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September 14, 1998

The Honourable Paul Martin, P.C., M.P.
Minister of Finance

House of Commons

Ottawa

Dear Mr. Minister:

We have the honour to enclose the Report of the Task Force on the Future of
the Canadian Financial Services Sector. The report responds to the terms
of reference which you established on December 19, 1996. It sets forth our
unanimous conclusions and recommendations in respect of the issues that you
placed before us.

With the report we are delivering five background papers, each of which dis-
cusses in detail the reasoning which has led us to our conclusions. We are also
delivering to you today 18 research studies which the Task Force commis-
sioned and which underlie our work.

We wish to thank you for giving us the opportunity to serve Canada by par-
ticipating in this challenging review. We hope that our recommendations will
provide you with helpful information and guidance.

We have titled our report Change, Challenge and Opportunity.

We are living in a turbulent period. Change is a hallmark of our times and the
pace of change seems to be accelerating.

Change presents challenges to all of us — to our financial institutions, which
are facing new forms of competition in markets that are increasingly global;
to consumers, who are presented with increased choice but also new risks and
different relationships with providers; and to policymakers and regulators,
who require flexibility and skills that have not previously been necessary to
fulfil their important public policy responsibilities well.

Our report sets out these challenges in some detail. It also points to the signif-
icant opportunities that change is bringing. Canada is, on balance, well posi-
tioned to benefit from a healthy, dynamic, innovative and competitive financial
services sector into the next millennium. For a small country in population
terms, Canada has many relatively large and successful financial institutions.
We believe that they, along with new entrepreneurs in the financial services
sector, are capable of positioning themselves so that they will be positive forces
in the Canadian economy in the years ahead.




A strong financial services industry, based in Canada and capable of carrying
on successful operations both at home and outside our borders, is clearly
important to Canadians. We believe that it is within our reach, and that our
recommendations will assist Canadian institutions, consumers, policymakers
and regulators to meet the challenges of change and to realize the opportunities.

The changes are inexorable and we cannot ignore them or pretend they do not
exist. For financial institutions, their customers and public policy, reliance on
the status quo is no option.

Because of the speed of change, we urge you and your colleagues to deal
promptly with the public policy issues we have identified.

Yours sincerely,
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Chapter 1

Overview

The last decade has been a period of great turbulence and massive change.

Extraordinary advances in technology and knowledge have enabled entrepre-
neurs and innovators to develop new products, new services, new ways of
doing things, new distribution channels and new industries. We are living
through an information revolution that is expected to continue well into the
next century. This revolution is providing an exploding range of choices and
opportunities to individuals. The rapidly spreading use of the Internet, for
example, offers the possibility of accessing information, news, opinion and —
increasingly — goods and services from around the world almost instanta-
neously, without leaving one’s own home.

Existing businesses of all sorts are affected by this information revolution, and
new businesses are being created. They are challenged to meet diverse and
sophisticated consumer demands in a marketplace that is increasingly global
and constantly changing. Financial institutions, more than most, are pro-
foundly challenged by these changes because they rely to such a great extent on
information and on information processing.

These waves of change have already led to great success stories and some
notable failures. Change can present overblown expectations — for both institu-
tions and individuals. It will be ignored at the peril of any nation. Complacency
and failure to adjust and respond will most certainly lead to problems.

As a society, we are all coping with change, trying to manage the challenges
and seize the opportunities that change presents. Our report aims to help this
process in the context of Canada’s financial institutions. We attempt to provide
an independent and objective look at what this era of change means to Canada
and Canadians. An objective look is certainly important because this is a
“noisy”” environment in which special interests and particular agendas abound.
We provide a context, weigh the evidence, set out some directions and make
specific recommendations that we believe can help governments, financial insti-
tutions and consumers work together to build a financial services sector that
will serve Canada well.
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It is critically important that we do so. A healthy, dynamic, innovative and com-
petitive financial services sector is fundamental to our individual and collective
well-being. Our financial institutions employ more than half a million Canadians
directly. They play a major role in allocating the savings of Canadians to pro-
ductive investments — providing a return for individual Canadians, while con-
tributing to economic growth and job creation throughout the country. As well
as managing people’s savings, they offer protection against risk through various
types of insurance. Canadians deal with banks, trust companies, credit unions,
insurance companies and other financial institutions on a regular basis, and trust
them to manage some of their most sensitive and personal affairs.

Many Canadians also have a direct financial stake in the health of financial
institutions as shareholders, either directly or through mutual funds or pension
plans. Some estimates suggest that half of all Canadians, directly or indirectly,
own shares in Canadian financial institutions.

When financial institutions work well, our economy functions better and our
personal lives are made easier. When they don’t, financial institutions and
economies can deteriorate. Opportunities disappear. The savings and some-
times the net worth of individuals can evaporate overnight. The experience of
recent months in Asia and Russia makes these points in a dramatic way.
Suddenly, and unexpectedly for the most part, individuals, enterprises, entire
industries and governments have been profoundly shaken in these Asian soci-
eties and, more recently, outside the Asian region as well.

For Canada, therefore, we must face the challenge that change presents
squarely, honestly and promptly. We want to stay ahead of the whirlwind and
not be caught up in its tail.

We believe that Canada should have some benchmarks to determine where it
wants to go and to assess how well change is being managed to that end. The
Task Force has forged a vision that we propose for the financial services sector.
This vision is the touchstone we have relied on in developing the 124 recom-
mendations we set out in Chapter 10. We think it is important, too, for
Canada to have such a vision. We hope that our vision can be embraced by
the broader community.

Four Main Themes

Our recommendations range broadly but they cover four main themes, consis-
tent with our vision.

Enhancing Competition and Competitiveness

We believe that Canadians will be best served by a dynamic, competitive
marketplace, open to the world, with many successful Canadian providers and
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with opportunities for many new entrants. We believe that individual
Canadians and small businesses, in particular, are not as well served as they
should be and can be. We present a focussed four-point strategy to enhance
competition. Recommendations are directed at:

= enhancing the ability of existing institutions, particularly life insurance com-
panies, credit unions and caisses populaires, and mutual fund companies to
compete with the chartered banks;

e removing barriers to entry for new domestic competitors;

= increasing the opportunities for foreign banks to enter Canada and provide
financial services in our marketplace; and

e empowering consumers so that they can act as a disciplining force in the
market and make competition more effective.

We recognize that as competition intensifies worldwide, spurred on by globaliza-
tion and technology, our domestic institutions will have to adjust to remain
vibrant and healthy. It is important to all of us that they do so.

Examples abound of many different strategies that are being pursued. Business
leaders have the responsibility to develop strategies that can position their insti-
tutions to compete with the best and succeed. Where the nature of the strategy
selected requires government approval (mergers being one example), govern-
ment has the responsibility to ensure that business strategies are compatible
with the public interest and bring benefits to Canada. We make a number of
recommendations that will increase the range of strategic options open to insti-
tutions. We also recommend a review process for merger proposals. In our
view, this process presents an opportunity to assess in an open, transparent and
timely way whether merger proposals that meet institutional objectives are
consistent with the public interest.

Empowering Consumers

Consumers provide an important discipline to competition when they under-
stand what is being offered to them, can comparison-shop, are in a position
to make informed purchases, and have effective redress mechanisms when
they are not treated properly. The current framework for consumer protection
IS not as effective as it should be in reducing the information and power imbal-
ance between institutions and consumers. Empowering consumers is an
important part of our strategy to enhance competition and make it more effec-
tive, for the benefit of all.

