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Chapter 1

Introduction

This paper deals with how financial institutions conduct themselves in meeting
the expectations of the communities within which they function. Canadians
have high expectations of their financial institutions, and particularly of banks.
These expectations appear to be based upon two considerations.

The first is the importance of financial institutions to the health of the economy
and the well-being of individual Canadians. The services that banks, in par-
ticular, have historically provided — as custodians of people’s savings, facilita-
tors of payments and providers of credit — distinguish them from other large
corporations.

The second consideration is the perception that financial institutions and, once
again, banks in particular are privileged institutions that have historically
benefited from the support and protection of governments.

Many would argue that because of these privileges and their importance, banks
must meet higher expectations with respect to their social and business perfor-
mance than other businesses, and even than other financial institutions.

The Task Force believes that a healthy relationship between financial institu-
tions and the communities they serve is critical to a well-functioning financial
services marketplace. Canadians should have confidence that their financial
institutions are contributing to the community in a positive, constructive way.
The Task Force also believes that it is timely to examine this relationship
because it does not appear to be as healthy as it could or should be. As the
financial services sector continues to evolve and as lines of demarcation
between financial institutions continue to blur, it will be important to develop a
foundation for a healthy relationship between the community and all financial
institutions, not just banks.

This paper explores the relationship between the performance of financial
institutions and the community, focussing on how well the institutions meet
community expectations.

The bulk of the paper deals with banks and, more particularly, the Canadian
chartered banks. As explained in Chapter 2, this is because the Task Force
believes that Canadians have higher expectations of the Canadian chartered
banks than they have of other financial institutions. The higher expectations



appear to derive from the importance of banks in the economic life of
Canadians and communities, coupled with the historical development of
Canada’s financial system, in which government policy assisted the develop-
ment of large national banks. To a lesser extent the expectations apply as well
to other deposit-taking institutions, including credit unions, caisses populaires
and trust companies.

As a result of the recommendations of the Task Force and the forces of change
bearing on the financial sector, banks will either lose some of their historical
privileges or share them with other financial institutions. In consequence, the
Task Force believes banks will become less ““special” and other financial insti-
tutions will become more bank-like. Although the paper focusses particularly
on banks, the principles underlying the document apply equally to all financial
institutions, and the proposals and recommendations of the Task Force with
respect to corporate conduct will become increasingly relevant to all financial
institutions.

Public Expectations

Chapter 2 examines the basis for the higher expectations that the public
appears to hold with respect to the performance of banks. The chapter reviews
the privileges that banks have historically been said to have. It argues that
many of these so-called privileges stem from public policy desires to protect the
safety and soundness of the banking system. They confer benefits not only on
the banks but on Canadians generally. Although some of them can be elimi-
nated, many of them cannot and should not be removed. The chapter also
makes the point that removing the privileges cannot remove the legacy they
have left: a strong national banking system that dominates the financial
services landscape. The conclusion is that higher public expectations will
remain, and legitimately so, and that institutions should realize this and
endeavour to conduct themselves in a manner that recognizes their broad
responsibilities to many stakeholders, in addition to their shareholders.

The expectations that Canadians hold of their banks demand responsive
behaviour from banks with respect to both social performance and aspects of
their business performance.



Social Performance

Chapter 3 reviews some areas of banks’ activities where the public has high
expectations that banks will act in a socially responsible way, even if the activ-
ity may not be profitable or as highly profitable as other activities. These areas
include access to basic financial services where the provision of these services
may not be a viable business proposition but where their absence presents
serious consequences for Canadians. The areas include as well the provision
of micro-credit, partnership with the voluntary sector and investment in
communities.

Business Performance

Chapter 4 examines some aspects of banks’ business performance where, even
though the activity is profitable, the community has demonstrated continuing
concern about whether the banks are devoting adequate resources and atten-
tion to meeting the demands that exist. In particular, the chapter reviews recent
practice and some continuing issues surrounding the availability of financing to
small and medium-size enterprises (SMEs), and to firms in the knowledge-
based industries (KBIs) that form the foundation of the ““new economy.”






Chapter 2

Banks and Public Expectations

This chapter deals with:

= the need to re-assess the relationship between banks and the community;
= the basis for community expectations; and
= meeting community expectations.

The Relationship between Banks and the Community

Banks have always had a special place in the Canadian economy. The devel-
opment of a transcontinental Canadian economy was sustained and fostered
by strong national banks. In turn, national policy supported a vigorous,
nationwide banking system through high entry requirements, protection from
foreign competition, and a safety net that protected depositors and sometimes
banks. For long periods in our history, maximum lending rates were regulated;
within this framework, banks collectively set interest rates paid to savers and
charged to borrowers. Until 1980, the banks together owned, operated and
had exclusive access to the national payments system. Whatever the value of
the banks’ privileges today, their strong position in the contemporary economy
reflects the heritage of our past.

This position places banks in a special relationship with the community, more
so than other industries. The community holds higher expectations of banks.
Public opinion research shows that a majority (58 percent) of Canadians
believe that banks have greater public responsibilities than other businesses.?
They hold the banks to different standards and expectations in their conduct
and in their accountability to the local and national communities to which they
belong. Canadians expect to be well served by banks in the normal course of
business. They also expect banks to play leadership roles in their communities.
As stated in the Task Force’s Discussion Paper, “In our society, it is accepted
that ownership of a regulated financial institution is a privilege, not a right.””2

L In a recent survey, 58 percent of respondents stated that they disagreed with the statement, “Banks
do not have any public responsibilities compared to other businesses.”” Only 26 percent agreed and
14 percent neither agreed nor disagreed. See Ekos Research, Public Opinion Research Relating to
the Financial Services Sector, Research Paper Prepared for the Task Force on the Future of the
Canadian Financial Services Sector (Ottawa: September 1998), Exhibit 6.2, p. 41.

2 Task Force on the Future of the Canadian Financial Services Sector, Discussion Paper, June 1997, p. 1.



This special position places banks under closer scrutiny than other businesses.
The Bank Act under which they operate has a fixed term that requires periodic
review and renewal, at one time every ten years and now every five. At critical
times, the Government has commissioned special reviews of the financial sys-
tem — one in the midst of the Depression and the other at a crossroads in the
1960s. Each left its indelible mark.3

A new look at the conduct of the banks and other financial institutions in terms
of their responsibility to the community is now appropriate for several reasons:

= Canada is shifting to an information-based and service-based economy.

