e l f  -regulation of 

financiul i n s t i t u t i m s .  LaudeLIe  a s  this idea  is in theory, 

i t  does  have a t  l e a s t  t w o  major weaknesses in pract ice ,  

Self-regulation can obviously apuly  only to those companies 

who wish t l - 1  regulate them~elvrs. The rnajcwity of t h e  companies 

may then be e f f e c t i v e l y  r e g u l a t e d  by the association to which 

5 
United S t a t e s ,  Congress, :louse, Subccanifnittee an 

Domestic Finance, Committee on Benkirlg and Currency, 
Cowarat ive  Regulatisns s f  Financial. I . ~ ~ s t i t u t i o n s ,  88th 
Congress, 1963 ,  p .  f L O ,  



they belong, but companies who do not choose to join or 

who are refused admission a t e  still outside the framework of 

self-regulation and it is frequently these very companies 

who are most in need of this regulation. Furthermore, a~ 

industry association may even f a i l  to regulate its own 

members effectively h i  i t  lacks t h e  power to  enforce i ts  

aims or ru les .  Un both  these counts, the trust industry has 

yet to achieve s a t i s f a c t o r y  self-regulation. 

The Trus t  Companies Association of Canada wae formed 

in 1952 t o  unify the six local. provincial organizatfons in 

H r i t i s h  Columbia, Alberta, Saskatchewan, Manitoba, Ontario 

and Quebec and two regional  secti3ns i n  New Erunswick-Prince 

Edward I s l a n d  and :<ova Scotia-Newfoundland. The activity 

of each s e c t i n n  i s  Limited to matters of l o c a l  interest 

w h i l e  t h e  national association has  t h e  j>ri!nary purpose of 

niaintaining and encouraging h i g h  s t anda rds  of industry manage- 

inen t . 
The :issociztion h a s  a t  t h e  present t i m e  forty-three 

-* tt.-mbe:.r companies,  w t 7 I ~ b  i s  equivalent to 61.X of t h e  trust  

coriipanies doin& business wirh the public. T h i s  member ship 

c m s i s t s  of twenty-seven companies htj lding regular member- 

s h i p  s t a t u s ,  s i x  trust coiivanles having pravisional member- 

ship status and tt;o Bermadz bariics with assoc ia te  member 

status. The s m e  associate member f i t f i tus was also accorded 

last year to eight mortgage Loan coml~snies who were previously 

membtrs of Dominim Mortgage and Investment Association, 

which ceased t o  opera te  jn  mid-1965. 

Mernbershi~ in t h e  A c s o c i a t i o n  i s  voluntary a r ~ d  the only 

s p e c i f i c  r equi renent i s  t h a t  t h e  t r v s t  co-wany must do business 



10 2 

wirh the  general p u b l i c .  The  Executive Cornittee, which i s  

t h e  senior governing body, ,has the r ight  from t i m e  to time 

to e s t a b l i s h  requirements and conditions for admission t o  

membership. Furthermore, seventy-f i v e  percent of the reguler 

rnembers of the Association must approve in writing of an 

appl icant  company. In general ,  t he  Association requires 

evidence of good ethical standards on t h e  part  of the a p p l i -  

cant  as well as sound financial status. Obviously, most 

companies have been able to m e e t  these requirements although 

C ~ ~ n o n w e a l t h  Trus t  Company a p p l i e d  fo r  admission and was 

ref used. 6 

The Associat ion has  t h e  r i g h t  to expel a member by 

the s c t i o n  of the Executive Cornrnittee and there is provision 

f o r  a hearing of the institution involved. It has not as 

yet  expelled a member. This power of expulsion is con- 

sider;7bly weakened, however, by  t h e  inability of t h e  Assoc- 

iation to fq ree  a member carnpany to fol fow any particular 

! ~ a l i c y .  T1ii.s de f  i c i e n e y ,  in cornp2;ny with the admission 

s t a n d a r d s ,  lessens  the a h i f i t y  of  the association to provide 
" 
/ 

rornprehensive self -r l r g u l n ~ i o n  f o r  t h e  t r u s r  industry. 

The Association b a s  b t : m  asked f r e q u e n t l y  t o  make sub- 

m i s s f o n s  to various governments on rnany subjects and it; has 

s a i d  t h a t  "in matters of importance to trust companies 

g e n e r a l l y ,  var idsua government depar tments  have indica ted  a 

6 Duncan Crux. 

7 
The factual f n f o r x 8 t i . m  on the Assaciztion was pro- 

v i d e d  by X.F. ::.Nelson, Cxezutive Director ,  The Trust Campantes 
Association of Canada, August 1 4 ,  1967, 
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strang prt ference  for dealing with the Association rather 
8 than with individual curn~anfes.~ This may well apply out- 

side of g r i t i s h  Columbia but, wi th in  this provfnce, the 

regulatory authorities p r e f e r  t o  remain as remote as  possible 

•’ram the provincial  section of t h e  Association, 

The responsibility for supervision is therefore thrown 

squarely back a t  the  government t h a t  con t ro l s  these companies. 

The need for  this supervision was c l e a r l y  rccognised by the 

originators of the Trust Company Acts and prov i s ions  were 

made in t h e  A c t s  for it, In so doing,  it was made evident 

t h a t  t h e  fiduciary nature  a•’ t h e  trust company business 

requires m ethos quite different from t h a t  of the t y p i c a l  

industrial corpora t i3n .  The basis aE this distinction is 

the fipr i n c i r t l e  t h a f  a t r u s t e e ,  generally speaking, ought ,t:, 

be detached,  independent  and p ruden t  on t h e  merits of every 

case  t h a t  is subn i t r ed  t~ !? jntOH 
9 

T h i s  concej-rt of t h e  trust cormany business has been 

~ngraincd i.nt 7 t h e  managen~ent of t5c  o lde r  con:-jnnies to 

such an ex t en r  t 5 a t  t5ey h;!ve been c r i t i c i z e d  f o r  t h e i r  

: t L t r a - c ~ n s e r v ~ ~ t i v i s m .  P r e s e r v n t i o n  of c a , t i t a l  h a s  been 

t h e i r  over-riding concerii, r a t k e r  than t h e  growth of c a p i t a l ,  

and newer ~rlr2~7alt5 2 s  h;tve 51.:ght  t h i s  zttituie w i t h  some 

k,enef i c j  ,>I cf f e c t  s .  ~;ever t l -~ebcss ,  t f l c i r  a g g ~ ~ s s i v e n e s s  does 

prrse :~t  new ~~noSl_cr ,s  t n  t b r ~  st,~;:c r v i s o r  y .33?hPr i t  i g ~ ,  Oni3S 

8 
Submi. ssii;ri of "he 'Yrus; Cimgtanieti h s s ;x ia t ion  of 

Canada t r?  t h e  ::oyal ( ;or~d.ssi  31; 2n l?,ai~Icint, anti Finance. - A. 62, 

9 
T r a n s c r i p t ,  p. 3533. 



Several examples of these have  been given in preceeding 
b 

pages. As y e t  n9 sound method has been developed In B r i t i s h  

Columbia for  meeting these changed condit ions but it should 

be apparent t h a t  undue restrictions would on ly  r e t a r d  

innovatim 2nd lessen corn yet it:?)^. The solution l i e s  in a 

thotou~h understanding by t!:e s u ~ e r v i s o r y  authorities of the 

t a d u s t r y  which  t h e y  a r e  .-ttem;scing t n  c Q i i t r ~ ~ l  and by a forward 

: , joking nppronch t o  its problems and p o s s i b l e  contributions 

t o  t h e  eenrimy. 





s t  : )a r t l cs  litsy sexve a usef:11 f ; i n e t k m  in t??e  econoniy and 
- * 

5- :uli- kt? enc~t ; : -a&ed t c  $ 1  -?\n7 .:,r.t.i;i?in; strct- g ~ ~ w t t s :  is soundly 



Finance c~tupanies in Canada wexe subjected to little 

i n  &he way of direct government regulation other  than the 

requirements of the Corporations Acta ,  the ~ecurities A c t s  

and t he  Small Loan Act until a few years ago when two 

major forms of regulatim were implemented. The f i r ~ t  was 

a number of fitruth-Zn-lending*t a c t s  which were designed 

p r i n c i p a l l y  to make t h e  consuner more aware of the cost of 

h i s  borrowed funds. The other  form of regulation which 

h a s  been implemented recent ly  involves a new approach to 
2 t h e  financial reporting of finance companies. In a more 

general sense, ~hough, t h e  i n d u s t r y  has been controlled t o  

a cons iderable  extent by monetary policy on interest rates 

and availability of funds. 

The r e g u l a t o r y  p rob lem with finance companies is very 

d i f f e ~ ~ n t  t o  t h a t  encountered with trust c x p a n i e a .  Because 

vost of t h e i r  c a p i t a l  is ra i sed  from professional, or s t  

Least experienced inveacors there  h a s  not  keen t h e  same 

emphasis on assu r ing  t h e  solvency of t h e  coxpanies through 

n ~ i n i m w n  c a p i t a l  requiremerlt s, ticerising, Sranch restrictions 

and investment p o l i c i e s .  In s t ead ,  regulation has been 

advocated primarily t o  increase t h e  efficiency of the  capital 

n ~ r k e t  through full and continuous d i s c l o s u r e  of their 

2 There 3 s a lso  fede ra l  and provincia l  legislation 
w i t h  r e s p e c t  t o  sale of goods, consumer protection, bankruptcy 
and cr inl inal  law t h a t  is app l i cab le  to finance coqainfeg, but 
t h i s  is beyond t h e  scope s f  a paper which  is considering these 
intermediaries from the economic viewpoint. Mortgage broker 
legislation in Ontario and some other provinces has also 
introduced s o m e  regule tion and supervision i n t o  t h e  seead 
mortgage f i e l d ,  
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financial posi t ion,  and through meaningful disclosure of 

their financing charges. ~ h e s e  forms of regulation are 
closer to the concept sf competitive market farces 

operating between part ies  with approxinrately equal begain-  

ing  power in  an atmosphere of complete knowledge, unf imited 

entry and mobility of resources. The v a l i d i t y  of roo muck 

reliance on t h i s  theoretical model i s  questionable unless 

greater responsj b i l i t y  is imposed on aud i to r s ,  secusrity 

dealers, directors and management. This is being done i n  

some par t s  of Canada but a s  y c t  only a1)plies t o  B.C, cam- 

panies attempting t o  ra i$e  f u n d s  st operate outside the  

province. 