But beyond this, there are reasons to seek greater protection for individuals
who are often entering into significant financial transactions with inade-
guate advice or understanding of the consequences of the transaction or the
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alternatives available. Protecting consumers is important for individual
Canadians, as well as for society.

We make recommendations to improve disclosure and transparency so that bet-
ter information will be available to customers. We recommend a stricter privacy
regime than now exists and a legislative ban on coercive sales practices that is
both broader and stronger than the current provision. We also recommend that
the Government establish a financial services ombudsman to provide easily
accessible, independent dispute resolution to consumers who have complaints.

Canadians’ Expectations and Corporate Conduct

A critical part of our vision for the financial system we see as desirable is that
all major participants enjoy the confidence and support of Canadians. That is
not the case today. We examine the rationale for the high expectations of
Canadians with respect to how their financial institutions, and particularly the
banks, respond to community needs, including the important need to ade-
guately finance and support creditworthy small businesses. We conclude that it
is legitimate for those high expectations to be held and that it is in the interests
of institutions to recognize this legitimacy.

We make recommendations with respect to a number of specific issues, includ-
ing access to basic financial services, that have been raised as examples of areas
where institutions should be more sensitive to community needs and more
active in partnerships to help meet them. We recommend that all financial insti-
tutions produce annual Community Accountability Statements as a basis for
dialogue and discussion about ways to enrich and strengthen the relationship
between our institutions and the communities they serve.

Improving the Regulatory Framework

We have a strong prudential regulatory framework that, in many respects, is a
model that many other countries are now emulating. But the world is chang-
ing quickly, and new and complex types of risk require new approaches. In
addition, it is important that the relevant regulatory structures support broad
public interest goals, such as enhancing competition and protecting consumers.
We believe that the federal prudential regulatory framework can and should be
further improved.

We make a number of recommendations to strengthen the governance
and broaden the mandate of the Office of the Superintendent of Financial
Institutions (OSFI) and to streamline regulatory processes. We also address the
need to amalgamate the deposit insurance plans that apply to banks and trust
companies, and the policy holder compensation plans that apply to life
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insurance companies, as the functions of those institutions continue to converge
and become increasingly associated in financial conglomerates. Finally, we
address the issue of electronic entry of providers without a physical presence.

Some Basic Premises

Through the balance of this report we elaborate our conclusions and recom-
mendations in these four areas. Taken together, they represent an integrated
and cohesive approach to providing a renewed public policy framework within
which governments, institutions and consumers can work constructively to
build a strong, vibrant financial services sector that will serve Canadians well,
into the next millennium.

As we studied the many submissions we received, met with Canadians,
reviewed our research, reflected on our own experience and deliberated among
ourselves, we found it useful to identify some basic premises that helped shape
our approach to the issues before us and to our recommendations. We set them
forth here because we believe that they will assist readers in understanding our
perspective on the issues covered in this report.

Managing change: In a period of rapid change worldwide, Canada - its insti-
tutions and people — cannot be immune from change. But recognizing the need
to accept change does not mean that Canadians are without power to influence
and shape the ways in which change will affect them. The forces of change are
global but their impacts will be local. There is a role for public policy and for
government action to ensure that change is managed in a way that recognizes
Canada’s unique history and geography, and respects Canadian priorities.

Technology and change: We expect that, over time, there will be an increasing
reliance on technology in the creation, production, distribution and regulation
of financial services. We believe it is inevitable that direct access, increasingly
through electronic channels, will take a far greater share of the market and that
this will happen sooner rather than later. This will provide greatly enhanced
consumer choice and competition in most markets, but will lead to difficult
adjustment issues for institutions and for some consumers.

Entrepreneurial culture: It is important to foster a more dynamic and innova-
tive culture in Canada, one that values and rewards risk-taking. We need to
encourage those with the foresight and courage to seize the opportunities pre-
sented in a world of rapid change in order to enrich our economic, social and
cultural well-being.

The basis for regulation: There is a strong public policy rationale for regulat-
ing the financial services sector, both for solvency and for market conduct.
Deposit-taking institutions and insurance companies, when they take deposits
and premiums, are making a “promise to pay” in the future under specified
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terms and conditions. Prudential regulation is very important because it pro-
vides some assurance that the institution will be able to redeem its promise.
Market conduct regulation, which includes consumer protection regulation,
provides some assurance that consumers can make informed choices and have
access to appropriate redress mechanisms when they are aggrieved. Public pol-
icy must focus on achieving the best balance between allowing the innovation
and efficiency that come from unfettered competition and intervening to ensure
that public policy goals are met.

Prudential regulation: Prudential regulation has typically focussed on the
safety and soundness of institutions. We believe that prudential regulation
should strive for a better balance between safety and soundness, on one hand,
and facilitating competition and innovation on the other.

Market conduct regulation: We begin from the premise that effective competi-
tion demands informed and vigilant consumers. If consumers have clear,
understandable information, the ability to make meaningful choices, and
access to redress mechanisms when they are treated unfairly, only then will
markets work as well as they should. Regulatory intervention can, in this sense,
make markets and competition more effective even though it imposes costs on
some participants. This requires that consumers be empowered to a greater
extent than they now are. It also requires that consumers make efforts to
inform themselves well about the options available.

Ministerial discretion: Government must continue to play a key role in the reg-
ulation of the financial services sector. Currently, the Minister of Finance has
considerable discretion over how the sector can evolve. In some instances we
recommend processes and criteria that we believe will assist the Minister in
the exercise of that authority. But generally our recommendations do not limit
the decision-making authority of the Minister of Finance and in some areas
they increase it.

Need for flexibility: Looking ahead to the need to manage change, we believe
flexibility and great imagination will be essential. Institutions and consumers
will have to be willing to accept new ideas and to adapt to new ways of imple-
menting traditional ideas. In particular, the policy, legislative and regulatory
framework will have to contain considerable flexibility — certainly more than
currently exists.

Importance of people: Innovative and focussed leadership will be critical
throughout our institutions and within government. At the end of the day, it is
people who will make the difference between success and failure, between
excellence and mediocrity.




Chapter 2

Approach of the Task Force

Background and Terms of Reference

In 1992, Parliament made comprehensive revisions to the legislative frame-
work governing federally regulated financial institutions. Prior to 1992, the
Bank Act had been regularly reviewed on a 10-year cycle, but there was no reg-
ular review process for the Acts governing other financial institutions and sev-
eral of them had not been revised for many years. The 1992 legislation
effectively eliminated most of the historical distinctions between what had been
called the “four pillars” (banks, insurance companies, trust companies and
investment dealers) and allowed these institutions to compete directly with one
another by expanding their business powers and allowing cross-ownership. All
the legislation contained a sunset clause requiring a review within five years.

The period since 1992 has been one of sweeping change in financial services, in
Canada and around the world. Against this background, the Minister of
Finance appointed this Task Force in December 1996. Although several amend-
ments to the financial services legislation were enacted in 1997, the Government
indicated that a more comprehensive review would await our report.

Our terms of reference were broad. They are reproduced in full as Appendix 1.
In brief, we were asked to inquire into public policies affecting the financial
services sector and make recommendations to enhance:

= the contribution of the sector to job creation, economic growth and the new
economy;
e competition, efficiency and innovation within the sector;

= the international competitiveness of the sector in light of the globalization of
financial services, while at the same time maintaining strong, vibrant domes-
tic financial institutions;

= the ability of the sector to take full advantage of technological advances as
they occur and to meet the competitive challenges resulting from the intro-
duction of new technologies; and

« the contribution of the sector to the best interests of Canadian consumers.
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Our Approach to Our Mandate

The Task Force was established to make an unbiased assessment of the current
situation and future prospects, and to make recommendations for change.
Over the past 20 months, we have heard from many interested institutions,
associations and individuals. It is not always easy to distinguish the private and
the public interests. But that was our role.