The Canadian economy has been shifting more and more to a service econ-
omy. Two of every three workers are now employed in producing services,
many in industries where knowledge forms their most important asset.
Adequate financing for these new industries, like any other, is critical to their
ability to grow and prosper. The granting of credit — the stock in trade of
commercial banks — has traditionally been based on security of physical
assets used to produce goods. Many have expressed concern about whether
banks and other financial institutions can meet the distinctive challenges of
financing this new economy. If they cannot or will not, what measures are
necessary to ensure appropriate flows of credit and other types of financing
to the industries of the new economy?

« The business of banks and other financial institutions is converging.

The financial sector faces rapid change fuelled by new technology, global-
ization and demographic shifts. These, together with regulatory change,
have transformed the financial industry in fundamental ways, linking busi-
nesses formerly confined to separate activities and blurring differences
between financial activities. The changes give cause to reconsider the spe-
cial position of banks in the community. Should other institutions such as
trust companies, insurance companies and mutual funds be subject to the
same expectations as they become closer to banks in their business, or does
the reduced distinctiveness of banks reduce the community’s expectations
of them?

e The relationship between banks and the community is not healthy and has
recently deteriorated.

3 The Macmillan Committee of the 1930s recommended the establishment of a central bank. The
Porter Commission of the 1960s has served as a guide and standard for subsequent reviews of the
financial framework.
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Community support for banks suffered when many small businesses were
abandoned by the withdrawal of credit in the downturn of the early 1990s.
Research conducted for the Task Force indicates that Canadians generally
tend to view banks as responsible employers (46 percent) and good corpo-
rate citizens (44 percent).* However, the public now places low trust in
senior bank executives,> while 44 percent of Canadians feel that banks are
“heartless,”” and almost 60 percent believe that the large banks “exert too
much influence and power in Canada.”®

Banks do play a very important role in our communities. The five biggest banks
are by far the largest contributors to charitable causes, donating an estimated
$78.5 million in 1997.7 Banks are major employers and bank employees, from
branch managers down, have traditionally played leadership roles in commu-
nity activities. Many of the contributions that banks make to the quality of life
are not widely enough known or deeply enough understood. A better under-
standing of the relationship between banks and communities, and areas in
which the relationship can be enhanced, would be beneficial.

The Basis for Community Expectations

Some suggest that banks are effectively public utilities and should be treated as
such. Public utilities offer essential services that cannot be obtained from other
sources; they have natural monopolies that dictate a single provider; and they
have exclusive jurisdiction over geographic areas. In the view of the Task
Force, banks are not public utilities. Few bank services cannot be provided by
others. Individual banks are not granted sole jurisdiction to serve a community
or a defined area.

Others suggest that banks should be viewed no differently from other busi-
nesses, and that the community should thus have no special expectations about
their conduct or accountability. The Task Force does not accept this view. The
charters of banks, their special powers and their privileges have all been granted
by government. Without this framework, banks would be very different from
what they are today. They would not enjoy the same degree of public confi-
dence, needed to hold the public’s deposits, that they now do.

In virtually all countries banks fall in a middle range between public utilities
and pure commercial entities. In all social democracies bank charters are given
by governments, and governments take responsibility for the regulation of their

4 Ekos Research, op.cit., Exhibit 6.1, p. 40.

5 Only 31 percent of respondents indicate high levels of trust in Chief Executive Officers (CEOs)
of large banks, compared with 40 percent for insurance brokers and 59 percent for local branch
managers. Ibid., Exhibit 5.2, p. 39.

6 |bid., Exhibit 6.2, p. 41.
7 Canadian Centre for Business in the Community, reported in the Globe and Mail, January 29, 1998.
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banks, both domestically and in dealings with governments of other countries
in which their banks operate. In Canada, public policies have aimed at facili-
tating the development of strong, large banks with national reach.

The extent to which banks have a privileged position within the economy has
been the subject of debate. The Canadian Community Reinvestment Coalition
(CCRC) argues that chartered banks must be responsible to the community
because they enjoy special privileges.® The Canadian Bankers Association (CBA)
has challenged the view that banks have a privileged position in the Canadian
economy. It argues against any extra accountability for banks as follows:

Canada’s banks believe that their performance should be measured against
standards that apply to all responsible business.... Ultimately, decisions about the
regulation for the financial services sector should be founded on the principle that
private sector financial institutions are businesses, not public utilities.®

The privileges that are generally alleged to be enjoyed by Canadian banks include:

» the wide-ownership requirements for Schedule | banks;
» a restrictive foreign bank entry policy;
» the so-called “too big to fail” doctrine;

e Canada Deposit Insurance Corporation (CDIC) insurance coverage
for federally regulated deposit-takers;

= access to liquidity support from the Bank of Canada;
e access to the payments system; and

< national regulation that enhances banks’ ability to pursue international
activities.

Whether or not these are privileges, they are realities. And these realities are the
results of policies that bring clear benefits to the banks and to the community
at large. In the past these policies have been an important force shaping the
character, size and structure of the chartered banks and their place in the finan-
cial system. Many of them are also the means by which the government pro-
tects the safety and soundness of the financial system.

Some privileges — for example, protection from foreign entry, government sup-
port of compensation schemes, access to liquidity support, and access to the
payments system — could be removed or possibly shared with other financial
institutions without harm to the financial system. Indeed, the removal or

8 Canadian Community Reinvestment Coalition, An Accountability System for Financial Institutions
in Canada: How to Ensure They Meet a Higher Standard of Performance, Position Paper 5
(December 1997), p.6.

9 Canadian Bankers Association, Submission to the Task Force on the Future of the Canadian
Financial Services Sector, p. 45 ff.
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sharing of some of these privileges could bring benefits to Canadians. In many
of these areas, the Task Force is recommending changes which, taken together,
will reduce the privileged position of the banks and lead to more dynamic and
vigorous competition.

Most of these privileges, however, are at the base of a broader public policy
framework. While they might be extended to other financial institutions to pro-
mote competition, they cannot be removed without threatening the health and
vitality of the Canadian financial system.

Even if such privileges could be removed, the strong market position the banks
enjoy today would remain as a beneficial legacy of our past. History cannot be
reversed. And it is the broad sweep of our history that forms the basis for pub-
lic expectations with respect to the behaviour of banks.