Entry  and Branchinn 

Entry into the f inance industry i n  Canada is restr icted 

only by the licensing requirements ,>f the Small Loans Blc-t 

but these axe not proh ib i t i ve  because the Act  i s  designed 

mainly t o  impose r a t e  regulations, not to r e s t r i c t  entry, 

A license is granted if the Minister is satisfied as to the 

experience, character  and genrr 81 f i t n e s s  of the sponsors, 

The standards employed by t h e  Kinfster in t h i s  regard are not 

known but judging by the number of licenses, they are not 

difficult t o  meet. MQ finance cornpmfes a r e  subject t o  

m i n i m u m  cap i t a l .  requirements or to r r s t r i c t i m s  on branching, 

Consequently new entrants have entered t h i s  industry eas i l y ,  

a t tracted  by t h e  h i g h  p r o f i t  margins of p a s t  yeaxs and the 

small s c a l e  of operations on wrlich i t  was possible t o  break 

even. As neither of these  conditions exisr to the aam 



degree to-day, many firms have since left the industry or 

diver  sif ted into other f i e l d s .  3 

Theoretically, t h e  freedom of entry and ex i t '  that is 

characteristic of a competitive industry provides goods and 

services t o  consumews a t  the  laweat possible price by the 

elimination of inefficient firms and excess p r o f i t s .  In the 

r e a l  world of the finance industry however, freedom of entry 

has introduced strong price competition into the area of 

business tending but it h a s  not caused any noticeable reduc- 

tion in the rates charged to consumers. The cause generally 

given far t h f s  phenonemon is t h e  rate cansciousneee o f  

business borrowers in contrast to the relative rate ignor- 

ance a d  indifference of consumers. On t h i s  basis, the 

f inance companies have been able to supplant price competition 

tn personal lending by non-nxice competition in the form of 

extensive branch expansion and saturation advertising, with 

t h e  socta l . ly  undesirable result o f  raising the cost  structure 

of the industry. 

Freedom of e n t r y  has a lso  been of doubtful benefit to 

consumers because it tnz ellowed a nunbey of "f rings operators* 

t n  enter t h e  industry who engage in questionable lending 

practices cnd charge exhorb i tant  ra tes  on t h e i r  loans. Sev- 

e r a l  of the  leading firms in the finance business strongly 

objected to being c la s s i f i ed  w i t h  these companies and advoc- 

a t e d  the licensing o f  financing companies to provide a means 

of controlXFng t h e  iadustry. It has a l so  been suggested by 

3 Changes in the  cost structure of the industry are 
elaborated in  Paul k'. Smith, Consumer Credit Cost ~ 1 9 4 9 - 4 9  
(Princeton, %.J, : Princeton University Press, 1964). 
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some industry representat ives  that  the wax4 u f i n ~ c e t '  or 
"acceptance' in a companyt s 'name would only be permitted 

when the supervisory authority i s  satisfied with the bona 

f ides and financial s t a b i l i t y  of the applicants.  4 

Source of Funds 

The acqui s i t ion  of funds i s  e major and continuous 

problem for finance companies. In general, t h e  companies 

are secondary intermediaries, raising the larges t  percent- 

age of the ir  funds in the central financial markate and 

from other financial intermediaries,  Equity capital and 

same long-term d e b t  i s  so ld  to  the public  but most of their 

funds come from banks, trust and loan companies and cor- I 

porations, i n  t h e  short end, and from insurance companies 

and pension funds, in the long end. However, any generaliz- I 
I 

ation is open to  question because the L i a b i l i t y  and equity 1 
I 

structure of these  companies, a s  shown in T a b l e  13, and I 

I 

the source of their funds vary widely depending on the type 

of business, t h e  size of the company and t h e  degree of 

domestic ownership. This is a nationwide pattern so that  

l c x a l  companies show similar characteristics to comparable 

companies in other  areas .  ~ 
There i s  Li t t l e  or no gmermen t  regulation of their 

liabilities, other than the prohibit ion of deposit-taking I 

for companies licensed under the SmaZi Loans Act or for 

corporations operating i n  Ontario. Reputable companies 

4 Ontario: F i n a l  report o f  the  Selecr Committqe a•’ the 
Ontar i a  Legislature on Consumer C r e d l t  . Sessional Papex 
(NO. 85) p oro onto: Queen's Printer,  1965), p .  18, 



TABLE 1 3  

Canadian Sales  Finance and Consumer Loan Comanies 

Source and Use of Funda 1960-1966 

(Millions sf Bollars) 
- 

Use of Fund8 1960 3961 1962 1963 1964 1965 1966 

Cash 30 
Accounts and Notes 

Receivable 20b9 
Other Current A s s e t s  - 
Investments: 
Canadian Debt 
Issues 1 00 

Canadian Preferred 
& Common Sha re s  - 

Foreign Seem i.t ies F! 
S u b s i d i a r y  6 A f f i l i  - 

~ t e d  Companies lnsd 
Other 2 8 

TOTAL 2 3 2 2  

S9uuye of F a  

&.inp, Parent and 
~ f f  iliated Cat s 36 2 

S h o r t  -Term Bank 
Loans 28 1 

S h o r t  -Term Loans 
& tu'stea 54; 

3 t h e r  Current 
L i a b i l i t i e s  9 1  

Long-Term Debt 623 
Unearned Income tmd 

V t h e r  Deferred 
Cred i t s  1. 39 

O t h e n  L i a b i l i t i e s  - 
Shareholder's Equity 

P a i d - I n  Capital  167 
Retained Earnings  113 

TOTAL 2322  

Source: Dominion Bureau of S t a t i s t i c s ,  Business Financial 
S t a t i s t i c s ,  Selected r ' i n a n c i a l  Institutions, quarterly. 



t f  2 

f ravt- g e n e r a l l y  ccansider t.6 t!zz;t t.j. e acce?tanre c ~ f  deltosi t s  

vould creste l i q u i d i t y  ;)roblens f o r  them, apart from the 

f;ict t h a t  t h e  Cct~npar-iies A c t s  do not clearly authorize t h e i r  

accen tance .  Prudential Finance was one of the few larger 

comnanies t h a t  d i d  v e n f u r e  into T h i s  f i e l d  bu t  the dangers 

i ere  so apparen t  t h a t  t h e  i h t a r i o  Government bamed them in 

1962  in tt:c Depos i t s  Regu l r~ :  ltw A c t ,  T h i s  ingenious organ- 

ization t3cn i s s u e d  s b w t - t e r m  r x o m i s s w y  n p t e s  with demand 

p r s v i s i a n s  ~ ~ h i c h  urectptitared Eurther legislative res tr ic t*  
5 i o n s .  Severa l  H.C.  c'-m;>anics a r e  s e l l i n g  ~it . ' , . t  with dernalld 

&?ox t g ~ g e ,  w @ T ~ C  i n t : ~  b 3 l l k ~ \ ~ i ? t ~ ~ *  w i t h i n  the 1 (+st- year p a r t i a l l y  
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lhese  mortgages have an mt:ra.:,e l i f e  of l e s s  than two years  

mil c h e i x  in teres t  r a t e e  vary from 157 to 25'Z. The cmnpanyts 

funds have been reised y r i n c i p ~ i l y  in the f ~ r n :  of e i g h t  per 

ren t  investment certificates t h a t  a r e  redeemable a t  any time 

a f t e r  twelve xonths  upon demand but  awe not redeemable within 

six months. Between s i x  m o n t h s  snd 5 year a f t e r  t h e i r  issue 

thc7::e is a redcuiptisrm penalty of f i v e  percent .  There is no 

. n a t u r i t y  d a t e  on t h e  c e r t i f i c , ~ t ; e s ,  Deposir insurance on 
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~ ~ t ~ i t y  r a t i n s  usually b s v c  ax; i t : t t j a l  yrovifio t h a t  common 

s h a r e s  and suxplufi may s u p p d r t  an equal amount of preferred 

s l ~ ~ r r s  and t h a t  the t o t a l  sharei-ir>lder s f  equi ty  may in turn 

s u p D o r t  arm equal art:ount of unsecured d e b t  or debentures, 

This base c a p i t a l  can then be leveraged by issuing four times 

t h a t  t o t a l  in secured deb t .  ? ' h i s  s ~ n i c ~ r  cnpi t a l  may t a k e  the 
7 f.-irm nf bank l o a n s  or securrt'. i iotcs cf aliy tc- 'rm. AS a 

I! 
h l y  t h e  most: cf~.:wnt:t?-y restri:t-l :;its bnve itcen 

mtntictszed. .-;I: hex s c , r m  'on:.) f'riunt, ? r e  ? - R E  LGS : i m i t i , ~ 1 g  debt t9 
;: ~ > e r c c m r u ~ e  .>f  net u i r c u l  i l l ; ,  c - 5 c , i = t  .i, f i t s : :  eci rn ings  a v a i l a b l e  
f -,r i-nterest r.<.pe--tt S ,  n ~ t  knr t h ;+;w ~on;tl~jn s5aseholdew s' 
equity. AS ;,la ~-xat.:yi e ,  see  ~uXijcrce~~ -!. -- : :-.e innual  Report, 
t h e  IAC G r  ~ 1 %  ,-JF r ; o r r , . ~ , a ~ ~ ~ . ~ ~ ,  :9 f th ,  ?I,. Lf:-". 
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a s  ultimately t h e  company can only grow through an increase 

in its base c a p i t a l .  If it $attempts to increase the  base 

through excessive use 6f unsecured debt, the cost af its 

borrowed funds'must  increase rap id ly  to compensate n w  

lenders for t h e  added r i s k .  There is also the possibility 
t h a t  these funds can only be invested rapid ly  f f  the 
company lowers i t s  rates  to customers or increases daater 

commissions. The re su l t ,  in any event, is likely to be a 

narrowing of t h e  d i f f e r e n t i ~ l  between net revenue and total  

c o s t s .  9 

The primary form of d e b t  for  all finance companies is 

bank loans  and t h i s  may be t h e  ~ n l y  farm f o r  companies too 

small to ra i se  funds i n  t h e  cap i t a l  market. These Loans 

are drawn down from bank Lines of credit whFch the cow- 

panies establ ish  to  ensure their  1 i q u i d i . t ~ .  The banks charge 
# 

interest on t h e  balance outstanding and, in ai;dition, may 

require a compensating balance 3n d e p o s i t  w i th  the bietnk and 

a starldby fee on unused lines of c r e d i t .  

The rate  of interest  charged by the  banks was h e l d  t o  

a maximum of 6% by t h e  Bank A c t  u n t i l  this yeax when a 

revised formula plus a per iod  of h i g h  short-term rates 

ra i sed  the  c e i l i n g  on bank i n t e r e s t  r a t e s .  The prime bank 

rate i s  still. 5 . 3 / 4 %  bus t h e  rates t o  f inance companies have 

been raised in many cases. The largest  of the locally- 

incorporated eompsnies, for example., now pays  just over 62 

on its bank Loan but i t  nust maintain a 10% compensating 

-I- -L 

9 A more d e t a i l e d  exposition of t h i s  restriction ie 
given in Canmiitan ~ c ~ n o m i c  Reseer eh Associates, Sales nmcg 

(Toronto: The Ryerson P r e s s ,  1958)fJpp.56- 

5%. 
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balance  w h i c h  brings t h e  e f f e c t i v e  r a t e  up to  more than 
I 

6.6%, while one of t h e  l a rger  local  mortgage financing 

c*xnpanies pays only 6% on i t s  bank loan and maintains no 

com?ensating balance. This latter company has also been 

a b l e  to increase its bank l i n e s  to the equivalent of approx- 

imately 20% of its current and working asse ts ,  and the terms 

on which it draws down i t s  bank l i n e s  have been made mwe 

f l e x i b l e .  Smaller finance co:npanies have had the rates on 

t h i r  bank borrowings raised t o  t h e  7% t o  8% range but they 

a r e  seldom asked to maintain cornpensating balances, because 

of the relatively insignificant amount involved. 