In interpreting our mandate, we indicated in a Discussion Paper, released in June
1997, that we would seek to rely on effective competition and disclosure to the
greatest extent possible, and to propose regulation only where competition and
disclosure fail or are inadequate to achieve a specific public policy purpose. We
also indicated a preference for a minimalist approach to regulation in that its
scope should be crafted so as not to exceed the need. We emphasized the need
for flexibility in regulation and warned against regulatory straitjackets that pre-
vent institutions from adjusting to the rapidly changing world. And we noted
that we would examine the issues before us from the viewpoint of whether the
responses we are recommending to address the changes, challenges and oppor-
tunities facing our financial institutions and consumers will ultimately benefit
Canada and Canadians.

Our responsibility was to recommend changes to current policies, legislation
and practices. We have focussed on the legislative framework and regulatory
practices and policies, but we have also examined the practices and policies of
institutions. The bulk of our recommendations are directed toward govern-
ments, and primarily the federal government, which created the Task Force.
But these recommendations are set out in a context where we explicitly
acknowledge that government alone cannot create the dynamic, vibrant finan-
cial services sector we believe Canadians expect and deserve. Our recommen-
dations are therefore framed in a context of shared responsibility

How We Did Our Work

Our report reflects a process that was enlightened by broad consultations with
Canadians, through submissions and meetings, and by an extensive program of
research both internal and external. We produced an Interim Report in July
1997. Throughout our process we maintained a World Wide Web site, where
we posted information relevant to our work.

Consultations

The Discussion Paper of June 1997 set out a number of questions, derived from
the terms of reference, that we thought of sufficient importance to seek com-
ment. Interested parties were invited to make submissions in response to the
Discussion Paper, and we received more than 250 submissions. From
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September to November 1997 we travelled across Canada, visiting 11 cities
and meeting with more than 100 individuals and groups who indicated a desire
to speak with us. A list of those who made submissions and met with us can
be found in Appendix 2.

Research

We commissioned 18 external research studies. These ranged broadly and
included, for example:

e a broad review of the changing landscape for Canadian financial services,
focussing on new forces, new competitors and new choices;

e a study of consumer protection practices in the European Union, five
European countries, the United States and Australia;

« issues related to privacy;

 issues related to competition policy;

 the taxation of financial institutions;

« financing small businesses and knowledge-based industries; and
e automobile leasing.

We also undertook a major piece of public opinion research to understand bet-
ter the views of Canadians on a range of issues. These research studies were
invaluable in assisting us in our work. A full listing of the studies and their
authors can be found in Appendix 3.

Interim Report

In June 1997, in response to proposed mergers in the Canadian financial ser-
vices sector, the Secretary of State (International Financial Institutions) asked
the Task Force to provide preliminary views on the appropriate criteria which
the Government should take into account in reviewing particular transactions,
and their relative importance. The request made it clear that the Government
was not asking, at that time, for views on the 10 percent widely-held rule for
domestic banks, or the appropriateness of a merger of Schedule | banks.

We submitted an Interim Report on July 11, 1997, which concluded that merg-
ers of the type considered (that is, excluding Schedule I banks) should be
assessed on their merits and according to a procedure and criteria that we iden-
tified in the report. A copy of this Interim Report is attached as Appendix 4.
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Communication with Canadians

From the beginning, we sought open and ongoing communication with
Canadians. To that end, we established a Web site and maintained, for public
view, the Discussion Paper, the Interim Report, submissions, speeches, a list of
research projects, news releases and other relevant information, including
information on how to contact the Task Force.

This report, the supporting background papers and the research studies are
available on the Web site.!

Bank Mergers

During our mandate, two mergers of Schedule | banks were proposed. The
Royal Bank of Canada and Bank of Montreal announced their intention to
merge on January 23, 1998, followed by Canadian Imperial Bank of Commerce
and Toronto-Dominion Bank on April 17, 1998. The Minister of Finance
responded, in respect of both mergers, that he would take no action until our
report was tabled.

The Task Force does not have a mandate to review these specific transactions
and we have not done so. We have reviewed merger policy generally, and we
have reviewed our Interim Report from the perspective of Schedule | bank
mergers. We do not make recommendations on the transactions, but we do
make recommendations on the public policy framework that should apply to
mergers and on the appropriate process and criteria that should be used to
assess and rule on merger transactions.

The Structure of Our Report
This report sets out our main findings, conclusions and recommendations.

The report is supported by five background papers, prepared by Task Force
staff and endorsed by the Task Force. These papers reflect our internal
research, the external research, views received from submissions, and discus-
sion and review within the Task Force. They provide arguments and evidence
for the conclusions reached, as well as further details with respect to many of
the Task Force recommendations. The five background papers are:

1 The Web site can be accessed at <finservtaskforce.fin.gc.ca>. The report, background papers and
research studies are also available from the Department of Finance. To receive a copy, write to
Distribution Centre, Department of Finance, 140 O’Connor Street, Ottawa, ON K1A 0G5.
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1) Competition, Competitiveness and the Public Interest;

2) Organizational Flexibility for Financial Institutions:
A Framework to Enhance Competition;

3) Empowering Consumers;

4) Canadians’ Expectations and Corporate Conduct; and
5) Improving the Regulatory Framework.

The first two background papers deal with our first theme of competition and
competitiveness. Each of the background papers has been prepared so that it
can be read as a stand-alone document. This report provides appropriate ref-
erences to sections of the background papers that provide more detail on our
conclusions and recommendations.







Chapter 3

The Forces of Change

As we approach the year 2000, the world is already very different from the one
we knew only 10 years ago. Democracy and market capitalism are becoming
increasingly recognized and embraced. The communist regimes of Eastern
Europe have disappeared and democracy is making further, important inroads
in Latin America. China is poised to have a major impact on all of us in the
next century. The ascendancy of global capital markets is one of the important
forces leading to the reshaping of Europe under a common currency. It has also
led to the ongoing turmoil in Southeast Asia and Russia, which is having a sig-
nificant impact in that area and also in the rest of the world, including Canada.

It is extraordinary how quickly the world has changed. As the President of the
World Bank recently commented:

Ten to 15 years ago, one country in four had a democratic government. Today
it is two in three. Ten years ago, a billion people lived in a market economy.
Today, 5 billion people live in a market economy.?

The changes taking place in the world are deep and pervasive. They will con-
tinue into the next millennium in ways that are difficult to see from our present
perspective.

These broad forces of change, manifesting themselves in the spread of democ-
racy and more open, competitive capital markets, have been enabled by tech-
nology. The innovative application of technology has made travel faster and
more affordable. Information can now be shared instantaneously, anywhere in
the world, at reasonable and sharply falling cost. The spread of information
and ideas has provided the fertile ground in which leadership and innovation
have taken root and flourished.

People everywhere are being affected. In countries that are undergoing a tran-
sition to democracy and a market economy, the promise of a better life often
seems frustrated by intensely painful adjustments. In industrialized countries,
the development and use of new technology is providing a broader range of
choices and opportunities, but also challenges as traditional industries lose
ground to new, lost-cost competitors.