Meeting Community Expectations
The special position of banks in our society leads to two types of expectations:

e Banks are expected to play a leadership role in the community, beyond their
narrow business imperatives. They are expected to contribute to enhancing
the quality of life of citizens through social responsibility and good corpo-
rate citizenship, by undertaking activities that may or may not be profitable.

e Banks are also expected, in their business dealings, to support the commu-
nity. No one would ask or expect banks to adopt decisions that do not make
business sense. But there is concern that banks may decline to make prof-
itable loans within the community because the risk-adjusted returns are not
great enough or the administrative costs are too burdensome compared with
alternatives that may benefit shareholders but not other stakeholders.

Expectations about Social Performance

There are four specific areas, described more fully in Chapter 3, where the Task
Force has heard representations about the social performance that many expect
from banks. These include access of Canadians to basic banking services, pro-
vision of micro-credit, relationships with the voluntary sector and investment
in communities.

Access to basic banking services
Access to banking services is becoming essential for everyday living. Most
Canadians believe that it is essential to have a bank account but studies show
that a significant number of Canadians lack one — i.e., are “unbanked.”
Banks, working through the CBA and with government and social groups,
have developed policies that would assist many Canadians to avail them-
selves of basic banking services. Concern with access to branches is also
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growing in importance as banks seek to reduce costs and operate more effi-
ciently, and as further consolidation in the industry is contemplated.

Support for micro-credit
Micro-credit programs are directed at individuals, many of them marginal-
ized, who have business plans, or at least ideas, that may require small
amounts of funding. Often these credit programs are tied to other initiatives,
such as community economic development programs. The Task Force
received a number of submissions about the positive role that micro-credit is
playing and can play in communities across the country.

Relationships with the voluntary sector
The Task Force received a submission from the Voluntary Sector
Roundtable, which outlined a number of ways in which the financial sector
could work more closely in partnership with the voluntary sector in
Canada.'°

Investment in communities

The Community Reinvestment Act (CRA) in the United States requires
banks to satisfy the service and credit needs of the communities where they
are located, in a manner consistent with the safe and sound operation of the
institution.t! It operates by disclosure by banks of lending, investment and
service activities within communities including credit granted to small busi-
nesses. Regulators grade banks’ efforts and the results are made public.
Regulators take performance into account when permission is required to
undertake major transactions or to change powers or structures.

Expectations about Business Performance

Lending to business, especially SMEs, is a core function of banks. Their
relationships with SMEs are profitable for them. There is, nevertheless, a con-
tinuing public concern that banks may not be doing enough to finance SMEs.
The concern arises because such businesses have few alternatives and are so
important to our economy.

SMEs are powerful engines of employment and growth. Their health is impor-
tant to the economic well-being of most Canadians. Within the SME community,
firms in KBIs have particular difficulties in accessing financing, and are critically
important to innovation and Canada’s competitive position.

10 Voluntary Sector Roundtable, Presentation to the Task Force on the Future of the Canadian
Financial Services Sector, April 8, 1998.

1 Canadian Community Reinvestment Coalition, op.cit., p.14.
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The banks’ role in assessing and granting credit creates a tension in the rela-
tionship between bank and customer that is not evident with respect to most
other types of business. The fact that some potential borrowers are turned
down is not, by itself, an indicator that credit markets are working poorly. As
stewards of other people’s money, banks should not lend when the interest
earned will not compensate for the borrower’s risks and when there is not a
reasonable chance of being repaid.

The difficult issue is how to judge whether legitimate, credit-worthy demands
are not being met. There have been a number of studies aimed at detecting
whether credit market gaps exist. Most of these studies have not been conclu-
sive. However, in the recession of the early 1990s, banks tightened credit signi-
ficantly for many SMEs; in retrospect, most observers — including some within
the banking community — acknowledge that there was an overreaction. The
result was that small business lending underwent an intensive review exercise by
the community through Members of Parliament and government-sponsored
committees, with no fewer than four reports on the subject being delivered in
1994.%2 The message is clear: if the public believes that a function as critical as
lending to SMEs is not being done well, it will demand greater intervention in
the business of banks to correct what it perceives as unfair practices.

A further discussion of issues arising in the financing of SMEs and KBI firms is
presented in Chapter 4 of this paper.

12 These were the Report of the Standing Committee on Industry (Berger Committee). Taking Care
of Small Business October 1994; Federal Ontario Liberal Caucus (Mitchell Committee), Report
of the Task Force on Access to Capital by Small Business, August 1994; Small Business Working
Committee, Breaking Through the Barriers: Forging Our Future, 1994; and Industry Canada
(Toriel Committee) Financing the New Economy, June 1994.
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Chapter 3

Public Expectations
and the Social Performance
of Financial Institutions

This chapter discusses issues and proposals related to:

= access of low-income individuals to basic banking services;
= access of communities to services through branches;

= access of individuals to micro-credit;

= partnerships with the voluntary sector;

= investment in communities; and

= a community accountability statement.

Access of Low-income Individuals
to Basic Banking Services

At present, a deposit account that can be used to make payments is at the core
of most people’s needs for financial services. Changing technology in the deposit-
taking industry seems certain to affect the access of low-income Canadians to
financial services. Most changes seem likely to reinforce the need for such an
account. These include the movement away from branches toward services
through automated teller machines (ATMs), the Internet and telephone banking.

For most Canadians, the issue of access to the services of a deposit-taking insti-
tution is not a concern. They have full financial services readily available at a
convenient branch of a bank or trust company, or at a credit union or caisse
populaire. For low-income Canadians, such access to financial services cannot
be assumed. They may lack identification or other requirements for opening an
account at a financial institution; they may be deterred by the procedures to be
followed in setting up an account or finding the best account for their needs;
or they may not wish to have an account because of the fear that their funds
may be seized or their account frozen.



In dealing with the issue of access for low-income Canadians to the services of
financial institutions, this section:

= describes the public interest in access to basic banking services;
= examines the evidence with respect to the present state of access;
= outlines the recent measures taken to improve access; and

= sets out approaches to improving access.

The Public Interest in Access

Access to banking services for low-income Canadians refers to their ability to
receive funds and make payments without undue cost or inconvenience.
Depending on circumstances, this may include the ability to have a deposit
account to hold funds and make payments; the ability to access funds on
deposit without delay, particularly funds that come via government cheque;
and the ability to cash cheques.