T h i s  rel iance on t h e  banks for  their basic financing 

places t h e  coriipanies in the anamolous position of being 

competitors on rhe asset s i d e  arid dependants on the lis- 

bility s i d e .  The finance co rn~an ie s  have lost business to 

t h e  banks, w h i l e  nr  the same t i m e  they have had their  

c r e d i t  l ines  c u r t a i l e d  t h x o u s h  t he  banks diverting loanable 

funds to t h e i r  own l end ing  o p e r a t i o n s ,  The s i t u a t i o n  has 

been further c n m p l i c a t e d  on t h e  occasions when t h e  Bank of 

Canada has chosen t~ r e s t r i c t  ox a s s i s t  t h e  a c t i v i t i e s  of 

t h e  finance companies by o p e r a t i n g  through t h e  banks. In 

1956, i t  r e q u e ~ t e d  t h e  banks to freeze their lines to the 

finance companies, while in 1965 it authorized the banks 

to act  as r; form of lender of l a s t  resort  t o  finance com- 

panies caught in  the a f t e r m t b  of t h e  d e f a u l t  o f  Atlantic. 

To offset this dependence on the  banks for funds ,  and 

to lower t h e  cost of shor t  term xoncy, t he  finance contpmies ' 

became t h e  f i r  st substantial borrowers in  t h e  money market 

and are s t i l l  t h e  l a r g e s t  s i n g l e  g r m p  of borrowers in tha t  



117 

market. About 8045% of f i n a n c r  company paper i s  placed by 

money market d e a l e r s  and  ch i r t ered  banks. The balance i s  so ld  

by d irect  placement and t he  trend i s  to increasing reliance 

on this method, following t h e  example of the u.s.A. where 

about 65% of a 1 1  paper is hand led  this way, 

The long-term secured r m t c a  of a finance company are 

s o l d  mainly to institutional i n v e s t o r s  such a s  insurance 

companies, trust  companies and pension funas. The maturity 

dates vary between f i v e  and t w e n t y  y e a r s  axad t h e  cost of 

these funds  r e l a t i v e  t o  bank l o a n s  and short-term paper 

has  varied wide ly  over the L a s t  decade. In 19.57 long-term 

nqtes actually c o s t  less th,qn bank loans, 2nd about the samr 

as short - term notes, but t o d a y  the re  appea r s  to be about a 

one percent  spread between bank Lines and Img-term nates, 

and about one quarter per { ent  more hetween short-term and 

long-term notes, 

Subordinated d e b ?  in t ' . e  form of debentures is sold to 

b o t h  institutional i i ~ v e s r o r  s n r d  i n u i v i d u a f s ,  The term is 

normally f r o m  fzve t o  fifteeik y e a r s  and t b e  r a t e  is about 

one eighth to one quarter ~ f :  lms-- percen t  k i g h e r  than the rate  

on secured long-term d e b t .  

Equity c a p i t a l  f g r  t he  f i nance  i n d u s t r y  has  generally 

been provided by the i nves t ing  p u i . l i c  t o  l a r g e  companies and 

by management and i t s  associates to s m ~ l l c x  comnanies, The 

return oa this investment was sufficiently h i g h  u n t i l  1865 

to at trac t  risk capital i n t o  t h e  industry but  conservative 

investors  have, w i t h  a fek: exceptiolis, av.cllcled t h e  industry. . 

Even t h e  investing p u b l i c  has  oril y s p a r a d i c a l l y  considered 

tha t  the equities of finance cornparlies possessed e i ther  

growth potential or secur i ty  o f  incmr: and capiral .  



Since 1965, o n l y  one f inance company in Canada, Industrial 

Acceptance Corporation, has  'been able to hold f w d 8  ar a 

reasonable c o s t .  I t  is a l s o  impossible at t h i s  time to 

determine what t h e  c o s t  of new funds would be to a finance 

company if equity were sold t o  astute investors, because not 

one company h a s  attempted t o  r a i s e  funds  i n  tkis manner for 

two  years.  

The collapse of Atlantic Acceptance had a profound 

impact on the cost  and s u p p l y  of: funds  to f inance  companies, 

Trrnp~raxi ly  not even some of t h e  f a r y e s t  and most reputable 

companies were able to borrow funds on anything approaching 

a reasonable bas is .  The char tered  banks, who normally ac t  as 

a s o r t  of lender  of f a s t  r e so r t  to the  finance companies, 

were a l s o  slow t o  respond to t h e  emergency. Although the Bank 

of Canada had imrr iedia te ly  increased t h e i  r 1enc;ing a b i l i t y  

and encouraged them t o  accommodate cxedit-worthy finance 

companies, the  banks took sa meny weeks t2 approve inexeases 

in c r e d i t  lines t h a t  they proved themselves to be unfit for 

the task .  

The c r i s i s  g r a d u a l l y  subsided but t h e  flw of funds t o  

finance companies slow~d tlwm d r a s t i c a l l y .  American buyers \ 

are atill noticeably a b s e n t  from s mnxket in which they were 

formerly large participants. And t hose  b u y e r s  who have returned 

t o  the market are  asking a r i s k  premium t h a t  is treble what 

it was t w o  yeaxs ago. F r m  1959 unt,i l  June 1965, the spread 

between t h e  y e i i d  on 91 day treasury b i l l s  (which can be 

considered a pure rate) and tbe y i ~ l d  on 90 day finance Company 

paper a v ~ r a g e d  about 0.52, never exceeded 0.75% and occasionally 
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comnletety disappeared.  f 0 Guring c h i s  p e r i o d ,  there was a l so  
1 i t t l e  d i f ference  among t h e  # r a t e s  p a i d  by the larger companies 

o ther .  then Atlantic. &ow even t h e  l arges t  and most soundly 
finance company, Indusrrial Acceptance Corp. Ltd . ,  pays 

1.60% more on its long-term d e b t  and 1.65% more on i t s  

short-term paper than Canada issues of a similar term. Other 

companies pay a var ie ty  of higher  r a t e s  depending on t h e i r  

c r e d i t  r a t i n g .  T h i s  ckan;,e i n  investor  preferences is a l m  

notice~bac i n  the terms for which money has been avai lable ,  

For many months a f t e r  the d e f a u l t  of ~tkantic, Traders Finmce 

Go., mother  l a r g e  finance ccmtpmy, could on ly  borrow for 

terms of six, eleven and twenty-one cays. There is con- 

sequently an e n t i r e l y  new structure emerging in the nioney 

market ,  one based. 0x1 appwai sals  of individual. companies rather 

than industries, a i d  h i t h  P m2re conservative aaseseatent of 

the r i s k e  involved.  

The 5.C. companies ~7ko have attempted t o  r a i s e  funds in 

rhe  capita: market in t h e  last two years have been seriou6Ly 

af fec ted  by these  devbloprnent-s z l s o .  Not cjnly has the xate 

a t  which t h e y  can barrow r i s e n ,  but borrowing; of any kind 

h a s  been m ~ d e  extremely d i f  f icuft. In an attempt to  make 

t h e i r  securities more a c c e p t s b l e  to investors, some of the 

companies have adopted nowe stringent and f a i r l y  uniform 

accpunting methods, r e s t r i c t e d  t h e i r  lending operatians and 

increased t h e i r  w r i t e - o f f s  and rkserves against losses. 

These measures have cut sharply into assets and profits but 

they appeor t o  have bten a necessary operation to es tabl i sh  . 

the creditworthiness of t h e  companies. 

" ~ r e e n a h i e l d a  Ltd . ,  Current  Honw Market - Rats%. 





Corpor;>$:to:a 2nd t!lc ;?~pvj.o;j:: rnp;;;.z<-!mcni: 9ve.r ffie c;t.scli>ni of 

i n e ~ r p a r ~ t . i n ~ ,  n bznk t o  restore t 5 ~  2rL>wth  e!c>nsnt to t h e  

~ o q 3 a n y  w h i c h  t:n3 bpen 1 ~ 9 t  whi?n the h ~ n k ~  ~ i - ~ k c r t d  t h e  consumer 

11 J 2 ,  j .  ji: Conf ieence,  p. 5 ,  
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L xnance csm?anies t o  ?recent  needless  des t ruc t ion  of cap i ta l  

' ialues, loss of incme t .2  i4ves tors  and imnairment of con- 

f idence in i i q o r  rant f i n n j ~ c i a l  institutions, 

Tkc l a r g e s t  l o c a l l y  operated company is F i r s t  ~ational 

b:x tgage (1962) Co. Ltd . ,  a holdin!: cwmany w h i c h  ac ts  as a 

f inancial  medium f x a fully i n t e g r a t e d  r e a l  estate group. 

k b s u t  3 2 m f  its mortgage p x t f o l i o  i s  invested in first 

,-,?ctrtga;;cs, bu t  its main lc-noin; ,  a rea  i s  secmci mortgage 

l ~ a n s  which a r e  subordinate; :  t s ; ~  f i r s t  1n3rtk;ages granted by 

i n s t i r u t i m a l  Lcnders such  z s  insarance  c:?npt-:;lies and trust: 

gage i s  1 i r n i C e c . i  t . 1  a n:axirni.m of 35% of t h e  appraised value 

of t h e  n r o p e r t y .  

F i r s t   tiana anal has  2 1 ~ 1 3  feZr t b e   effect:^ ~ 3 f  moaetaxy 

~ ~ ~ n c j i t i o n s ,  although its n c c m n t i n g  T7ractices are  considered 

to be s ~ u n d  and i t s  losses have Deer, neglidible, The cost 

of i t s  money ~ F I S  not  r i s e n  jirei-ztly in t h e  p r s t  two years.  

A $1 nillion cehenture  issue w a s  s o l d  in June 1967 at a net  

cos t  of 7.92%, o n l y  C 1 . 3 6 ~  ? j i g h e r  t b a n  t h e  p rev ious  i s s u e  i n  

Jtlne 1963, w h i c h  is a r easonah le  incr e~r,ei:t c m s i d e r i n g  t h e  

increase  i n  i n t e r e s t  r a t e s  g e n e r a l l y  d u r i n g  that time. The 

effect of public scepticism of finance coxit,anies was f e l t  i n  

t h e  a l t e r n a t i v e  way of availatility :>f funos. For t w o  years 

this company and i t s  underwriters f e l t  t h a t  funds  were not 

a v a i l a b l e  at a re8sonclble c o s t  a d  so First hational was 

compelled to restrict its financing o p e r n t i m s  through lack 

of funds. 