2 James D. Wolfensohn, “Remarks at the Council of Foundations Luncheon,” Washington, D.C.,
April 28, 1998, p. 3.
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These changes are also affecting commerce. A new breed of active global finan-
cial entrepreneur, increasingly armed with the latest in technology and new
advances in financial theory — particularly in the theory of risk management —
is introducing new and different ideas about products and markets. The finan-
cial services sector is being fundamentally reshaped by the forces of technology,
globalization and demographics, and by new, innovative approaches.

This chapter reviews some of the ways in which the forces are changing the
financial services landscape, and it discusses some of the challenges that they
raise for consumers, financial institutions, policymakers and regulators.

Technology

Information is at the heart of all financial transactions, whether one is using
information on expected future prices to create a derivative product to control
risk, or information about past and projected cash flows necessary to approve
credit, or health information required to buy insurance. It is therefore not sur-
prising that the continuing increase in computing power and the decrease in
information-processing costs are having profound effects on the financial ser-
vices industry. Since 1982, the cost of a microprocessor with a computing
capacity of one million instructions per second has fallen from almost $1,000
to $1.30; within a decade, it is expected to cost only about $0.001.3

The availability of powerful, user-friendly computing technology at very low
cost provides an unprecedented platform for entrepreneurial innovation.
Talented and inventive people have applied technology to develop new ways of
creating and delivering financial services products, leading to a revolution in
how we think about and access financial services.

The results are all around us. Consumers are accessing financial services in new
ways, through automated teller machines (ATMs), the telephone, the Internet,
debit cards and smart cards. New products and services are available (from
mutual funds, to index-linked GICs, to complex derivative products) that
would not have been possible to produce, sell and service economically with-
out the advances in computing technology we have experienced.

Canadians appear to be openly embracing much of this new technology. Over
the past decade, the number of households with home computers has more
than tripled, climbing to more than 36 percent,* and two recent studies put the
number of Canadian households with access to personal computers at more

3 McKinsey, The Changing Landscape for Canadian Financial Services: New forces, new competitors,
new choices, Final Report for the Task Force on the Future of the Canadian Financial Services
Sector (Ottawa, September 1998), p. 24.

4 Statistics Canada, 1997 Household Facilities and Equipment Survey, as reported in The Daily,
March 20, 1998.
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than 50 percent.> Thirty-seven percent of Canadians report having used the
Internet in the last three months and 28 percent indicated they have access to
it through their home.® In financial services, Canadians adopted debit-card
technology more rapidly and use it more intensively than the citizens of most
other countries. In 1997, Canadians used direct payment through Interac for
more than 1 billion transactions, up from 185 million in 1994.

For established providers, technology is a double-edged sword. While it offers
new opportunities to serve consumers better, it can give advantage to new com-
petitors and threaten existing franchises. This is especially true for institutions
with legacy technology and distribution systems requiring complex and costly
re-engineering or replacement.

Technology is enabling the mass customization of financial services products to
better serve the needs of particular sets of consumers. The creation of complex
derivative products to manage risk is one example of such personalization that
would have been inconceivable without the increase in computing power and
the emergence of new financial theories we have witnessed. Another example is
the credit card market, where specialized credit card companies now offer liter-
ally thousands of different affinity credit cards to different customer segments.

So-called “mono-line companies,” which specialize in a single product such as
credit cards or mortgages, are providing new sources of competition to tradi-
tional suppliers through the application of technology and new ways of think-
ing about these products. By focussing on one or a few products and by
extending their geographic scope broadly, they can concentrate their technol-
ogy resources in one area rather than many and defray the costs over a very
large number of customers. This allows them to achieve substantial economies
of scale and to exploit market niches. For example, Countrywide Home Loans,
which started business in 1969 and specializes only in residential mortgages, is
now the largest independent mortgage lender in the United States. From 1990
to 1997, its volume of new lending grew 13-fold and its loan portfolio grew
14-fold.” Similarly, MBNA is a U.S. bank that specializes in credit cards by
offering customized affinity cards to specific groups. The company is now
active in the United Kingdom and Canada. MBNA, which was started in 1982,
is the largest independent credit card lender in the world, with more than

5 Ekos Research Associates, Information Highway and the Canadian Communications Household:
Overview of Findings, February 1998, p. 2. A.C. Nielsen, “A.C. Nielsen Happenings: Canadians
Embrace Technology for Business and Pleasure,” news release, March 4, 1998.

6 Ekos, Information Highway, p. 2.
7 Countrywide Credit Industries, Inc., 1998 Annual Report, p. 4.
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25 million customers, 14.4 million of whom are active borrowers with out-
standing balances totaling U.S. $49.4 billion. In 1997, MBNA's portfolio grew
by 28 percent, compared to an industry growth rate of 6 percent.®

Multi-product financial institutions, faced with these challenges, are investing
heavily in information technology to build and operate state-of-the-art systems
and to offer consumers options in how they choose to be served. This leads to a
paradox: although the cost of information processing is falling dramatically, the
expenditure on technology required within institutions continues to increase. In
particular, major full-service financial institutions such as Citicorp and Chase are
now spending approximately US$2 billion each, and many other U.S. and
European banks are estimated to be spending well over US$1 billion annually.

As we look ahead, further developments in technology will continue to lead to
new and innovative ways of producing, distributing and accessing financial
products. According to IBM, “human-centric” technologies, intelligent agents
and datamining are three emerging technologies to watch.® Human-centric
technologies include advances that will make computing technology more user-
friendly by innovations such as natural language recognition systems, pen-
based handwriting systems, and simultaneous language translation software.
An intelligent agent is a software tool that will seek, filter and package infor-
mation on a customized basis. There are already intelligent agents in the finan-
cial area. For example, PrimeRate!° allows consumers to search the Internet for
the best rates on personal banking products, such as car loans, mortgages and
deposits. In future, intelligent agents will learn consumers’ tastes, preferences
and buying habits. Data mining provides the ability to analyse customer and
transaction data in order to identify new business opportunities and to indi-
vidualize customer relationships.

These and other developments are likely to result in a major shift of power and
relationships away from traditional providers to consumers and to new, inno-
vative firms that can best assess how to meet consumer demands in a radically
different environment.

Globalization

As economies and societies are becoming more open, financial services markets
(like many other markets) are becoming more global and are changing more
rapidly by orders of magnitude. The spread of market economies, the breaking
down of trade barriers, increases in travel, the spread of education, the

8 MBNA has more than 4,500 endorsing organizations to whose members it offers affinity cards. See
<www.mbnainternational.com>.

9 IBM, “Banking in the Network Economy,” 1997.
10 See Web site at <www.primerate.com>.
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availability of low-cost, fast transportation and, of course, the dramatic impact
of applied technology are all responsible for placing the farthest corners of the
world within easy reach. Many more Canadian firms are now active in export
markets,’* and as they grow and become active in more and more countries
they can benefit from the support of domestic financial institutions that have
more global reach, expertise and influence.

Globalization thus offers new opportunities to domestic financial institutions:
to serve Canadian customers more intensively in their international operations,
and to secure new customers around the world. But it also brings new compe-
tition from financial services providers based in other countries.

Lowell Bryan and Diana Farrell, in a recent book, distinguish globalization
from internationalization. International markets are largely bilateral or multi-
lateral; global markets transcend national markets. The hallmark of a global
market is a single price for the same product, in any country in the world.*?
They argue that we now have global foreign exchange markets. For example,

Using the prices shown on a typical day in The Wall Street Journal, the
conversion of U.S. dollars to yen, yen to Deutsche marks, and Deutsche marks
back to dollars, results in virtually the same price as would have been
achieved by converting U.S. dollars to Deutsche marks directly. In other words
you would have to trade over a million dollars of foreign exchange value to
make a $10 dollar arbitrage profit.*3

The lack of arbitrage profit on substantial transactions indicates that the mar-
ket for foreign exchange is an efficient, global market with what is essentially
a single price, worldwide. Bryan and Farrell go on to illustrate that money mar-
kets are almost fully global, bond markets are rapidly globalizing** and the
globalization of the world’s equity markets has begun. The world is moving
toward a truly global capital market.