Public concern about access to banking services for lower-income groups has
been quite recent, even though the ability to make payments has been essential
in a modern economy for many years. Lack of access may be a greater problem
in the future because of trends in payments technology. Currency once provided
a means of payment usable by all but now is in danger of being increasingly
marginalized. Already certain types of payments are difficult to make by cash.!3
Low-income people may face the need to move from currency to new, more
sophisticated forms of payment, often electronically based, while lacking any
relationship with a financial institution to give them a point of entry.

Even where cash can be used, lack of a bank account may make it expensive
to acquire the cash needed to carry out everyday transactions. The alternative
of cashing a cheque in a local store often requires a minimum level of pur-
chases. Cheque-cashing stores demand service charges as high as 2.95 percent
of the value of the cheque plus $1.99 for each cheque cashed. A single person
receiving Metro Toronto welfare payments of $520 per month, for example,
would pay $208 per year to cash cheques at a cheque-cashing store.'4

The issue of access for low-income Canadians raises the following questions:

e Should ensuring reasonable access to banking services to low-income
Canadians be a policy goal?

13 Options Consommateurs reports that neither Bell Canada nor Videotron accept cash. Presentation to
the Task Force, October 8, 1997.

14 Michael Grant, Canada’s Social Payment Disbursement System and the Financial Services Sector,
Research Paper Prepared for the Task Force on the Future of the Canadian Financial Services Sector,
September 1998, p. 30.
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According to research conducted for the Task Force, a strong majority of
Canadians view it as essential that all Canadians have access to basic bank-
ing services and products. The highest priorities were the ability to cash a
cheque, viewed as essential or important by 95 percent of those surveyed,
and access to a basic chequing account, viewed as essential or important by
85 percent. Though given lower priority, the ability for all Canadians to have
a bank card or to pay bills through a financial institution was seen as essen-
tial or important by 75 percent and 76 percent of respondents respectively.t>

The Task Force recognizes the importance of access to banking services in a
modern economy and the costs that are borne by people who lack access. It
believes that reasonable access is within reach if the government, financial
institutions and social groups treat access as a very important policy objec-
tive and work together to attain it.

What does reasonable access mean in terms of services?

Reasonable access to basic banking services means different things to differ-
ent people. For most, access could be expressed in terms of a basic account
meeting an individual’s need for banking services; this would be available to
all and would be well known throughout the community. Such a basic
account should be defined in terms of the minimum banking services
required in a modern economy.

Changing technology may also affect the public’s view of reasonable access.
Soon, the development of smart cards may permit people to receive funds
and make payments without the need to have a deposit account. When this
happens, the banking services associated with basic access may need to be
redefined.

How should access be achieved?

Only a minority of Canadians believe that access for low-income Canadians
should be ensured by either government (11 percent) or financial institutions
(29 percent) acting alone.'’® The majority of those surveyed (55 percent)
believe that access to financial services should be a joint responsibility of
government and financial institutions. The Task Force shares this view.
Clearly, an important way in which the public expects financial institutions
to make a social contribution is by cooperating with governments to
improve access.

Ekos Research, op. cit., Exhibit 3.1, p. 22.
Ibid., p. 23
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Evidence on Access
Availability of Accounts

Any effort to measure the number of individuals lacking deposit services is very
difficult. Those individuals most likely to lack access to financial services often
do not have a fixed address and cannot be reached by telephone. As a result,
they will also be the most difficult to reach by normal survey methodology. A
U.S. expert on access illustrated the difficulties inherent in estimating the extent
of access problems by citing three sets of data on the unbanked as a share of
the U.S. population. The data give a range that runs from 6 to 22 percent, with
a middle estimate of 13 percent.’

The available evidence suggests that the Canadian problem with access is less
severe. Survey data collected by Environics for ACEF-Centre in 1995 indicate
that as many as 3 percent of Canadians over the age of 18, or some 650,000
people, did not have accounts with financial institutions.'® The data show the
following:

e The share without banking services falls to 2 percent among Quebec resi-
dents. In contrast, 6 percent of the residents of the Atlantic Provinces lack
banking services.

e The most striking differences are between income groups. Some 8 percent of
individuals with incomes below $25,000 did not have banking services. This
figure did not exceed 1 percent for any other income group.

The more recent survey conducted for the Task Force by Ekos Research showed
findings generally consistent with those of ACEF-Centre.® While the survey
found that only 2 percent of those surveyed did not have accounts, Ekos recog-
nized that the figure was an understatement because lower socio-economic
groups were likely to be underrepresented. Ekos concluded that the overall fig-
ure could be in the range of 2 to 4 percent. It also found lack of access higher
among the poor and the elderly. Five percent of households with incomes below
$20,000 and 3 to 4 percent of Canadians over age 65 did not have accounts.

17 John Caskey, “Defining the Market”, in Comptroller of the Currency, Financial Access in the 21st
Century, Proceedings of a Forum held on February 11, 1997, Washington, DC.

18 ACEF-Centre is now known as Options Consommateurs. This research was found in The highs and
lows of access to banking services in Canada, Report to Industry Canada, January 1996. Respondents
filled out a self-administered questionnaire under the supervision of a professional interviewer. The
sample was chosen on the basis of place of residence and, as a result, avoided some of the possible bias
in telephone surveys with respect to the coverage of low-income people. It may not have avoided
language bias with recent immigrants, a group found in other countries to have problems with access.
It would also have limited coverage of the homeless, a group not likely to have accounts.

19 Ekos Research, op. cit., p. 12.
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Surprisingly, Ekos found that most individuals who did not have a bank
account, when asked why, responded that they ““either did not need or want an
account, or disliked banks.””2° This finding is hard to interpret since it is based
on a very small sample size.

Affordability of Accounts

Research conducted for the Task Force shows that Canadian banks now offer
basic accounts with reasonable fees. Exhibit 3.1 shows the lowest monthly fees
for an account with eight withdrawals per month, offered by each of the six
major banks. Three alternatives (high, low and medium cost) are presented in
each case.