In strange c a n t r a s t  t o  these twn well-known and 

e s t a b l i s h t d  f inance  comnanies, raaliy s~ial.2.c'; f inance  cmpanfcs 
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have o i fe red  secur i t i e s  t? the public i n  t h e  l a s t  two years 

w i t h  arriazing success. These  carnpanies have chosen to s e l l  

t h e i r  s e c u r i t i e s  d i r e c t l y  to the public,  r a the r  than through 

underwriters, and t h e y  have raised SLUGS which range from less 

t han  a m i l l i o n  d o l l a r s  p e r  company t o  over four  m i l l i o n  

d o l l a r s .  

The S e c u r i t i e s  Act a l l o w s  a company to employ sales 

personnel w i t h  a l imi ted  s e c u r i t i e s  l i c e n s e  to s e l l  t h e  

s ecu r i t i e s  of t h a t  company. This system of direct s e l l i n g  

of secur i t ies  t o  t h e  ~ u b l i c  b a s  c e r t a i n  advantages for the 

cornFany but may be open t o  some serious objections from the 

p u b l i c  s t andpo in t ,  kkmber s of t h e  Investment Dealers 

Associa t ion  have been c r i t i c i z e d  for  r e f u s i n g  to under- 

w r i t e  new or  small comnailies, and the re  i s  l i t t l e  doubt 

t h a t  t h e i r  record i n  t h i s  f i e l d  could be improved. On the 

other  hand, t h e  record of c m p a n i e s  who have sold s e c u r i t i e s  

i n  recent  y e a r s  w i t h : ~ u t  t h e  ass is tance  of an underwriter i s  

even w w s e .  Very f e w  of t h e s e  comr,anies to-day have a 

lnarketable  s e c u r i t y  which is s e l l i n g  c lose  to its issue p r i c e .  

The Use nf Funds 

Finance com!>a:lles i n  total empl3y a m a j o r i t y  of t h e i r  

funds i n  the consumer s e c t o r .  A t  t h e  end of 1966, according 
12 

to Table 7 ,  personal  non-business loans cmnprised 69.4% 

of total balances w t s t a n d i n g ,  37.6% i n  t h e  form of instalment 

l oans  and 31.8% in t h e  form of cash loans. Wholesale loans, 

c m p r i s i n g  21.4% o f  rbe t o t a l ,  a re  loans extended by sales 

finance campanies to dealer s or r e t a i l  se l lers  to finance 
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t h e i r  inven to r i e s .  The  belgncc of 19.2% cons is ted  of business 

I .  Total  loans h a s  mme t h m  doubled i n  the decade due 

xninfy  to t h e  f a s t  growth  rate occur r ing  in cash loans.  

The r a t e s  charged by f i nance  con?anies on t h e i r  lending 

ope ra t ions  a r e  regulated 3nl-y i f  t h e  a::iounts a i ~ d  charges 

come within t h e  p r o v i s i m s  of the Small Loans Act, a dfs- 

crimination which i s  based  -m t h e  ph i losophy  t h a t  excessive 

r a t e s  should not  be charged t o  necessitous borrowers. T h i s  

f3rm of p r i c e  contrql was accepted,  b o t h  within and without 

t h e  indus t ry ,  as  s e r v i r y  a s r ~ c i a l l y  necessary purpose, but 

t h e  Superinte~ideti t  a•’ Insrirance h a s  s tated t h a t  i t  does 

penal ize  t h e  smaller companies because t h e  r a t e s  were set 

with no s n e c i f i c  c ~ r r e l a t i o n  t.1 the  C O S ~  s t r u c t u r e  of t h e  

indus t ry :  

It would seem t h e t  t!?e tnaximum r a t e s  now prescr ibed  
requ i re  a leitder t 2  have a cms ide r ab l e  volume of 
business i n  order t o  o p c r a t e  successfu l ly .  This  s i t u a t i o n  
i s  no t ,  however, unique i n  t h e  small Loak1c industry.  
1 t h i n k  i t  i s  observable i n  many areas of ~ u s i n e s s  
activity. Again i t  p o i n r  s up scmet! ing of a dilemma 
for t h e  l e g i s l a t u r e s .  If t h e  maximum r a t e s  a r e  s e t  
high enough t o  p e r m i t  smal l  operators t o  make a p r ~ f i t ,  
t h e y  a r e  p robab ly  a t  a l e v e l  t3at enab l e s  t h e  l a r g e  
nationwide c?ncerns t l  nskr n s t i l l  h i g h e r  return.13 

T h e r e  i s  no rcqiplatiwi of t h e  r a r e  charged 3n t h e  sub- 

s t a n t i a l  amount of personal  loans f o r  sums i n  excess of 

$1500, nor for personal l:ans at r a t e s  of l e s s  than 1% per 

month, i n s t a h a n t  f inance  con t rac t s '  or business loans. A S  

T a b l e  lb i n d i c a t e s ,  t h e  finance companies have genera l ly  

b ~ e n  ab le  to charse h igher  r a t e s  than t h e  banks, a fact that  

h a s  been a t t r i b u t e d  ts t h e  d i f f e v e n t  r i s k  grade of borrowers 

13~onsurner C r e d i t  i n  Canada, p.  130. 







-1:ust t a k e  Legal a c t i f> i i  -m '22s own. Because very few people 

1cil.1 gs tq this t r o u b l e  and expense, there  is little LikeLi- 

hood of many finance comnanies being charged under the Act. 
16 

The l a rger  E.C. companies have r e c e n t l y  w e  greater 

e f f o r t s  t o  improve their c r d i t - g r a n t i n g  stnn!hwds and 

. :~13 . c+c t i  In ;~racr i<:es .  It see.qs doub t fu l  however, if these 

i b t , c l  h i & t : d & r d ~  h a v e  been a d ~ p t e d  t o  any g rea t  extent  by 

~ o s t  04 the smaller companies ~ h 3 ,  f o r  compe t i t i ve  reasons 

:ind t b ~  grea te r  c o s t  of t h e i r  funds ,  a r e  t e m p t e d  i n t o  higher 

risk. 'ihey a l s o  appear t o  l l i c k  t h e  b u s i n e s s  acumen of some 

of t h e  b e l l - e s t c l b l i s h e d  cnx;;-,$liies and cowniit e r rors  which in 
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d e f a u l t  In i t s  c c r t i f i c n t c s  k ,G,>vember 19CG, t h e  company 

h ~ d  $21 3,000 in cash, S504,QCfO in smsll and tnostly residential 

-'nTtgages, 2nd $1,90q,Opfl  i n  mor tgages nn Slumber Lodge % t e l s .  

The l a t t e r  mortgages had keen made a t  t h e  f u l l  cos t  of  t h e  

motels so  rhe re  was :In e y u i t y  beneath t h e m .  khen t h e i r  cash 

f1o.h; f e l l  i n  t h e  win te r ,  t b ~  i m t e l s  d e f a u l t e d  on their 

excessive d e b t  burden and St~wling, w i t h  little o t h e r  income 

t-o f a l l  back ?n, defaulted on its d e b t .  
1 7  

Unl ike  mony o the r  f i r r z A : c i a l  i r i s t i t u t i o n s ,  there a r e  no 

l e g n l  rc~ql3irer;rent s r e g 3 r d i n p  c ~ s h  r e se rves  o r  l i q u i d i t y  cover. 

The respsnsibility f o r  v i n t a i n i n g  sdequate ? Y  n v i s i m  of this 

nature  h 2 s  ;,t-raerally h c e r ~  l e f t  t o  t h e  c ~ m ~ - r ? n i e s ,  sometimes 

with f a t a l  r e s u l t s ,  T h c  amount ~f L i q u i d i t y  x e q u i r e d  by a 

company de?-:nc:s m the  s t r u c t u r e  of i t s  rnaturin;  a s s e t s  and 

Liabilities. For  e x a n p l c ,  a m r t g a g e  cornnany such as Sterling 

Pacific t h a t  sells investment certificnres that: a r e  casba  b l e  

an derna~~d Qr s k ~ r  t ~ 9 r i c e  Y t q i ~ j  r e s  cqns idc  r o b l p  gree ter  liquidity 

than a c ~ ~ ; : : r i y  ~ u c h  : s F i r s t  hc l t i ona l  ? b a t  ! ~ J P  publicly 

h e l d  s e c u z t t l c s  b l i t h  deina:d p r 3 v i s i s n s .  'IS pl-ltwide some for% 

ot reserve,  t h e  z . m p a i ~ l e s  of t k c  former t y c .  se t  up a c a s h  

reserve  eciu&i  to 3.5% of t - k e i z  s u t  s t a n c i n ~  c e r t i f i c a t e s ,  which 

i s  h e l d  in trust- by e t r u s t  co:n:,any. The  cefault of 

1 7  
T h e  e l a b o r a t e  s a l e s  b r o c h u r e  of Sti-lrling Pacif ie 

made these s ta tements .  " S t e r l i n g  Faci  f ic Martgage Trus t  Fund 
thus gives t h e  p r i v a t e  inves tor  aZi t h e  advantages avai lable  
t o  t h e  1 ~ r g e  finpncial i n s t i t u t i o n s ,  namely broad diver-  
s i f i c a t i o n ,  s a f e t y  of ca? i t a I . ,  exce l len t  income and expert 
management ." A f e w  2,gges further on, it asked  the questfon 
"Is t h i s  a s a f e  investment? P o s i t i v e l y ,  because investments 
are  secured by h i g h l y  selected mortgages w h i c h  do not exceed 
t h e  c*mservz t ive  z -? r tgage  va lue  of the propextf  es involved.* 



much ~ R S  heen d ~ n e  a b ~ u t  it. 
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r- >ome R.C. companies s r e  equally deficient in providing 

reserves f31 investment losses,  e s p e c i a l l y  i n  view of 

t h e i r  predi1ect i :m f o r  s e c ~ n d  m C  third mortgages and 3ther 

h i g h - r i s k  psper .  The l a r g e r  companies like Lsurenti.de, 

Corontat ion and Tommonwcalth, hsve alded substantially to 

t h e i r  reserves in t h e ' l a s t  year. F i r s t  N a t i m a l  has a 

mortgage reserve  of one q u a r t e r  of m e  percent of its p o r t -  

f o l i o ,  a l t h o u g h  t o t a l  l o s s e s  s ince  t h e  companyls inception 

have been only  $5000. In c o n t r a s t ,  most smaller companies 

have not established any reserve f o r  losses and few of them 

disclose such inforrnntion 9r-i t h e i r  belance sheets.  18 

From t h i s  survey of t h e  r e g u l a t i o n s  c u r r e n t l y  a p p l i -  

c a b l e  t o  f i n a n c e  cmqanies  i n  a r i t i s h  Columbia, f t  is 

appprenr rh ,? t  t h e r e  cre m m y  pans ~ n d  insufficiently 

regulated a r e a s  and unfor tunc. re ly ,  su-ervision over these 

i n s t i t u t i o n s  i s  a l s o  f a r  from adequate. These cond i t ions  

e r e  not p e c u t i ~ r  to R r i t i s h  Columbia, b u t  t h a t  is not a 

cmvinc ing  argument for  t h e i r  e x i ~ t e n c e .  

18 
American finance crlmpenies generally maintain reserves 

for tosses et 3-4% o t  grass notes xcceivaoie.  John &. 