The impact of these trends for financial institutions will be profound.
Wholesale and investment banking are globalizing quickly, as many of the
products and services are already global in nature. Today, large Canadian com-
panies can access many, if not most, financial services from providers anywhere

11 The number of small and medium-sized businesses that are exporters grew from 33,000 in 1986 to
86,000 in 1995. From 1992 to 1995 the value of their total exports increased by 24.3 percent,
from $16.9 billion to $21 billion. See Industry Canada, Small Business Quarterly Report, fall 1997,
p. 8, and Small Business in Canada: A Statistical Overview, 01-03-96, p. 11.

12 See Lowell Bryan and Diana Farrell, Market Unbound: Unleashing Global Capitalism (John Wiley
& Sons, Inc.: New York, 1996), p. 22.

13 |bid., p. 26.

4 In 1996, total net debt issues (worldwide) on international markets accounted for 22 percent of
total net debt issues, up from 16 percent in 1994. More than 50 percent of Canadian corporate
bond issues are issued abroad. See McKinsey, The Changing Landscape, Exhibits 3-17 and 3-18.




30

in the world at prices that are determined by global competition. Companies
such as Goldman Sachs and Merrill Lynch are operating in virtually all coun-
tries in the world and are truly global investment banking firms. Even though
London is one of the world’s major financial centres, the globalization of
wholesale banking has resulted in the disappearance of U.K. investment banks.

Personal financial services are primarily domestic and, indeed, most retail and
small business financial services are local. But even in these areas, movement is
occurring that suggests the nature of the business will change over the coming
decades. We are already seeing the beginnings of efforts to develop specialized
niches in particular product areas and to achieve economies of scale, aided by
technology, in order to become low-cost global providers. American Express
and VISA are operating global credit card businesses. A new Canadian bank-
ing subsidiary of a major Netherlands banking and insurance conglomerate
(ING Canada) has developed a platform to take deposits, issue credit cards and
make loans throughout Canada with no branches. Specialized U.S. credit card
banks are now offering credit cards to Canadians, and Wells Fargo, a
California bank, is providing loans to Canadian small businesses from the
United States. These institutions are targeting Canada as only one of many
countries around the world that they hope to penetrate with focussed offerings
based on sophisticated technology.

Demographics

Demographic trends are a third major force of change affecting the Canadian
financial services sector. The baby boom cohort is composed of some 9.8 mil-
lion Canadians. These Canadians are now moving into their pre-retirement
years and expectations are that within the next decade or so there will be a sub-
stantial intergenerational wealth transfer to the boomer population. The com-
bination of increasing life expectancy and resulting pressure on the ability of
governments to sustain and enhance the social safety net have put greater focus
on the adequacy of retirement income. This, together with a sustained period
of low inflation and resulting low interest rates, has been a key factor in
encouraging consumers to shift away from deposits toward securities, and
toward mutual funds in particular.

An additional demographic trend that will increasingly affect financial service
providers is the trend to self-employment. The self-employed now account for
almost 18 percent of total employment, up from 13.3 percent in 1986.15 Eleven
percent of employed Canadians report that they work primarily from home;
almost half say they work out of their home regularly or some of the time; and

15 Collective Reflection on the Changing Workplace, Report of the Advisory Committee on the
Changing Workplace (Human Resources Development Canada, June 1997), p. 9.
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a strong majority believe they will be working more of the time from their
homes.’® These changing employment trends have implications that will
increase over time, for the provision of pensions, benefits, retirement planning,
and easy and convenient access to financial services.

The Responses to Change

The forces of change discussed above create unprecedented opportunities and
challenges.” The following section highlights some of the key issues affecting
consumers, financial institutions, policymakers and regulators.

Consumers

Technology is empowering consumers as never before. Technology offers con-
venience. The ability to conduct routine financial transactions by telephone, by
personal computer or through easily available ATMs results in a tremendous
saving of time and effort for most Canadians. Beyond convenience, however,
technology is also enabling consumers to access electronically the information
to compare offerings, and providing them with the ability to access providers
who no longer need to be locally based. For example, it is now possible to use
the Internet to compare credit card and service fees at different Canadian
deposit-taking institutions, to get comparative quotes on insurance, and to
obtain comparative, up-to-date performance information on mutual funds.
Canadians can deal directly with providers anywhere in the world by tele-
phone, personal computer or, in some cases, by Internet.

Canadians have embraced the convenience and broader range of choice that
technology provides. Since 1994, telephone banking has grown by 50 percent
per year, personal computer banking by 10 percent per year and point-of-sale
debit by 91 percent per year.'® Over the next decade many observers expect
smart cards to replace cash to a substantial degree, and new forms of money
to be developed to facilitate electronic commerce.

Jeffrey Chisholm, speaking about mbanx, gave a dramatic example of how
technology improves service for consumers:

We became the first direct bank in the world to deliver mortgage approval over
the Internet....

In a typical transaction, the client logs on to the mbanx internet site, selects
the desired options, and submits a completed transaction to the bank ...

16 Ekos, Information Highway and the Canadian Communications Household,
p. 6, note 9.

17 Their impacts are discussed in Background Paper #1: Competition, Competitiveness and the Public
Interest. See particularly pp. 19-33.

18 McKinsey, The Changing Landscape, Exhibit, 3-6.
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which in turn runs it through the credit-scoring process. The system then does
an on-line check with outside credit-rating agencies ... and assuming the client
clears the hurdle, processes the applications through the Bank’s core
systems.... On average ... and for about 80 percent of our mortgage products
... this entire approval process takes just 30 seconds ... from application to
approval.1®

Another example that many consumers have personally experienced is the con-
venience that comes from using a payment card or credit card to access local
currency in a foreign country when travelling — a transaction that can be veri-
fied and concluded from many countries in the world in a matter of seconds,
and at low cost.

By and large these changes are positive, often leading to more choice, lower
costs and better quality. But there are always risks and inconveniences in a
period of rapid change. Information and basic education may not keep pace
with what is happening in the market, and products may become increasingly
complex and risky without customers’ understanding or being properly
advised about the risks they are incurring or the choices available to them.
Many customers may find traditional ways of doing business disappearing
before they are accustomed to, or comfortable with, the new ways. Those per-
sons with low and modest incomes may be faced with daunting new barriers
to participation, and innovative approaches may be required to expand the
ability to gain access to and use computers. Large, increasingly complex and
sophisticated institutions will be challenged in training their work force to sat-
isfactorily and reliably explain and deliver complex products and services. In
this situation there is a greater risk that institutions or individuals may be
tempted to abuse customer relationships by tying sales of one product to
another, or by misusing customer information. Consumer protection regulation
may lag behind technological innovation and increasingly aggressive, poten-
tially abusive sales practices.

As the opportunities available to consumers are increasing, so too is the impor-
tance of the financial decisions they are called on to make. The ageing of the
baby boomers, the large intergenerational transfer of wealth that is taking
place, and the erosion of social safety nets as governments come under contin-
ued fiscal pressure are all combining to make individuals’ financial decisions
more important to their future well-being. Is the advice that consumers are
receiving up to the challenge? Are consumers starting to suffer from informa-
tion overload?