Exhibit 3.1
Basic Accounts Offered by Major Canadian Banks as of June 5, 1998
(Canadian dollars)

Medium cost:
8 withdrawals
Low cost: (2 cheques, High cost:
8 withdrawals 2 in-branch, 8 withdrawals
(8 ATMs) fees 4 ATMs) fees (8 cheques) fees
Account type per month per month per month
Bank of Montreal First Bank Chequing $3.00 $4.20 $4.80
CIBC Menu Plus 10-pack $2.80 $3.40 $4.00
National Bank Progress Account $4.60 $5.80 $5.40
Royal Bank Signature Plus $3.00 $3.20 $3.60
Scotia Bank Scotia Basic $1.70 $1.70 $1.70
Banking Acct.
TD Bank TD Moneybuilder $4.20 $5.00 $5.80
New York basic $4.40 $4.40 $4.40
banking account

Sources: Financial Service Charges Calculator, Industry Canada. New York State, Banking Department, Basic
Banking Accounts/Lifeline Banking Accounts at www.banking.state.ny.us/bba.htm

The fees on these Canadian accounts can be compared with those of the basic
account that New York State requires banks to make available. This account
offers eight withdrawals per month for a maximum monthly fee of $C4.40.2
Exhibit 3.1 shows that the fees for accounts at five of the six Canadian banks for
the low-cost pattern of transactions, and four of the six for the medium-cost pat-
tern, were below the New York maximum. Three of the six fall under the limit

20 Ekos Research, ibid., p. 12.

21 Service charges on the New York account are converted into Canadian dollars at the average
exchange rate for June 1998 reported by the Bank of Canada.
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even with the high-cost pattern of transactions. There appear to be accounts
available in Canada that are on a par with New York State’s basic account.

The Problem of Holds on Funds

The Task Force has also heard from community groups about problems that
people have had with respect to holds placed on funds, and particularly on
cheques issued by governments. Options Consommateurs, Veith House and the
Canadian Community Reinvestment Coalition have identified such problems.
In research for the Task Force, Michael Grant described experiences where
low-income people have faced holds on their funds for periods in excess of
1 week and up to 10 days on government cheques.??

These experiences have been confirmed by the Ekos survey of consumers.23
Close to one in five Canadians reported facing a holding period before being
able to use funds deposited in their accounts, and as many as 8 percent
reported holds on cheques from governments. The frequency of reported holds
was greatest among the young and lower-income groups. Together, 27 percent
of survey respondents in these groups reported that holds had been placed on
cheques, while 15 percent of younger people experienced holds on government
cheques. More than two thirds of those experiencing holds found them to be
“somewhat of a problem” or “a problem.”

Recent Measures to Improve Access

Banks and governments have taken initiatives to improve access to financial
services for low-income Canadians:

* Major banks have reached agreement with the federal government on poli-
cies and practices for opening accounts.

« Some governments at all levels have acted to improve access to financial ser-
vices through increasing use of direct deposit and by entering into indemnity
agreements with financial institutions. Direct deposit programs can help
low-income individuals open accounts, and some indemnification measures
eliminate holds on government cheques deposited by account holders.
Indemnification agreements also allow non-customers to cash government
cheques when presenting acceptable identification.

22 Michael Grant, op. cit., p. 27.
23 Ekos Research, op. cit., Exhibit 3.4, p. 26.
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Agreement on Opening Accounts

In February 1997, the federal government reached agreement with major
banks to facilitate access to account and cheque-cashing services for low-
income individuals (See Exhibit 3.2). This agreement decreased the number of
pieces of identification required to open an account or cash cheques; it ensures
that employment and minimum deposits are not conditions for opening an
account; and it committed the institutions to train their staff to follow their
banks’ identification policies and to be sensitive to the needs of low-income
individuals. In December 1997, the government and the banks agreed that an
unsatisfactory credit report, so long as it did not reflect dishonest or fraudulent
behaviour, would not in itself be a reason to deny an account, although it might
lead to restrictions on some account activities.

Exhibit 3.2
Access to Basic Financial Services

The following are elements of the understanding reached by the major banks and
the federal government:

Only two (decreased from three) pieces of signed identification (ID) will be required
to open an account or cash cheques, with photo identification desirable but not
mandatory (the Canadian Bankers Association’s July 1996 identification require-
ments provide a list of typically acceptable ID). Sponsorships from responsible
customers known to the branch will be accepted.

Bank policies on “holding” or “freezing” deposited funds will be clearly explained to
customers.

Employment will not be a condition of opening a bank account.
Minimum deposits will not be required to open a bank account.

Staff will be trained to follow their bank’s ID and hold policies, and to be sensitive
to the needs of low-income individuals.

Staff will be reminded of the need for all customers to be treated with fairness and
respect.

More information and training, developed in conjunction with national and local
community groups, will be provided to low-income groups to help them become more
knowledgeable and comfortable with using bank services.

Source: Department of Finance Canada, News release, February 14, 1997 (97-012).
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The agreement addresses many of the concerns of community groups and
social assistance agencies with respect to access. In particular, it forbids the use
of an individual’s employment status as a reason for refusing an account appli-
cation. The agreement has been followed up by training programs and other
measures aimed at ensuring that practices at the branch level conform to pol-
icy. The Canadian Bankers Association has supported these policies by devel-
oping pilot projects, and has conducted training programs in areas where the
access problem has been greatest.

It is too early to know for certain how well these new measures are working,
but there is considerable scepticism that the February 1997 agreement is mak-
ing a substantial difference. Options Consommateurs has informed the Task

Exhibit 3.3
Experience with the February 1997 Agreement

In February 1998, a research associate employed by the Task Force visited bank
branches in Toronto neighbourhoods inhabited largely by low-income residents. He
attempted to open accounts at seven branches using a social insurance number (SIN)
card, driver’s licence and birth certificate as identification. The driver’s licence and SIN
card were sufficient to open accounts at three branches, but problems were encountered
at four others. One bank in Cabbagetown required three of the following: driver’s licence,
citizenship papers, SIN card, credit card or passport. A birth certificate was
unacceptable. The researcher argued that while he possessed a driver’s licence and a
SIN card, it was impossible for him to obtain either citizenship papers (because he was
born in Canada) or a credit card. He further explained that he did not want to spend a lot
of money on a passport just to open an account. The customer service representative
responded that the only way an account could be opened at that branch was by showing
a valid passport, and offered no other suggestion for dealing with the problem.