Boyer, J r . ,  jnvestment A n a l y s i s  and Management, (Nmewood, 
Illinois: pichard D. Irwin, Inc.,  3rd Ed., 1x6) p ,  380. 



'I he Supexvisisn .J•’ Finance C o m w t i n i e s  

T h e  conce?t of supe;v:sinc fincnce CTmpanics in any 

comnrehensive way i s  j u s t  beginnins  t~ rackieve coherent f o r m  

I n  Canada. T b e  f e d e r a l  qmernment  h2s s u p e r v i s e d  t h e  small 

l o a n  conua:~ies  to s n m e  extc.-A+ s ince  19LO b u t  tbc; 

- ere  ? e f t  to i n a i v l d - ~ a l  c i s c r e t i m  w i t h i n  t h e  fr~mework of 

t b e  exfscing c ~ . v i l  anr' c r i n i n n i  law.  i h e n t s  w h i c h  were 

d e ~ c r i b e d  in ti;e y r c v i w c  c h a n t e r s  i n d i c a t e d  t h a t  t h e  economy 

!:ss i i i ~ t  ahways  bene f i t ed  ~ Y Q K  c h i s  f rc&m of ldction so t h a t  

r5c  p r e s e n t  cunc e rn  i.2r k r e a l e r  su: jervis ion of t h e  f inance 

c :mpanies  is .rnc;i.r s t a r i d a b l e .  

13reseilt l y ,  what  sunel  v i s m n  t h a t  e x i s t s  i s  fragmented 

cmong s e v e r a l  t r a d e  associ~tions and among government agencies 

a t  b t h  t h e  f e d e r e l  anrl nrw;r:cir.l l e v e l .  T h e  p r i n c i p a l  

self-regulat ~z y r-lj,encit-s 11-i t h i s  :?Tee a r e  t b c  F e d e r a t e d  

Cnunci! ol 1c.s f. i n ~ n c e  Comr:anics and t h e  C a m d i a n  Cnnsunler 

! aon , ' c s - > c i a t i o n  w h i l e  government s u p e r v i s i m  o n e r a t e s  th rough  

t-hc v a r i o u s  7;.~3viricir?l s e c u r i t i e s  c xnrnissionc cis well a s  

t h e  l ede ra l  Cep~xtment of  I,n~uxance. In t e r m s  of the per-  

cen t age  nf a s s e t s  controlled hy these  v a r i o u s  organiza t ions ,  

sunervi  s in r i  i s reasonab ly  cnmpr chensive. !lowevex, each 

s u n e r v i s c r y  h i d y  h a s  different aims., d i f f e r e n t  powers and 

l i m i t e d  scoy;c. Furthexmore, f-here axe s t i l l  m m y  small 

finance companies who escape completely from t h e  purview of 

these r e g u l a t a r y  bodies.  

T h e  l t c e n s e d  small loan companies r ece ive  t h e  mast 
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Super i i i te i~i ient  of Insurance,  h a s  s t a t e d  t h a t ,  in h i s  opinion, 

T think i t  i s  f ~ i x  to say t h z t  there  is l i t t l e  or no abuse 
1 ~f t-kc torrnwcr in t h e  a r e a  c w e r e d  by t h e  Act."  Examinetions 

annual r e p o r t  of t h e  Deg8rt1xene -.dds 2 r e r t l y  t o  p u b l i c  know- 

ledge of t h e  i n d i ~ ~ r r y ,  h u t  it ;s d ta fec t ive  in t h e  sense t h a t  

t h e  Sunerinrendent o f  I n s u r a n c e  is n o t  c h a ~ g e d  with super- 

s i a e  ?f t h e i r  spc:  a t i m s .  

S u n e r v i s i t n  of a t h c r  f < j ~ r n s  ~f f i nance  cnmpnnies  by 

c;atcrnment s is presently cnnfj.ncd t:> t h e  a s p e c t s  of their  



1 
p e f o r e  o f f e r i n s  t h e  securities to t h e  pcblic. It is import- i 

B 

~ n t  to r e a l i z e  t h a t  such a c c q t a n c e  does not mean t h a t  the 1 
3 

Commission has passed any Juddment on t h e  viability of the 

cormany O r  t h e  wisdom of jts f i n m c i n g  plans,  2 It must a l s o  

a o p l f e d  t;, rill conpanics b i h ~  f i It? ~ Z - ' D S : ~ C C ~ U I S ~ S ,  regardless 

ci:e by r h e  v e r y  nattrre o f  their. business 4: f f e r e n t  to a I 

aar  ked degree% f rnm t h e  u s u a l  fnlustria: coxpanyau3 The 

?'The + ' n t z r i n  Securicy C,hm;i ssism '-ns rcfuned t r r  a c c e n t  
a nrospec tu s  f ~ r  • ’ i l i a &  wFen t h e  Fndicstct l  resouxcts of t h e  I 
company were l n s u f f i t i c n t  t~ accomnlish rhe  : ? b j e c t s  indicated 

i 
i n  t h e  p rosyee tu s .  If t f s e  5.C.Sccuxities C G ~ ~ Z  4 ssion refuses 
a pr5spec tus ,  t hc  g r ~ t m d s  f o r  rc-fus;:l a r e  r;:)t published. 
Therefore p u b l i c  i n fo rms t i3n  is n o t  a v a i f 3 b l e  on the degree ' 

3 i5ullcti.n of f i n t 8 r  i f )  Secur i f  i c b  i . m r 2 k ~ ~ i ~ n  fa- 
L P E 7  (Taronto: ?ur'c-ir's i r  i n t e r ,  IgfT), 11, 20, - 



1 ~ 4 t  ye,-ii ,  d u e  within tl-;~ next  two y e a r s  anii Cue after  that 
I 

..rri::J. :hey  nus t  a l s o  t , rwi Je  a l i q u i d i t y  schedule showing 

i t s  i2s4ets which m t u r t -  h i t h i n  twelve nmnths and its liabilities 

w h i c h  become i>aytible i n  Chat t i m e .  Any deficiencies in the 

flow ,>f this ' L i q u i d i t y  , x s t  be p o i n t e d  o u t  and justified, A s  



i he  economies of sca le  ,792d t h e  coatpet i t ion f o r  business 

among c~nderwri tews .  ? h e  y u b l i r  b e n d  its because an underwriter 

itc~rlnc7lly weighs new i s s u e s  sa t h a t  securities are d i s t r ibuted  

4. 
T h e  3 : : r ; ~ 4  i? Sec:$r i.t t c_r Ccr:rn?s..~i ,-n :Til.xmi3ed in January ' 

t k ~ t  ,ti1 it:;k,rtrmt additt311 t I:.; ;'\;ties l i j n L i  be to ~ e g i s t e r  
and x e g ~ 1 2 " ~  ~ : I ~ C ~ : . ; T ~ ! - C Y S .  T h e  {;m:3i3sis;; $ - d i l l  devef oy a 
r . ~ l i c y  m t5e st-andarc's t h c t  i;l:ist l e  , , , r r :p*=ct~~ed 5y registrants* 
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. +. ';> ., 5 c:;-eqsny selling its :;t\m s e c u r i t i e s  d i r e c t l y  ti-, tile 
L 

r ! i i b l i r  w i t h  KIQ re ference  t? h i s  educational c;ual i f  i .pe t ions*  

ke>;e i!eEl C O ~ I S ~ ~ F U E ? ~ ~ ~ ~  X3f b' FrQne to misstatements and 

cxaggcr-rated c l a i m s  of r h e  ; ? r e s c x t  and fu ture  value of t h e  

::e!c:.-lrjt";e,cj t l%!cY A : . - - i . ~  -.. ,J. 5uch . - : i i s r i .prssenta t ion  is 

: ; , ? r ~ i c u l . s r l y  ..:c-lrious %,;hifi it ~ i e l u d e s  l . : e ~ i l l e  ;,.Lth IjLmited 

i r lc: l i l lcs  ';;* ? i e v i n g  ci:$:: t b - r ; * -  . ,. . .. 1',::3611;.>: I$ $ec;;,r 

. . .  :ell J i,: , P,::. , j, 2.1 ,: n~?; i t \ j t , j  :>f.i *.-::.?~j.. r:!?lv&r,cy i. 5 a s  assured as 

'./..L:.-!; r;.f chi: 1 ; : p : ~ ~ t  = C : ~ S <  ; : . t : . : ir . . i , lE:;  .:,z t ; ; ,~tg~!.+ Xoal.1 e m p a y ,  

is d " , f _ ! ' ~ - . + - '  Lhs,j.r tc :;;:j3 k,.!,,*t!.:e.. L,,;>;--.... ... 5?.i'  -,, J .%.  .' a .- s!::>iilrf be 
, . 7 .  .' r-l:;: :. t>:t 4 5 ; 5 i;:~,:t!-,,,<: .,;: f 1,:. 1. >I=;;; : !.;,yitis, bur j f t b e  Sectlri t  ies 

:;sn:~issj..?n c:>rlt i f i u e ~  t,.i ,?:.;.:?$\ j . C  ?n the  I T ~ E S ~ * ' ? ; ~  scaf.e, it 

.-:p 
* .  . , i i~;c ::'.ev?"Lc;. ,~ftt!:l"l:;n r..: ,<i;;:.?;-;lsifii <!lese cc'>m?jznies, 

? . h i s  wijuid s cquirc  an .:;.i>tiz>.t~ntecl s t ~ f f  f : . l i ly  qualified in the  
* * I .  ; ~ " . i ? p x g x s ; " -  i ~f :-:.Jc:I I..rstles .'!w h r i i  st-ence t!izl- tb.c coia~7ani.e~ 

rm1>3rjy c:>m:.setex-t ~ O V ~ S . : ~ L : S  r ~ ~ : > ~ i ; ~ ! c t ~ d ~ d  by trhc Coi~~nf ssiiln 
t' 

, : I . c L : - L ~ ~ :  ,- f iiilli_; 2 ; ; ~ i . ~ ~ ~ ~ . ; t ~ ~ e  ' r t : j . . ~  i ;>tee:: j;i.-+hed W E ~ S  us& by 



c n - o y e r 2 t  it2n x i  t h t h e  Su?ur intendent qf  Insurnnce i n  policing 
5 

the ~ n i i i f l  Iozns busrntss, and i t s  members t a k e  an active 

5 The jteyal Corn~iss iun on Bankin, and Finance, p .  203. 



T h e r e  h,ss been ci-rncer n cx~~resset l  in recent  y e z r s  a s  
t o  t h e  r e s p o n z i b i l i t y  n f  the d e a l e r  i n  t h e  placement t ~ f  
ti?e sccur i t i e s  :!i "ne;tx banksw. The pressure  exex t e d  
within A f i r z ;  t a  secure f bnds  fo r  3 cllc:nt have, undoubtedly, 
resulted in tl-c p l a c e m e t ~ t  of secuxi t i e s  ::f dubious qualf ty. 
i4e bel ieve  t k ; ?  t r h e  I rrvestment dea ler  ri~ust. bear respansi- 
b i l i t y  f o r  t h e  quality %?hen t h e  investing cllent is not 
in a p o s i t  ion t o  judge t h c  c r e d i t  risk. The sophist icated 
inves tor  requires im such p r o t e c t i m ,  ? t  is the  belief 
o f  tlhir i i s s m i ~ t i - o r :  tt),tr any r u l e s  or r c  uf ations in '8 t h i s  r e s p e c t  can  h e  e e s i l y  circusvented. 