19 Jeffrey S. Chisholm, “Building a Virtual Bank for Real People,” presentation to the Canadian
Society’s Conference on the Future of Financial Services in North America, New York University,
November 6, 1997, p. 6.
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Two contradictory trends are emerging. On the one hand, as technology
empowers consumers, traditional customer loyalties are becoming less impor-
tant. Many more products are becoming commodity-like and consumers are
increasingly willing to shop on the basis of price and convenience. At the same
time, as the marketplace becomes more confusing and as more complex prod-
ucts are introduced, consumers are becoming increasingly reliant on brand and
reputation as at least implicit guarantors of value. The market is tending to
divide along product lines with consumers occupying positions of both rela-
tionship-seekers and value-shoppers simultaneously, depending on the nature of
the product or service. Loyalty toward the institutions themselves is vanishing.

These are important issues. There can be no question of trying to stop change.
But as we develop our conclusions and recommendations, we will return to the
subject of how best to deal with the many questions and challenges that change
raises, while reaping the benefits.

Financial Institutions

The shape of the industry is changing quickly. The introduction of new com-
petitors was discussed above. Existing firms are responding to the challenges of
technology and globalization in a number of ways.

The first of these is convergence of function. Around the world and in Canada,
the boundaries separating the traditional four pillars (banks, trust companies,
insurance companies and securities dealers) are gone or fast disappearing.
Indeed, a new pillar (mutual fund dealers) that was not regarded as a major
force a decade ago has come and, as a distinct pillar, gone. Increasingly, most
financial institutions are in each other’s business.

Convergence is largely driven by the growing importance of asset management.
All financial institutions are seeking ways to position themselves to gain an
increasing share of the asset management business. There is intense competi-
tion between mutual fund companies and deposit-taking institutions; life insur-
ance companies are also competing successfully for asset management business
and in 1996, 50 percent of premium income of Canadian life insurers came
from asset management rather than traditional insurance sales.?°

Convergence sometimes takes the form of different institutions’ offering prod-
ucts that have virtually identical characteristics. An example is a deferred annu-
ity offered by life insurance companies and a guaranteed investment certificate
(GIC) offered by banks. But convergence can also take the form of institutions’
offering the products of competing institutions either directly or through

20 Canadian Life and Health Insurance Association (CLHIA), Canada’s Life and Health Insurance
Industry: Consumer Compensation Arrangements, Submission to the Task Force, October 1997, p. 17.
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subsidiaries. For example, most deposit-taking institutions now offer insurance
through subsidiaries, and mutual funds in direct competition with mutual fund
companies. Insurers have traditionally competed with mutual fund companies
by offering segregated funds, which have the same investment profile as mutual
funds with an insurance component. Insurance companies now offer mutual
funds as well, and three Canadian mutual fund companies?* are now competing
with insurance companies by offering mutual funds with an insurance feature.

Convergence of function has led to conglomeration, with major banks and
insurance companies, in particular, building full-service financial groups
through acquisition and/or creation of subsidiaries, and at least one mutual
fund company acquiring a deposit-taking subsidiary.

The second reaction, which is in some sense contrary to the first and proceed-
ing alongside it, is disaggregation of function. Some institutions, in response to
the forces of change, are becoming more focussed on one or a few business
lines and selling off activities where they feel they do not have a sustainable
competitive advantage. For example, some Canadian banks have sold their
payroll businesses to more competitive mono-line companies. Lloyds-TSB, in
the United Kingdom, which is one of the most profitable banks in the world, is
focussed only on retail banking. Bankers Trust in the United States has sold its
retail bank and focusses only on wholesale banking.

We expect both trends — convergence and disaggregation — to continue.
Individual institutions will decide, in light of their own strengths and weak-
nesses and expectations about the future, which strategy or combination of
options makes most sense for them.

A third response to these changes is found in the wave of mergers and acquisi-
tions of financial institutions that is going on around the world. International
merger and acquisition activity in financial services has grown significantly
over the past 17 years.??

Many observers are predicting that, within a decade, a small number (perhaps
10 to 15) of significant, global financial institutions will emerge. Very large
regional (North American, European or Asian) players will complement these
institutions, as will a large number of local players and many niche players, some
of them operating globally. All institutions, facing this paradigm, are trying to
determine their own strategy, as a matter of survival and value-enhancement.

2t As of mid-July, the companies were Cl Mutual Funds, BPIl and Trimark.

22 The number and value of financial sector mergers have increased over the past 17 years by annual
average growth rates of 10.5 and 24.3 percent, respectively. See McKinsey, The Changing Landscape,
Exhibit 4-4.
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In addition to changes in structure, changes in culture have been taking place
within institutions. As competition intensifies, financial institutions are increas-
ingly focussed on building a total relationship with the customer. Employees
are becoming more proactive in selling a wide range of products, rather than
simply responding to customer demands. It will be increasingly important to
ensure that salespersons and other employees are well trained, understand the
client’s needs and work in the best interests of the customer in an open, trans-
parent way. All of this is made even more challenging as electronic channels
become more prevalent.

The Task Force believes that we have only begun to witness the impact of the
forces of change on the structure of the financial services sector. Allowing life
insurance companies and money market mutual funds to offer payments ser-
vices will create new and powerful competition for banks and other deposit-
taking institutions. As we cast our minds forward, we can easily imagine the
introduction of smart cards that could allow individuals to totally bypass
financial institutions for payment purposes. And the increasing use of integra-
tors such as Quicken and I|Money?? could well change the nature of existing
providers from retailers to wholesalers looking for shelf space in an electronic
mall. Not all such changes will happen quickly, but eventually distribution
channels and financial institutions will change so significantly and become so
integrally intertwined as to completely revolutionize the public’s conception of
financial services providers. What we now describe as banks, trust companies,
credit unions, insurance companies, mutual fund companies and securities
dealers may well be unrecognizable within the coming decade.

This transformation will raise many challenges for financial institutions. One
of the most difficult will be retraining and maintaining employees who have the
professional skills that will be needed in this new environment.

Policymakers
The forces of change are also having an important impact on public policy.

One implication of convergence is that the Task Force expects banks to con-
tinue to become less special. At the present time, the public policy framework
treats banks differently from insurance companies and trust companies with
regard to ownership and some business powers. We believe that such differ-
ences in public policy are less sustainable as functions continue to converge and
financial conglomerates become more prevalent.

2 Integrators bring together in one place a number of products from approved financial service
providers, and offer to find the best-suited product for an individual’s particular needs. The concept
is like an electronic shopping mall, with a salesperson who brings you the two or three best choices
after hearing your requirements. Quicken can be accessed at <www.quicken.com>and I|Money at
<Www.imoney.com>.
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A second implication is a heightened concern to ensure that consumers in fact
reap the benefits of technology and globalization. One issue is the speed of
transition to new, electronic, user-friendly distribution channels and how to
manage the transition in a way that protects acceptable service standards for
those who cannot easily cope with the changes. Another issue is whether pri-
vacy concerns, and other market conduct considerations such as transparency
and redress, can be effectively addressed in an increasingly electronic age unless
there is further action by all concerned, including legislators.

There will also be an ongoing need to re-assess the regulatory framework and
structure. Canada has been well served by a regular process of review of the
Bank Act and, since 1992, of all financial institutions legislation. This Task
Force represents a major step in assessing changes that are needed to maintain
a strong, dynamic financial sector into the next millennium. The recommenda-
tions we make are important in securing that result. But the pace of change is
so great, and the future so difficult to read, that policymakers should put a
premium on flexibility and maintain a regular, ongoing review of their legisla-
tive and regulatory structures.