In the branch of a different bank in the neighbourhood of Jane and Finch, it turned out
to be impossible for the researcher to open an account, even though his identification
was acceptable, because he informed bank staff that he did not have a phone number.
This particular branch required any walk-in applicant to fill out an application form and
undergo a credit check before being allowed to open an account. If the applicant
passed the credit check, the branch would contact that person by phone to set up an
appointment. As the researcher explained that he did not have a telephone, his
application was refused. The researcher argued that he needed a bank account but did
not want to pay the costs associated with obtaining a phone, and he asked if there was
any way that this would be possible. After consulting with the branch manager, the
customer service representative suggested trying another bank across the street.

The researcher also carried a federal government cheque, which he attempted to
deposit and draw cash from in the banks where he opened an account. Again he
encountered mixed results. While some banks had no problem with this transaction,
other banks insisted that a five-day hold period was necessary.
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Force that its initial follow-up “mystery shopping™ survey of financial institu-
tions revealed that there had been only limited progress since the agreement
was reached. The experience of a Task Force researcher who attempted to open
an account at several branches in low-income neighbourhoods was discourag-
ing (see Exhibit 3.3).

Other Government Initiatives

Governments have also acted to improve access to financial services by estab-
lishing alternative forms of identification, entering into indemnification pro-
grams with financial institutions, and introducing direct deposit arrangements
for social benefit programs.

Alternative identification

Identification is a major obstacle to opening a bank account because indi-
viduals with low incomes are unlikely to possess even the types of identifi-
cation prescribed by the February 1997 agreement (see Exhibit 3.4). This
problem has been addressed in some jurisdictions by government action to

Exhibit 3.4
Identification Typically Accepted for Opening Accounts?:
(as at August 1997)

= Bank/automated banking machine = Canadian citizenship card
or client card from a well-known,

reputable, financial institution = Employer identity card from a well-known

company with photo/security pass
= Credit card with customer’s signature,
issued by a well-known, reputable,
financial institution = Personal reference by known client
or staff

= |ndian status certificate

m Health insurance card2s

= Passport? = Social insurance card

o . . ; 4
= Senior citizen’s (OAS) card issued = Valid drivers’ licence issued in Canada

by federal government

1 Subject to change; banks will also accept other forms of identification than the above. However, the above are
the forms of ID generally accepted by the major banks.

2 Except in Ontario, Manitoba and PEI where the following legislation prohibits banks from using health cards as
identification: Ontario — Health Insurance Act, 1991; Manitoba — Personal Health Information Act, 1997; PEI —
Provincial Health Number Act, 1997.

3 canadian passports are acceptable. Foreign passports are less desirable since banks may not be familar with
each country’s passport.

4 Quebec drivers’ licences cannot be requested by financial institutions for identification purposes (Highway Safety
Code, RSQ, c. 24-2, S. 61, par. 2).

5 Quebec health cards cannot be requested by financial institutions for identification purposes
(Health Insurance Act, 1991).

Source: Canadian Bankers Association.

27



establish alternative forms of identification. For example, Alberta Family
and Social Services, working with financial institutions, has developed alter-
native identification arrangements that an individual can use at a specified
branch of a financial institution.?* Other general types of identification have
been acceptable to some financial institutions, including the photo identifi-
cation issued by the Ontario Liquor Control Board and Alberta Registries.2®

Michael Grant finds that industry acceptance of alternative forms of identifi-
cation has been mixed. With respect to the identification issued by the
Alberta Registries, he observes, “Some institutions have had no problems
whereas others are concerned about the due diligence in issuing this identifi-
cation. Those that are concerned have treated the identification as secondary
identification to be supported by two other pieces of identification.”26

Indemnity agreements

Indemnity agreements between governments and financial institutions can
help people gain immediate access to their funds. Under these agreements, a
financial institution that meets certain standards with respect to identifica-
tion when cashing a cheque can be assured of payments from the agency that
issued the cheque. Such indemnity agreements differ in their features. Grant
reports that the federal government has an indemnity agreement for cheques
up to $1,500. This agreement covers an institution only for cashing cheques
of non-customers; it does not apply to cheques cashed or deposited by
account holders. In contrast, both the provinces of Alberta and British
Columbia have indemnity agreements that cover both an institution’s cus-
tomers and non-customers. These agreements eliminate any need for holds
on cheques when the institution follows the specified procedures.?’

Direct deposit
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Governments at all levels have undertaken initiatives that improve access to
financial services through direct deposit of social benefit payments into recip-
ients’ accounts.?® These initiatives have advantages for both the government
and the recipients.

These initiatives need not be confined to government. Social assistance groups in Vancouver
have cooperated with financial institutions to provide photo identification for the homeless.

Alberta Registries are private businesses that perform a variety of functions on behalf of
the government.

Michael Grant, Moving to a Mandatory Direct Deposit Scheme, Research Paper Prepared for the
Task Force on the Future of the Canadian Financial Services Sector, Ottawa, September 1998, p. 8.

Grant, Canada’s Social Payment Disbursement System, op. cit., p. 28.

Ibid., Grant shows the present arrangements for social payment disbursements for federal,
provincial and municipal programs in Table 1, pp. 13-15.
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From the government’s point of view, direct deposit can reduce program
costs. These cost savings will be in proportion to the number of benefit recip-
ients who elect to receive direct deposits. Government therefore has a direct
incentive to assist people to open an account in order that it may maximize
the savings from the use of direct deposits. Some governments have encour-
aged and assisted clients to open accounts by working closely with deposit-
taking institutions.

The movement to direct deposit also benefits individuals. It eliminates lost or
stolen cheques and the cost of cashing cheques. No longer do individuals need
to wait in line and present identification each time they try to cash their
cheques. In addition, their funds will not be placed on hold. Finally, an impor-
tant advantage is that the process of establishing direct deposit capability can
act as a springboard enabling low-income individuals to open an account.

Some people may not want the account needed to receive direct deposits.2°
Generally, the programs will grant exemptions with differing degrees of sub-
stantiation, depending on the nature of the claim. Some programs provide
attractive options similar to direct deposit for individuals not wanting their
own account.3°

The success of direct deposit arrangements for the payment of social benefits
depends on the benefit program. Grant suggests that direct deposit will work
better in programs that pay a regular fixed amount to a stable group of recip-
ients. Programs with high use of direct deposit include the Alberta Widows
Pension (99 percent), Old Age Security (82 percent), the Canada Pension Plan
(81 percent), and family benefits of the Ontario government (83 percent) and
Peel County (98 percent).