6 Erief fi? t h e  kuys2. Com'~iissi:~n on m d  Finance, 
submitted June 1962 by t h ~  Tnvestmenr D ~ a l e r s  Association of 
Canada, Appendix "H", y a r d .  S f ? .  Near-banks were defined as 
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From t 5 i s  loEt,y pfnnac;e, a 1 1  b ? ~ t  one of the money 

market  j obbe r s  f e l t  j u s t i f i e d  i n  offering t h e  paper of 

Ait-1 s n t i c  r".,cce;>tance. T b e  c o d  idence nf t h e  investment dealers 

h a g  since been shaken and s t r ingen t  new r u l e s  have been i n s t i -  

t u t e d  with t h e  ass is tance  of t h e  Federated Council of Sales 

i*inancr  Cnmpanies. ;hese tw ; r g m i z a t i o n s  developed t h e  \ 
Canad ian  g a l e s  Finance I'oxrn Repor C, a t h e r w i s e  known as 

( 7 )  S t & t e n e n t s  of p o l i c y  ~ n c ;  d e f i n l t i ~ n s  i 3 f  terms used. 

a l l  g the r  institutions which receive d e p ~ s i t s  (sometimes with 
chequing ; * r l v i l e p e s )  clnr!/or m,ike Loans as r'or example t r u s t  
companies, wY,rtgage loan  con;7-anies, c3isscs ;tnysulaires, credit  
u n i ~ r r s  ~ n d  ~ Y T ?  some r e s p e c t s  ;?f t'7eir r>per;:ti~,ns, finance 
comnenies, small loan coq-anics ,  p r  o v i i ~ c i a l  and municipal 
aotrernunsnts and i n d u ~ t r i : ~ l  ccmmerci  corporetiono. 
,J 



In addition t o  t h e  a:muaL r e l e a s e  of Cansaf, t h e  safes 

f inance  companies  must: a lso  ipravide annual  audited statements 

,-*ad semi -annual r e p o r t s  known a s  t h e  Robert Morse Questionnaire, 

a form deve loped  i n  the %-iited S t a t e s  and used widely there 

f o r  many y e a r s .  ~ y - l a w  #25 of t h e  Investment Dealers Associ-  

a t i o n  now prohibits a mernbrr f r m  raising Toney, as p r i n c i p a l s  

or agents ,  f o r  sales  f i nance  cmpa~ i i e s  which f a i l  t o  p r ~ v i d e  

t h i s  n z i i l i r r u m  arneunt of 1tifr3r~riation.  

An i~.l?-?ortant feature o f  these requirements i s  t h a t  t h e  

cow~anies  a r e  required t l  ex:>fain f r i l l y  and define t h e  b a s i s  

~ r l  whicb  t:l-rey ctmr\ i le  t h e i r  o : , e ra t ing  f igurer ; .  This is 

cxtrezel-y S31partont b e c a u s ~  t h e r e  axe  \ ?c ry  f e w  othex businesses 

in which i n ~ i  s t o r s  must r e l y  so h e a v i l y  on f i n a l l c i a 1  r e p o r t s  

a s  i s  t h e  c a s e  w i t h  finance cumpanies. The asse ts  of these 

companies ci)nsis t  almost: e n t i r e l y  of i r t t a n g i b l e  p r . ~ m i s e s  t o  

pay ,ind t h e  whole s t r u c t u r e  of f i .na i ic ia i  ob l iga t ions  crea ted  

by these companies r e s t s  t~n the qudlity cf t h e i r  i n i t i a l  loans. 

I n  a d d i t i o r r ,  e a rn ings  a r e  computed by a c w m l i c a t e d  s t a t i s t i c a l  

process  wt-:ch i s  seldom understood by ir tvestors and i n  which 
*,\ Ll.c+3irl~etnent .- - , h a ~  crmsiderable  1 a t  i t ude .  3Ps it- thcxctf o r e  e 

++imptc aatcer co report  more favourable earn ings ,  depending 

on t h e  manner i n  w h i c h  f Pnancs charges a r e  talcen into earnings, 

losses  a r e  e i t h e r  ~ h s o r b e d  or  defer red ,  loqs reserves  are 

set-up and uncollected incercst  is c a p i t a l i z e d  or charged 

, f f .  

The requirentenrs ~ l s o  seek t o  i n • ’  lusncc t h e  borrowing 

cmpani.es t ~ i t h  respect  t~ t h c  r o l e  anti r e s ~ o n s i b i l i t y  of their .  
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7 1 :  p c t i c e  of w h i c h  some have  been g u i l t y  in t h e  p a s t .  Atlantic's 

auditors, for exanple, weueba  l a r g e  and prestiguous f i r m  but 

' ) > e . y  accep ted  t h e  statement prepared by another auditor for 

twa major s u b s i d i a r i e s  k h c r e ,  a s  it t u rned  ~ u t ,  the most 

sex i o u s  f i .nancial  ~ r ~ b l e r ~ : ; :  l ~ y ,  The senior partner  af this 

second accounting firm was t h e  rec ip ien t  of G loan from 

Ati;3ntic,  and w a s  P d i r c c t r ~ r  of a coln?a,;y t h a r  dealt with 

,at1 2nCi.c. E e  h a s  s ince  b c c i ~   tit Lctcd of  tdvas i jm s f  income 

~;:..t?a; and  h ~ s  been expclicr  f x m  t b r  T17stitute a• ’  Chartered 

Accsunrants,  while another : iawtne~ ~n t b e  r,all;e firm has been 

rirled u ~ i ~ o c e p t a h l e  to sulmir.  f l lings To t h e  Onta r io  Securit ies  

w~nlr i : ig  w i r h  t b e  Canadiclr! Consun~rr  Loan $sc .zc~at ion t o  publish 

;:n annwi s t  ritistic2! Fact  b<r.,k. arid it ",s f ir lancing an academic 

resecdrch p r o f i r a m m e  i n t o  t b ~  f i y ! d  of cnnsuntr c r e d i t  in Canada 

t o  c!titeruiine, ~ . t ~ t P o r i t a t i v t ; Z y  and objecrively, t h e  role  of 

c r e j i t  i n  t h e  m c f a 1  axd ecoaomic l i f e  2 f  C ~ x ~ d i a n s .  

In annwx~cing  t!-is ~ r ~ g r a m i e ,  t h e  P r ~ s i d e n t  of the  

Council a d d e d  chat  r h e s e  measures t o  ;>romore h i g h e r  standards 

i n  t h e  industry d~ no t  ?rettl.;;d t x r  e l i m i n ; ~ t i .  risk o r  to 

supplt int  t h e  need f s r  judgment on t h e  p a r r  of t h e  public, 



safeguard investors from all risks. No form or law can 
be devised which will pr'eelude, for exanple, a planned 
s c t  o f  fraud. It should a l s o  be emphasized that  corporate 
s t a t i s t i c s  are  not s u f f i c i e n t  to  reveal t o  investors 
what must be the f i n a l  c r i t e r i o n  of cornorate soundness - 
good management. Corporate s t a t i s t i c s  k u s t  always be 
measured against t h e  known competence, experience and 
integrity of the rnanaeement of t h e  companies under review. 7 

 everth he less, t h e s e  new requirements f w  the financial 

reporting of  sales f i n a n c e  companies should increase  the 

efficiency of t h e s e  com5ani.e~ as f inancia l  intermediaries. 

It will take several years  ta determine i f  this amount of 

d i s c l o s u r e  i s  adequate and adjustments in the requirements 

will have to be made from t i m e  t o  time in response to new 

developments affecting t h e  industry. Governments will a l s o  

undoubtedly be under pressure from t h e  public to widen the 

scope of t h e  regulat ions to include other  forms of finance 

companies. Ontario has  c.311siclered doing so but is present ly  

s t y m i e d  by t h e  problem of x t u a l l y  defining a finance company 

For regulstory Durposes. 

E a a m h i l e ,  there  i s  no explicit supervis ion of finance 

companies i n  3 r i t i s h  Cnlunbia. The m a j o r i t y  of  finance com- 

p a n i e s  who operate s o l e l y  within t h e  province are nat subject 

to supervision from any source. The provincial government 

h a s  not e s t a b !  ished a supervisory budy or armounced any 

regulatory policies to control these companies other  than the 

disc losure  requirements on Lending charges. Some of the sale6 

finance conparties and el1 of t h e  mortage finance companies 

a r e  not mexbors of se l f -regulatory  organizations and most of . 

7 
{a!. Y. Evans, Press  Conference, National Club, Toronto, 

J u l y  5, 1967. 
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t h e s e  cozpanies have not hzd t h e i r  securities underwritten 

by an investment dealer. The t o ta l  responsibility for the 

supervision of these coxpanics therefore  lies with the pro- 

v i n c i a l  govaxment , 



Conclusion and Recommendatfong 

The t r ~ ~ s t  cotnps~ii.8 and finance companies opoxating 

in British Colvrrtbia have a significant conrr i b u t  ion to make 

t ~ x ~ a r d s  t h e  s t a b i l i t y  and ~ r n w t h  of t h i s  economic region. 

Their contribution will not k . t  optimal, bowever, unless they 

;we under presc ien t  and cr'l i g h t e n e d  r t = g u l a t i m  by the 

~ r m i n c i s l  Govr?rrmcnt, 1'7 ~ ! : I ! - F . ,  t h e  Government h a s  neglected 

its resyonsitflittes i n  t h i ,  f i e l d  and t h e  consequences can 

be seen ?n t h e  Z O W  p r e s t i g e  of the local c a p i t a l  market and 

rnany of its Ein~nciol iust Ftutions. 

?ke b a s i s  f o r  t + i s  ,:ttitude is d i f f i c u l t  t n  determine 

because  cf t h e  lack of n u b l i + h e d  i n f o r m t i f ~ n  and t h e  eura of 

o'c,i;curlty f l , s t e r ed  by t t . u  G ~ i ~ ~ l * t ~ ~ , t ~ i t ,  If t h e r e  i s  a policy 

Jn t i~ese  m a t t e r s ,  it i s  a n o l i c y  ~f - 3 G f u s c ~ t j . m  as f a r  a s  

t h e  p u b l i c  i s  cwcerrred, Yct , , . m y  o f  the defects could be 

rect  if id wf th cr>ra;?i3rative ease;  others may require greater 

research  i n t o  t h e  ranificztions of p o s s i b l e  c w r e c t i v e  

Ficesures. i n  any case, workable p o l i c i c s  a r e  not beyond the  

~ h i t i t y  of a r e g u l a t w y  agency s ta f f ed  by :~ersonncl of a h i g h  

cz l ibre  and charged w i t h  t h r  c ,mt inuous  supervision and 

review of these institutions. 