Regulators

Regulators around the world are increasingly challenged by complex con-
glomerate groups operating across national borders, and taking on new and
different types of risk.

At the best of times, financial institution regulators face an uneasy trade-off
between the dictates of stability and competition. Everyone wants a safe and
sound financial system. And yet, heavy-handed regulation and protected mar-
kets stifle the innovation and competition that can bring benefits to customers
and provide a healthy, growing economy. It is becoming increasingly clear that
the nature of prudential regulation must change. The models of the past, rely-
ing primarily on assessing credit risk through extensive examination of loan
files, are no longer adequate to deal with diverse types of risk increasingly
incurred instantaneously across borders and in multiple markets. New forms
of regulation and supervision are being developed, relying to a much greater
degree on international cooperation and on the effective internal governance of
institutions.

The challenge is to retrain and retain a cadre of professional regulatory staff
able to cope with the rapidly changing world we foresee. This is even more
daunting than the challenge that financial institutions are facing to recruit,
develop and retain the people they will need to be successful.
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Summary

Technology, globalization, demographics and new ideas will continue to affect
the financial services sector and to challenge consumers, institutions, policy-
makers and regulators, in ways that cannot be easily foreseen.

This is an era of turbulence in the financial services sector everywhere in the
world. Changes are taking place elsewhere and are inevitable in Canada.
Change provides opportunity. But it also requires careful management by all
concerned in order to secure maximum benefits to Canadians.







Chapter 4

The Financial Services
Sector and its Challenges

This chapter describes the current state of the financial services sector in
Canada as the Task Force has observed it. It reviews:

= the importance of the sector to Canada and Canadians;

the current structure of the sector;

some trends and key issues;

how well-served Canadians are by their financial institutions; and
the challenges which confront the sector.

The Importance of the Financial Services Sector

The effectiveness of any economy depends significantly on how well its
financial services sector functions. Economic growth and job creation
require the efficient intermediation of capital from savings to investment,
and allocation of capital among investors. Trade and commerce depend
upon a reliable and efficient payments system. Individual consumers rely on
the smooth working of the financial system to support them in their daily
transactions as well as in their major lifestyle decisions, such as buying a
house or deciding to start a business.

In a world of rapid change, individuals and businesses look to the financial sec-
tor for even more help than they have in the past. They want to deal with their
financial institutions in the most convenient and efficient ways, using the latest
technology, and at reasonable cost. They now expect financial institutions to
be networked to provide them with access to cash, in any currency, as they
travel around the world, and with many other products and services as well.

For individuals, the question is not simply one of speed of transactions, effi-
ciency and cost. It is also increasingly important to manage one’s own
resources well. Canadians look to their financial institutions to provide them
with clear, effective and sound advice as they purchase investment products
and pursue retirement planning and other wealth management objectives.
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Businesses of all sizes look to their financial institutions to be at the leading
edge in innovative products and services, whether these be derivative products
for sophisticated businesses looking to manage risk, or sweep accounts to help
small businesses effectively manage their cash flow. Businesses expect financial
institutions to serve them well at home, and to help take them to new and
growing markets abroad.

What the financial services sector must do well — every day — is serve its cus-
tomers. But its current importance to our economic life goes beyond the ser-
vices it provides. The following facts highlight the importance of the financial
services sector to Canada and to the lives of Canadians:

24

25
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The financial services sector directly produces over 5 percent of Canada’s
gross domestic product (GDP).2

In 1997, the sector held more than $1.4 trillion in Canadian assets, domes-
tic revenues were $155 billion and after-tax Canadian profits were almost
$11 billion.?®

The financial services industry paid more than $8.4 billion in taxes to fed-
eral, provincial and municipal governments in 1996. The financial sector
paid nearly 20 percent of federal income tax paid by the corporate sector, a
higher share than its proportion of total corporate profits (approximately
17 percent).26

Financial institutions are active in the community. For example, the largest
five banks were the top five corporate givers in Canada in 1997, donating
more than $78 million to Canadian charitable causes.?’

Major banking and life insurance companies are internationally competi-
tive. In aggregate, more than 30 percent of their banking and life insurance
revenues (some $40 billion) were derived from operations outside Canada
in 1996.28

Statistics Canada, Gross Domestic Product by Industry, Cat. No. 15-001-XPB, December 1997,
Table 1.

Statistics Canada, Quarterly Financial Statistics for Enterprises, Cat. No. 61-008-XPB, first quarter,
1998. The Statistics Canada definition of the financial sector includes the major financial institu-
tions such as banks, trusts, credit unions, life insurers and specialized financing institutions. It also
includes market intermediaries such as securities dealers, insurance agents and brokers, as well as
property and casualty insurance companies. It does not include profits earned by money manage-
ment firms or trusteed pension funds. It also excludes profits earned outside Canada.

Kimberly Birkbeck and Pierre Vanasse, Supporting Governments: Transfers from Financial Institutions
to Governments, 1997 Edition, Report 230-98 (Ottawa: The Conference Board of Canada, 1997).

Canadian Centre for Business in the Community, reported in the Globe and Mail, January 29, 1998.

Estimated from the following: Total bank revenue (interest income plus non-interest income) was
$76.6 billion in 1996 (OSFI Web site data for fiscal year ended October 31, 1997). Total bank
operating revenue in Canada for calendar year 1996 was $59.3 billion (Statistics Canada
12-046-D). Difference is international revenue. Life insurance company total revenue for 1996
was $58.2 billion (CLHIA). Total insurance operating revenue in Canada for calendar year
1996 was $35.6 billion (Statistics Canada 12-053-D). Difference is international revenue.
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e Over 550,000 Canadians are employed directly in the financial services
industry and analysts have estimated that a comparable number of jobs indi-
rectly depend on the sector.?® The percentage of the work force in the sector
is higher in Canada than in other medium-sized countries such as Australia
and the Netherlands. The jobs in financial services are increasingly highly
skilled and well-paying. This shows up in the average weekly salary in the
sector, which at December 1997 was $801, or 33 percent higher than the
industrial aggregate weekly salary of $602.3°

By any measure, these are impressive facts. The challenge for Canadian policy
will be to ensure that when the scorecard is drawn up in 2005 and again in
2015, a similar record of accomplishment and contribution to Canada and the
Canadian economy can be presented.

A Snapshot of the Sector

The Task Force has reviewed the recent evolution of the financial services sec-
tor and its current structure. Chapter 3 of Background Paper #1, Competition,
Competitiveness and the Public Interest, outlines our findings in detail.

This section of the chapter reviews trends in the composition of household
financial assets over the past 20 years and provides a snapshot of the players
that make up the sector. The remainder of the chapter then discusses some
trends and key issues that are posing challenges for the sector, and how well
our major institutions are positioned to deal with these challenges.

Changing Asset Preferences

As context to understanding some of the trends in the sector, it is helpful to
focus on a number of aspects relating to the evolution of Canadian household
financial assets by product over the past 20 years.

29 Statistics Canada, Earnings Employment and Hours, Cat. No. 72-0002-XPB. Total employment
in the financial, insurance and real estate sector was 712,500 at December 31, 1997. Estimated
employment for the financial sector alone is approximately 550,000 (712,500 less 97,600 real estate
operators and an estimated 65,000 employees of real estate agencies). For an estimate of indirect
employment effects, see The Boston Consulting Group, Financial Services at the Crossroads: The
Current and Potential Role of Financial Services in the Greater Toronto Area (January 1997), p. 4.