Approaches to Improve Access

The Task Force believes that the major problems preventing further progress in
this area have to do with attitude and culture rather than process. Despite the
policy of the banks and some bright spots in actual practice, it appears that
there is still a considerable problem on the ground in serving a class of cus-
tomer that is not likely to be profitable to the branch.

The increasing trend to focus more resources and attention on customers that
are profitable is exacerbated by stereotypical attitudes toward individuals with
low income. Unfortunately, this is not simply a problem of bank employees’
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People may not want an account because they fear seizure of their funds on the basis of a court
order, live in remote areas removed from financial institutions or are unable to manage an account.
Some do not want the added expense of service charges.

The Metro Toronto pilot project, for example, gives the choice between having the payments deposited
to a personal account or using a master account at Metro Toronto’s bank. The master account allows
people to withdraw cash from it using a personal debit card. Users are allowed three free withdrawals
per month and are charged for any additional transactions.
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attitudes; at issue are attitudes toward low-income individuals that are found
throughout our society.

Recommendations have been made to the Task Force that legislation should
grant all Canadians the right to a basic account at an affordable price.

Progress is being made in bringing banks, governments and social groups
together to deal with the problems. In the view of the Task Force, because the
root cause is attitudinal and cultural, the cooperation of interested groups
holds the promise of providing a more effective and durable solution. But this
will only happen if such cooperation is effective.

If real progress is not made and seen to be made soon, the Task Force believes
that a legislated solution may then be necessary to overcome the cultural and
attitudinal barriers that exist.

The balance of this section details some additional steps that should be taken,
short of legislation, to improve access.

Provide Accessible Identification

Community groups and the Canadian Bankers Association both recognize the
need for more appropriate forms of identification. The recent initiative of the
Government of Alberta to provide alternative forms of identification appears
to have helped. Further initiatives of this sort seem desirable but should be part
of a more general program of alternative identification.

The Task Force has concluded that federal and provincial governments should
make low-cost personal identification available to anyone requiring it.

Develop and Publicize Standard Basic Accounts

The Task Force proposes that all deposit-taking institutions offer a standard
basic account. Financial institutions, governments and community groups
should work together to specify a common basket of services to be part of the
account, including a specified number of withdrawals and a debit card.

It is important that target users know that the basic account option is available
and how to get one. Beginning immediately, all deposit-taking institutions
should post prominently in their branches the terms of their most economic
transaction account and the identification requirements necessary to open one.

These accounts should be offered by all deposit-taking institutions. In the case
of some credit unions, the need to buy a share to become a member may pre-
sent an obstacle to opening an account. While in some cases this share costs no
more than $5, in others it may cost as much as $100. All credit unions should
follow the example of those that allow members to spread their share payments
out to make membership more affordable.
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Increase the Use of Direct Deposit

The Task Force proposes that governments should increase the use of direct
deposit for all government programs that offer regular benefits, using individual
accounts or master accounts as is now done in Metro Toronto. Direct deposit
provides a mechanism for improving access to accounts and eliminating holds
on funds. Every effort should be made to encourage participation in such pro-
grams without forcing people to join.

Increase Indemnification

Cheques will not disappear for the payment of government benefits, at least not
for a long time. For this reason, governments should follow the lead of the fed-
eral government and some provinces by developing indemnity programs with
financial institutions. These agreements should cover both the cashing of cheques
for non-customers and deposit of funds by customers. Unless they do so, they will
not eliminate the need for holds. Moreover, they could discourage individuals
from having accounts with financial institutions if the cashing of a cheque over
the counter leads to quicker access to funds than depositing it into an account.

Monitor Results Regularly

The Task Force believes that results should be monitored regularly. The federal
government should immediately undertake a careful survey of the number of
“unbanked” in Canada, both to benchmark the extent of the problem and to
understand better the reasons why those persons remain outside the system.
Progress toward access should be monitored regularly through mystery shop-
ping and other methods, and the survey should be repeated at regular intervals.

Work to Change the Culture

People who want to hold accounts and perform transactions should be treated
with courtesy and respect. Under the February 1997 agreement, financial insti-
tutions committed themselves to training staff to follow identification and
cheque hold policies, and also to be sensitive to the needs of low-income indi-
viduals. Financial institutions should continue to work with community groups
to develop and implement staff training programs. Such programs should be
reinforced by incentive and compensation policies at the branch level to assure
that the agreed policies on access are in fact implemented.

Legislate if Necessary

If progress is not made within a reasonably short time frame, the government
should legislate the terms of the February 1997 agreement, with appropriate
sanctions for non-compliance.
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Availability of Branch Services

Most Canadians still expect to be able to use the services of a branch office
despite the increasing use of bank machines and electronic payments. Many
Canadians fear that important relationships are increasingly threatened by the
prospect of branch closures.

Branch closures have a disproportionate impact on particular groups in society.
Until now, they have been primarily a concern of those who live in small rural
communities and low-income neighbourhoods in urban centres. The recent
merger proposals have raised the sensitivity of most Canadians to the issue.

This section:

= describes the public interest in branch closures;
= discusses the economic pressures leading to branch closures;

= examines the consequences of branch closures for different types of
customers; and

= sets out an approach to branch closures that would ease their consequences.

The Public Interest in Branch Closure

A branch office forms an important link between a financial institution and the
community it serves. To many customers, it offers personalized banking ser-
vices with which they are familiar and comfortable. It allows borrowers an
opportunity to develop a customer relationship that may be critical, in many
cases, to assure a stable source of credit. Increasingly, it serves as a source of
advice to investors, whose choice of investment vehicles continues to expand.
These relationships are threatened when branches close.

Notwithstanding all the strides that have been made in electronic banking,
Canadians clearly value the option of using branches to access financial ser-
vices. Two of every three people surveyed by Ekos Research agreed that it was
important to them to be able to do their banking in person at a branch.3!
Moreover, the elderly and people living in smaller communities were more
likely to prefer using a teller to a bank machine.

This dimension of access to financial services raises different issues from those
of access for low-income groups. Customers in these communities have already
established relationships with financial institutions. The withdrawal of branches
forces them to change the way in which they transact their financial business, or
the institution with which they deal. The problem posed by branch closures has
been highlighted in presentations to the Task Force by groups such as Options

31 Ekos Research, op. cit., Exhibit 3.2, p. 24.
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Consommateurs, the Canadian Community Reinvestment Coalition and the
National Council of Welfare.