& E  an initial step t o w h r d s  a new upproach to  f inancia l  

Fntermediar ies, t h e  Governn~cnf should f o m u f  ate  an economically 

tenable concept of t h e  r o l e  of finance in ecnnornic dewl .ap-  

ment . A t  t h e  present :i~fie, t b e  f r o k i n c i s l  Government appears 

tq base  i t s  monetary volicies on i d e a s  Cexived from Social 



1 Credit easy money theories, on oppos i t ion  to a central 

bank employing orthodox manqtary theory, and an the direction 
of t b o  f l o w  of f u n d s  hy n~nmerket forces. ~inanciaf i n t e r -  

t?:edinries operating under these conditions are unlikely to 

fulfill their function of channelling savings into t h e i r  

m s t  productive uses a t  3 minimum c o s t ,  

In a r s p i d l y  g r w i n q  and  Frospercus economic region 

such  AS B r i t i s h  CoLumbis, the conditions are ideal fgr t h e  

g r o w t h  and ~rofitability of the intermediaries, providing 
,l 
L 

t h e y  are ~ d e q u e t e l y  regulated, B x i  t i s h  Colunibia h a s  had 

t h e  h i g h e s t  average w a p  am1 ~ a l a r y  r a t e  in Canada for many 
3 yea r s .  It has a h i g h  r a t e  of c a p i t a l  formation, population 

4 increase  and gain in grosc provincial  product .  Moreover, 

t h e  province is in a r e l a t i v e l y  eavLy s t q e  of economic 

devel-opment compared to fi province such a s  3ntauia. This 

f a c t  is apperent in f ~ s  ~eliance on c a p i t a l  imported from 

outside the province far t h e  development of its reeources, I 

Financial intermediaries can pl-ey an important p a r t  in this 

~ ' rocess  by taking t h e  financial liabilities of local spending 

I - 
1 C.H.Bouglas, Socia l .  C r e d i t  (London: Eyne and S p o t t i s -  I 

voode, 1933), W .  A .  kutte, Douwlas Sociel C r e d i t  for Canada 
(Vancouver : Soc ia l  Credit Publishing Co. , 1934) .  

L Cf. California Banking in a Growing Economy,: 1946-1975. 
Ed .Hyman P .  ?insky (Gerkeley, C a l i f  : Institute of Business 
and Economic Research; University df California, 1965). 

'~anadi~n Statistical Heview (Jttaua : queen8 s ~ r i n t e r )  . 
monthly. 

4 - 
h r i t  i s h  Columbia, F h a n c i p l  and Economic Review, (Victoria: 

Queen1 s Pr inter)  1967. 



units into their portfolios arid thereby waking them nationall 
I 

accep t ab l e .  The intermedisries, in so doing, provide an 

important source of f i n a n c i n ~  for l o c a l  enterprises tha t  are 

still t o o  small t o  t a p  t h e  nat ional  c a p i t a l  markets but who 

make a worthwhile contribution t:, the growth of t h e  provincial  

economy. 

To perform t h i s  f u n c t i , ~ n  of c a p i t a l  importation, the 

Einancial instruments t h a t  are generated within the province 

otust be w i d e l y  accepted in Canada, and to some ex ten t  also in 

the Unfteci  state^. T h i s  a c c e p t a b i l i t y  i n l p l i e s  t h a t  secur i ty  

i ssuer s in ' Z r i t i s h  Columbia m u s t  conform to standards and 

requirements which a r e  demanded of them by these extrapro- 

v i n c i a f  sources of c a p i t a l .  

The  Pr~vincial Government can assist tke financial 

intermediaries in t h e i r  v i t a l  r o l e  o f  c a p i t a l  importers by 

encouraging uniformity i n  t h e  regulatory framework which 

encoripasges t h e s e  institutions in a l l  p a r t s  of Canada. This 

is now beirig sttaincd to some degree thr- ,ugh t h e  supervision 

of t r u s t  companies by t h e  Canada Deposi t  Jnsur ance Corporation 

an<! t h e  new B.C.Securities A c t ,  which is rnodclled on the 

l a t e s t  Ontario Securities Act. Wevertheless, significant 

areas arc still subject to d i f f e r e n t i a l  regulation in various 

provinces. The Trust Companies A c t  and t h e  disclosure 

requirements fox finance companies are con~picuous examples* 

T h e  a b i l i t y  of Financiel intermediaries  t o  serve t h e  

economy w3uld also be increased by measures designed to 

improve t h e  e f f i c i e n c y  nf  the local c a p i t a l  market. The 

developing economy w m l d  then achieve a more ~roductive use 
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economic growth by directing fwds to areas that natioaal 

capital markets a r e  not serving sufficiently, such as 

and higher risk industries and second mortgage f inacing* 

Savers would also benefit by receiving higher returns an 

their assets, bath in an explicit price form and in the  

advantages of wider choice and greater marketability. The 
combined resu l t :  for  t h e  economy would be greater economic 

efficiency in the transfer of funds from savers to investors. 

The development of a l o c a l  c a p i t a l  m a r k e t  would also 

strengthen local ly-ot tmed f i n n n c i a l  in ter rnediar  ies and Lessen 

their dependence, t o  some ex ten t ,  on eastern capital markets, 

It would not, of course, isolate them from monetary conditions 

existing i n  the rest  of t h e  country nor enable  them to avoid 

the effects of federal government monetary nolicy, It would 

however raise t h e  p o s s i b i l i t y  of instituting a measure of 

ciecentralization or regional, differentiation in a country that 

is so conspicuously fragmented into economic areas, A 

aevelopment at this nature might  introduce an element of 

iincierstanding and co-operation between t h e  Frovincial Gov- 

t.,rn=ent and the Feder a1 Government on monetary problems, 

As far as t h e  Provincial  Government is concerned, the 

basis for any policy changes must be a new awareness of its 

responsibilities in this area. L.ike all modern governments, 

the Government f ~ f  British Columbia  has  enlarged its role in 

the economic a f f a i r s  of society, but ,  strangely enough, 

little of this increased and sometimes improved influence and 

surveillance has been directed towards such important financial 

intermediaries as trust companies and finance companies. The 

government l t a ~  emphasized come industxf  es which provfde v i t d  
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2nd universtilly used services i n  r e t u r n  for  a monopoly 

right, while virtually i g n o r h g  o the r s .  Publ ic  u t i l i t i e s ,  

for  exemple,have been s major concern of t h e  (ioverment, 

and qui te  rightly so, but trust companies and l i f e  insurance 

companies have received Little attention. Other f inancial  
8 

i n s t i t u t i o n s  such as  finance com~>anies whose opera t ions  

nay a l s o  af fec t  t h e  stability and growth  of t h e  economy have 

been l e f t  t o  the c m t r o l  of t l?e  market p l a c e  and t h e  i n v i s i b l e  

Rand t h a t  p resumably  d i r e c t s  cos t -pr ice  r e l a t i o n s h i p s  in a 

p r i v a t e  ente rpr i se  economy, 

A concomittant  aspec t  of t h e  type of r egu la t ion  which  

i s  favoured by t h e  British Golunibin Governri~ent: i s  its l e g a l -  

istic rz ther  than economic approach. This i.s a common occur- 

ancc  in many o ther  j u r i s d i c t i m s  i n  N o ~ t h  America and the 

bias i s  observable i n  several ways.  The activities of t!?e 

trust companies, for example, are approached primarily from 

t b e  ang l e  of t h e i r  e f f e c t  on p r i v a t e  property.  An economic 

~ tpproach ,  i n  contrast, wou ld  assess tbe a c t i v i t i e s  of t hese  

institutions mainly 3n t h e  b a s i s  of t b e i r  e f f i c i e n c y  a s  

-? l l r )ca tors  of c a p i t a l .  Furthermore,, t h e  gg2vernment agencies 

charged with the r e g u l a t i o n  of these institutions pre fe r  t o  

i c sue  e d i c t s  or s t r i c t u r e s  i n  an a t t empt  t o  c o r r e c t  specific 

abuses  w i t h o u t  c o r r e l a t i n g  these defects i n  t h e  i n s t i t u t i o n s  

and i n c o r p o r a t i n g  t h e  new regulatims into a un i f i ed  plan 

f o r  improvements in the whole regutqtory system. The r e s u l t  

of such an approach i s  a preoccupation w i t h  j u d i c i a l  decisian- 

making and l e g i s l a t i v e  r u l e s ,  a heavy burden of routine 

business, a staff of low calibre and a neg lec t  of i t s  eseential 

planning anti creative funct ion.  
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In co:nparison, t h e  regulation of financial i n s t i t u t i o n s  

which precedes from an economic viewpoint is designed t o  

increase savings and investment opportunities, and consequently 

ra i se  the rate  of qconomic growth by encouraging resouxces 

to  respond ta shf  f ting ecoL-iomic conditions and prospect so 

This form of regulation also recognizes that institutions and 

markets do not always act i n  t h e  pub]-ic interest so that ,  in 

some cases, l e g i s l a t i o n  i s  necessary to remove market impera 

f ec t ions  or  t a  ensure that human weaknesses a r e  not encouraged 

or exploited. Furthermore, a cumperitive market may not 

produce a socially desirable al.loeation of wesources, or a 

sufficiently rapid rate of economic growth, i f  savings are 

being d i v e r t e d  from socially necessary invi-stment to finance 

unnecessary consumption or more profitable i.nvestment. 

The regulatory authorities must therefore a s s i s t  i n  

d i r e c t i n g  market mechanisms t o  o b t a i n  a more optimal con~pasi- 

tion of financial structures. This a b j e c t i v e  requires frequent 

r e v i e m  of p u b l i c  policy on t h e  number, t y p e  and legal powers 

of t h e  f inancial .  intermediaries,  to assist them in adjusting 

to the a1 t e r i n g  needs o f  a constantly  changing economic 

environment. It: also demands recognition of the f a c t  t h a t  

adequate c a p i t a l  markets r equ i re  e f f i c i e n t  marketing agencies, 

a minimum of restraints on investment policies, some pro- 

vincial r e g u l a t i o n  o f  the  mechanism t h a t  s e t s  p r i c e s  and 

widespread in•’ ormation on !>revailing market conditions to 

enable  y i e l d s  t o  r e f l e c t  t h e  f u l l  play of supply and demand. 

In fur ther ing these multifarious objectives of regulation,, 

the Government of B r i t i s h  Columbia is constrained by the con- 

s t i t u t i m a l  framework of Canada and by interj.pvernmental 

agreements on the division of pmers .  : " m y  aspects af policy 
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It i s  t h e r e f o r e  incurnbGnt m the members of both 
industries t o  take s t e p s  to continually saintain and 
r a i s e  t h e  standards of t h e i r  industry w d  thoee stops 
should be taken befare  t h e y  a r e  forced upon them by 
an i r a t e  p u b l i c  ox fin moused government, 

2.The structure of each i n d u s t r y  should be examined to 
determine i f  t h e  degree c f  cornpet it ion is euff icient 
to provide  thesdes i re r :  f i r s t x i e l  s erv ices  a t  reasonable 
7ricc-s,  Ir, t h e  c a s e  ) '  t r u s t  co$:lpanies though, these 
objectives must be w b ; e c t  t o  t h e  consrraint of 
tenr?ering 7,rof-i.t .>r asset, rra~-J.i:nizztirw in ~ r d e r  to 
przvirle far. t1:e c.3~12 it?r~ec snlvcncy af these institutions. 
T h e  tiovcrnxent ::nus? a l  so c o n s i d e r  the long-term advsn- 
tr i6es t1-1 t h i s  e c ~ m  9%. - t C  I.3cp.l -)b-ner,ship or a t  least  
i . ~ a l  dtici .ci,>n-inaking : ~ t  t h e  o o s s i h l e  expense of A 

h i p h e r  :last  structure ic ;>ny ~ n d u s c w y  characterized by 
economies o f  scute .  

Lue :ar $el  y t o  Intt.r i(l,-:b.irl;: d i r  ectctrates and s h a r e  
~ z w r r u r s i ~ i ? ~  i n  C a n ; i c ~ ,  . hl,c ~~~~~~~~y h a 5  m 3 t  had B truly 
canpeti tive f i n ~ r x i a i  syst  e n , ,  n!,r b a s  atiy r e a l  counter - 
nrevall i : ~ g  :::,me; J t - v e  b, r l , t .~ :  ( i s s p i t e  t h e  Fact that it is 
s:, clef i r fy  d:>mirtatstf .  :y 3 f e b  g i a n t s .  3ur nmnol i th ic  
bank in^ system, f ,r c~? i i i r \ !  e ,  h a s  c t e u  in unison on 
n e a x l y  till  important x2tt l i .z  s in t h e  ;>asto Furthermore, 
it h:,:: - > r o b ~ b L y  d e t e s r e t i  i :~ncwdt i r )n  In  the trust industry, 
a l t h s u g h  t h i s  i~ a < ! i f  f : L * l i ! t  f a c t  tr; pinpoint.  It has, 
however, h ~ d  ; c l e a r l y  ~ ! 3 . c ~ e r r ~ i 5 1 e  3nd detrimental 
i r ~ p a c t  on t he f innrice ~ c x : ~ ~ a n i . e s .  The banks have p e r  - 
sistently encroac:hcc t ':,t 1 end ing  oi,erations of these 
c m n a n j e s  by pulling awe:: t h e i r  be t t e r  c r e d i t  r i s k s  
m d  thereby causint? t ! r t  cicte? io rd t ion  9f  t h e i r  l ending  
p x  t f ~ l i o s .  The b ~ r ~ k s  i-a i d  HI SO impeded the  finance 
cumpenies in t h e i r  ~ p t e m ~ t l c .  t o  r a i s e  :un$s by creating 
excessive d e l > y s  in g r a ~ ~ t . i n i >  l i n e s  of credit  and in 
foster ink p u b l i c  c n c r y n  ,v& t h e  quality of finance 
company paper, !t is noteworthy t h a t ,  i n  the United 
States ,  t h e  finance coi>i,lsnies have e Ear more satis-  
factory relationship w i t h  the ct-mamercial. banks and t h e  
l i k e l y  reason is t h e  goad of ,z mnre  c m p e t i t i v e  banking 
system. The Goverrunent rjf 3r itish Cof m b i a  must there-  
firre tear these f x c n r s  2nt.c c~tnsiderst'i-on i f  it atterapts 



Urc:~use trust  c3icpanies  ere r e p 3 s i t o r i e s  of the nation' 8 

sav ing? ,  a s  well a s  b e i n g  c u s t d i a n s  and managers of 
n c c ~ ~ m c l a t  ed f i .nr incia!  a s s e t s ,  t h e  p u b l i c  i n t e r e s t  is 
b ~ s t  served by + s ~ i c  > t i t  <?!- i o g  t"ei  T c~ntinued exifitence 
,. t- t i e ex:: en se of $4 t* d(.,rrrcr 11f ~ o q ~ e t i t i ~ ~ n .  For 
t h i  s re;!son, it i s I m ~ ~ e r , ; t i v i  t h ; l t  t h e s e  companies 
r w i n i  a i i ~  r e s e r v e c  ~ L ~ I ;  n c i  F u t u r e  i n v e s t ~ ~ e n t  losses,  
;-ldt~er t. t o  r n i n i w m  C ~ I - L  t .!I r e q i ~ i  rernent s ,  and heve t h e i r  
f i r , , ? c ~ ' i ~ l  9rilrr i ces  t i*nr.,x:i;l- 1 y suvcrt:.i sed. Branching 
t e s t  r i ~ % t  i >A;,;;, I n  t b r t  c:af;e, ~ C ~ o u l d  'W unnecessary, 
Ch,,-,t,~Z;-t, >:slit ~ c > ;  : :-:Lt. l-,,nt FnuinE t n  stress  t h e  
f i r  1 rr s : w ~ c c i \  : $1: Jnsors, s h > u l t i  pL6ce g r e a t e r  
em;.ij!;,i'xc :>:I t h t  5r;;.:i; t! . i i i c  t . x ; ~ e T i u n c e  r ~ f  p r o s p e c t i v e  
'l!dfl;i: t4:! CTrL. 

- I ~3t i lpaf i i t -~ - ,  147 L. ; n t r ~ s t ,  [ i c  ~ c i  nn such r t s t r i c t i m s  
r r  

t . Li ic '  e x i t .   he ~ ~ v t r n r n t ~ ~ t  s! ~ t l i d  cuntlnue to 
c i l  !3t: L ? lete f t ~ t : f i  ):I. I,) !-,Eli, :~xov"jir lg investo~ s 
!',:vt t~t~etl atale t 3  i,'A i t L  2 ~ 1  ~ n t  e l  1 I g e l i t  q ~ i n t o n  of t h e  
c ~ v w a ~ l y ' s  securities r'.ro,,gh c ; tn t - i :~u~>us  discXosure ~ 3 f  

tl'e ~ .w!~ ; l t ?y '  E a f  f :? i r  S. 

T h e  Government s h o u l d  i ~ r v i s e  report ing  f o r m s  for 
each  t y p e  of f ini: ,~c i a l  i ; ~ s t  i t u t i m  and require quarter ly  
repor t , i i rg on a urki farm accounting bes i  s to enable 
i n v e s t a r  s to make cornpaxi so;~s  wi thc~ut elaborate  adjust-  
mekits. "It is not in the p u b l i c  rntexest for accounting 
permissiveness t;o c r e a t e  in format ionnl  shadows t h a t  
limit r h e  effectiv aess of security nr ices  to mirror 
t r u e  ?erformance. nf Tor c h i s  reason t h e  Governwnt 



s!-ould consider a r u > i n g  h i m i l a r  to that  adapted In 
t h e  Znited S t a t e s  which  requires a l l  csmpaniea t o  
r epor t  to their shareholders  on t h e  same basis that  
they  report to  t h e  ~ o v e r n m e n t . ~  In addition, the 
j.nforrnation should be made easily accessible t o  the 
~ u b l i c ,  not tqu ir  r e l e d  away in s m e  f i l i n g  department 
in Victor ia .  

4,The sources and ~ e t h o d s  of raising funds should also 
be examined to ass i s t  t h c  institutions in their ef forts  
t o  a t t r a c t  funss ;, reasonably  c m s i s t e n t  b a s i s  and 
at- ;f c 7 s t  t h a t  a l I 4 > w s  an ariequate yield spread. The 
t!w p r q f i l e  ~f t h e  l i l 7 k i l f t i e s  shn:rId a l s o  be examined 
t o  a s s u r e  t h d t  a s s e t s  m d  : i a i ) i t i t i e s  %re not mis- 
matched .  Srme s p r i : i f i c  mensureg w h i c h  should achieve 
these ~ U T I W S ~ S  W X I ~ ~ . ;  he r e ~ t  r ictions on uninsured 
demand I i a b i l i t i e S ,  t h e  development of a l oca l  money 
market 2nd h i g h e r  s t a n t l i ~ r 4 s  f v  secur i ty   issuer^ and 
s a t  cs~ncn.  These .ntAac;ux e s  shou ld  increase  p u b l i c  
conf il-ience in these  i n s t  i t u t i n n o  a i d  sa lower t h e  c o s t  
r ~ f  t h e i r  capital. 

5.The investment: p - r o l i c i t ~ ~  ~f t h e  t r u s t  and finance companies 
must be exainineu tl? j e t t r n i n e  t h e i r  financial soundness 
and econxrlic e f f i c i e r l c y .  T h e  t r u s t  companies are  sub- 
j e c t  t o  some irlvt.stment: r e s t r i c t i o n s  which  p r e s e n t l y  
eppesr t o  be both unnecicsaxy and uxmiscs as they farce 
a cirgrt-c ~f s p e c i a l l z ~ t i * > n  on these institutions which 
leaves t hem p r e y  t o  c x t i . n c t i o n ,  t h a t  • ’ 2 t e  of a l l  over- 
fipeci a1  i zed  aniraaL5. ~h pr iar  reaeoning or empirical 
evidence i n d i c a t e s  tl.irt the companies should be bar red 
f x m  lending on tbc .  q e c t r ~ i t y  of t r ~ ~ s t e e  inveetn~ents ,  
for example, :\:ox L?OES t-1-c a b s r : ~ c e  3f a "basketw c l ~ u s e  
in rht.  r5, C. A c t  appeal  ! ., serve e v a l  i d  purpoae in an 
cc.rnortic region wFere e x t e r n a l  f inanc ing  ob new bus inesses  
is r o  necessary t,. t- i7t>>aic growth. 

2 b e  finance cnmpani c E should  be minutely examined 
on r h e  quality of t h e i r  lendinE; pracricea. I f  the 
evidence indicates, as a p p e 3 r s  likely, t h a t  l o c a l  ccxapanier 

8 
United S t e t e s ,  Secur it ics &I<. Exchan,e Cmaission, 

General Rules and Regulations, Securities and Exchange A c t  
of 1934, Rule 1 4 8 - 3 ( b ) .  



a r e  bet  ng : t e u  s is t  e n t  1 y ddrlvcn i n t o  marginal cred i t  
r i n k s  by t h e  banks nil2 e x t r a p r o v i n c i i t i  finance companies, 
t h e i r  investment policies will require  much closer 
supervision to prevent frequent defaults, 

'These reccmnberi(:atians fnx the e f f e c t i v e  regulation 

of t r u s t  companies and f i n m c e  z m p a n i e s  in Grf t i s h  Columbia 

a r e  a l l  des igned  with one c,vt.:,-11 object ive  i n m i n d .  The * 

s t a t u s  and efficiency 2 f  t!-.. I inc!nciaf  institutions in t h i s  

~ r o v i n c e ,  an8 of t h e  c a l t i t a l  ? n & r L e t  w h i c h  t h e y  serve, must 

? e i:rr;?rnved t.,? e n a b l e  tclm t t >  ~ v k e  3 grea te r  contribution 
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