The closing of branch facilities by financial institutions raises two policy issues:

32

Should government intervene in business decisions to open or close service
locations?

In some jurisdictions in the United States, the opening and closing of bank
branches is subject to approval or is taken into account in the bank’s assess-
ment by regulators. Canadian policy, on the other hand, has left branching
policy — both opening and closing — to the discretion of the institutions. Any
movement toward requiring regulatory approval of branch closing would
represent a substantial departure from current policy. Nevertheless, such a
change would appear to have public support. Only 31 percent of Canadians
agreed, and fully 56 percent disagreed, that banks should be able to close
branches as long as customers can still get access to services through new
technologies.3?

Such a departure would raise fundamental questions. Few other business
enterprises face a responsibility to maintain services in a community. Is
there something special about financial services and their providers that
requires them to maintain service or to require approval to discontinue ser-
vice? There may be better alternative ways for obtaining financial services
from a distance than for many other essential goods and services such as
gasoline or groceries. Yet the closure of gasoline stations and grocery stores
is not regulated.

Do financial institutions closing branch facilities and/or governments have a
responsibility to ease the transition difficulties for the affected community?

Many costs of branch closures may be unavoidable, but the abrupt removal
of services may aggravate the consequences. If financial institutions give ade-
guate notice and work with the community, together they may be able to
provide alternatives. Even in the absence of replacement facilities, customers
and the communities in which they live may be able to better manage the
adjustment with adequate notice. Borrowers may be able to shift their lines
of credit to other institutions while there are still local branch staff who can
vouch for them from their experience. Notice will also allow employees the
time they need to plan and adjust to change.

The financial institution itself is uniquely placed, by its expertise and its
knowledge of the customers and their history, to facilitate these adjustments
to branch closures. The burden of adjustment on the community could be
lightened through the cooperation of the financial institution.

Ibid.
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The Pressures on Branches

The public interest in branch closures appears much higher than in the past,
perhaps reflecting a perception that branch closures will become more frequent
in the future. A number of forces are threatening the continued existence of
many branches:

Population shifts out of many rural areas are reducing the customer base of
branches in small towns and making them less and less economic to operate.

Household deposits have declined as a share of household financial assets,
from 34.1 percent in 1980 to 25.1 percent in 1997.3% In addition, the level
of personal savings deposits at chartered banks has shrunk by 4 percent since
its peak in April 1996.34 Fewer deposits make branches less economic.

Customers now have greater choice with respect to the channels through
which they use banking services. Data prepared for the Task Force by
McKinsey & Company show that the use of point-of-sale payments grew by
101 percent per year between 1992 and 1997, and that of telephone bank-
ing by 50 percent per year between 1994 and 1996.3 They also show that
branches accounted for only 38 percent of retail transactions in 1995 and are
expected to account for only 21 percent in 1998. Transactions at bank
machines are expected to be almost double those at branches in 1998.

Branches are costly channels for servicing the needs of customers. A U.S.
study estimates that a typical branch occupies 5,000 square feet and costs
$1.4 million a year to operate. These non-interest costs equal 2.8 percent of
deposits for a branch with $50 million in deposits. This margin compares
with the typical expense ratio of money market funds of between 0.5 and
1 percent.s¢

The high costs of branches are increasingly a disadvantage for incumbents
compared with new competitors that offer banking services through less
costly methods. Already ING and Citizens Bank offer retail deposit services
without the use of branches. In order to compete with new entrants, finan-
cial institutions will be trying to reduce costs by shifting their customers
toward less costly types of service.

These pressures are changing the role of branches in the delivery of retail banking
services. Many branches are being converted from their traditional roles, which
emphasized over-the-counter deposit transactions services, to advice-intensive
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See Background Paper #1, Competition, Competitiveness and the Public Interest, Exhibit 2.5
See Bank of Canada Review, Table C2, Series B451.

McKinsey & Company (McKinsey), The Changing Landscape for Canadian Financial Services:
New forces, new competitors, new choices, Research Paper Prepared for the Task Force on the
Future of the Canadian Financial Services Sector, Ottawa, September 1998, Exhibits 3.5 and 3.6.

Daniel K. Orlow, Lawrence J. Radeck and John Wenninger, Ongoing Restructuring of Retail
Banking, Federal Reserve Bank of New York, Research Paper #9634, pp. 3, 4.
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businesses, focussing on the needs of customers in managing their personal and
business affairs. These branches are perceived by the banks to be important to
their future business success because they will provide a focus for face-to-face
relationships with their customers.

But in more marginal branches this change of function will not be commer-
cially practicable. Some of these branches may continue in a scaled-down or
modified way. Limited service branches and kiosks in supermarkets, agencies
and post offices, retail stores, and mobile banking facilities all provide ways in
which services may be provided, or in which the relationship developed
through branches can be preserved at a lower cost. Still, many conventional
branches will be threatened by the pressures.

The Consequences of Branch Closures

As technology changes the delivery of financial services and as population
shifts from rural areas, banks and other financial institutions have closed
branches in both lower-income urban neighbourhoods and smaller communi-
ties. Exhibit 3.5, based on data compiled by the Task Force staff, shows that
122 communities lost their only bank branches over the period from 1991 to
1996.37 One community lost all three of its branches, two communities lost
their only two branches and 119 communities lost their sole branch.

Exhibit 3.5

Number of Communities that Lost Bank Branches Between 1991 and 1996, by Region
Number of Branches in 1991

Three Two One
Number of Branches in 1996 Two One None One None None
Alberta 1 1 1 10
British Columbia 1 1 4
Manitoba 1 8
New Brunswick 1 1 4
Newfoundland 1 1 5
Nova Scotia 7
Ontario 1 3 28
PEI 1
Quebec 4 2 1 12
Saskatchewan 3 5 40
Total 9 3 1 14 2 119

Source: Canadian Payments Association, Canadian Payments Directory, vol. 1 (Banks)

87 The information is based on place names listed in Canadian Payments Association, Canadian
Payments Directory, vol. 1 (Banks).
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For some customers, the costs of losing banking facilities may be only transi-
tory. They will need to adjust their banking habits away from using facilities
within a branch to using a bank machine, or carrying out transactions over th