30 Statistics Canada, Earnings Employment and Hours, Cat. No. 72-0002-XPB, December 1997,
Table 2.
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xhibit 4.1

Household Financial Assets by Product
(percentage of total Canadian household financial assets)

1977 1982 1987 1992 1997
Mutual funds 1.0 0.9 3.0 5.2 14.2
Pension claims 9.6 12.4 15.4 17.6 21.6
Shares 19.6 22.1 20.8 16.7 14.2
Bonds and money market instruments 11.1 10.5 10.9 8.0 5.3
Deposits 31.0 34.1 30.0 325 25.1
Life insurance 10.5 10.0 10.6 114 10.7
Other? 17.2 10.0 9.3 8.6 8.9
Total financial assets ($ billions) 307.2 570.1 916.3 1,333.7 1,791.0

1

Other includes, for example, currency and mortgages held by individuals.

Source: Statistics Canada National Balance Sheet Accounts, Bank of Canada.

Exhibit 4.1 shows the following:

An extraordinary growth in household financial assets over the past
20 years, with an almost sixfold increase. To some extent this reflects the
high inflation rates in the 1970s and 1980s, but there has still been an
increase of 34 percent from 1992 to 1997. Financial assets now account for
about 55 percent of total household assets, up from about 45 percent in 1977.

Life insurance assets have remained steady in relative terms, at about 10 to
11 percent of household financial assets.

Deposits have fallen in relative terms, from a peak of 34.1 percent in 1982
to 25.1 percent in 1997. Indeed, most of the decline has been in the past five
years, with the share of deposits falling by 7.4 percentage points.

The big gains have come in managed and pooled funds, made up of mutual
funds and pension claims. Since 1977 managed assets (including mutual
funds and pension claims) in total increased from 10.6 percent of total house-
hold financial assets to 35.8 percent, representing an increase of 238 percent
in their share. Over the same period, the share of household financial assets
held in the form of deposits declined by almost 20 percent.

These longer-term trends away from deposits and toward managed funds actu-
ally accelerated during the past five- and ten-year periods.

These trends have significant implications for the evolution of the sector, which
are explored below.
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The Players

The sector includes foreign and domestic banks, life insurance companies, gen-
eral insurance companies, insurance agents and brokers, trust companies,
credit unions and caisses populaires, mutual funds, securities dealers, pension
managers and investment advisers, as well as specialized finance companies.

Exhibit 4.2 provides an overview of the sector.

Exhibit 4.2
Financial Services Sector Overview, 1997
No. of Total assets Capital Total revenue  Net income Employees
companies  ($ millions)  ($ millions) ($ millions)  ($ millions)

Banks 55 1,321,930 55,667 83,718 7,491 194,800
Canadian 11 1,229,902 50,651 77,976 7,087 N/A
Foreign 44 92,028 5,016 5,742 404 N/A

Trusts (excl. bank subs.) 34 53,538 2,348 5,406 557 22,900

Credit unions and

caisses populaires 2,289 106,988 6,825 7,947 488 61,600

Life insurance companiest 131 233,365 28,002 58,288 2,633 60,770
Canadian 45 208,411 23,629 N/A 2,432 N/A
Foreign 86 24,954 4,373 N/A 201 N/A

Independent life agents N/A N/A N/A N/A N/A 40,400

P&C insurance? 236 53,310 15,513 21,578 1,839 37,055
Canadian 89 N/A N/A 6,953 N/A N/A
Foreign 147 N/A N/A 14,625 N/A N/A

Insurance brokerages N/A N/A N/A N/A N/A 56,885

Independent adjusters

and appraisers N/A N/A N/A N/A N/A 3,865

Securities dealers

(incl. bank subs.) 187 158,200 3,526 8,478 769 32,900

Mutual funds 78 280,100 N/A N/A N/A 35,000

Asset-based financing

and leasing? 130 50,000 N/A N/A N/A N/A

Note: Net income is after tax and excludes preferred share dividends of $481 million for domestic banks, and an
estimate of $16 million preferred share dividends for trusts and $52 million for life insurance companies. Net
income for life insurance companies is after policy holder dividends of $2,387 million.

1 All life insurance data are for 1996.

2 Number of companies and employment data for property and casualty insurance are for 1996.

3 Estimated by the Canadian Finance and Leasing Association, based on its 1996 member survey.

N/A is not available.

Source: Background Paper #1, p. 38.
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Deposit-Taking Institutions
The Banks

There are five large Canadian-controlled banks, each with shareholders’ equity
of more than $5 billion and assets in excess of $165 billion. There are six
smaller Canadian-controlled banks, with aggregate assets of $82 billion, and
more than 40 foreign banks, with total Canadian assets of $92 billion.3! In
1997, the banking sector (including subsidiaries) earned $7.5 billion of net
income on revenues of $84 billion.

The largest banks have extensive branch networks, with more than 8,000
branches across Canada. There are more than 14,000 bank-owned ATM
machines operating across the country.32 Compared to other countries, Canada
has the second-highest number of ATMs at 6.17 per 10,000 people, and the
third-highest number of point-of-sale terminals.33

The smaller domestic banks are niche or regional players. Foreign banks,
which have been operating in Canada since 1980 through regulated Canadian
subsidiaries, have mainly concentrated on providing wholesale financial ser-
vices in urban markets. Of those banks, only Hongkong Bank of Canada is
engaged in extensive retail branch banking activities. It should be noted that,
contrary to the understanding of many Canadians, present Canadian law does
not restrict foreign banks from conducting retail branch operations in Canada
through Canadian subsidiaries. But this has not been their business pattern.

The large banks have been the principal consolidators in the industry as the
distinctions between the traditional ““four pillars” have disappeared. All of the
major banks, in one way or another, are now active participants in the securi-
ties, insurance and trust businesses.

The Canadian banks have significant international operations, which vary
among the individual institutions, both in relative importance and in strategic
direction. In aggregate, 37 percent of the assets of the six largest banks were
employed in international activities in 1997.3 On average, 35 percent of net
income was derived from non-Canadian business, with a range from 58 per-
cent for the Bank of Montreal to 16 percent for the National Bank.3°

The banks employ 195,000 Canadians, excluding employment in non-banking
subsidiaries such as investment dealers. The Canadian Bankers Association
estimates total bank employment, including subsidiaries, as 221,400.

31 OSFI Web site data for December 31, 1997.

82 Canadian Bank Facts, 1997/1998 Edition (Toronto: Canadian Bankers Association, 1998).

33 McKinsey, The Changing Landscape, Exhibit 6-41.

34 See Background Paper #1, Ch. 3 for more detail on the domestic and total assets of Canadian banks.
35 McKinsey, The Changing Landscape, Exhibit 5-23.
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The Credit Unions and Caisses Populaires

There are more than 2,200 individual credit unions and caisses populaires across
Canada carrying on principally retail financial services businesses. Each of these
is a separately constituted, member-owned business enterprise with its own man-
agement and governance structure. The credit unions and caisses populaires,
which are regulated under provincial law, are supported through central provin-
cial organizations that provide liquidity support and other services. Almost 10
million Canadians are members of credit unions and caisses populaires.

The business importance of the credit union movement varies substantially
from province to province. In Saskatchewan and Manitoba, the credit union
movement accounts for about 35 percent and 25 percent, respectively, of the
assets of all deposit-taking institutions in the province. In Quebec, the
Mouvement Desjardins is a dominant market force. It accounts for more than
36 percent of the assets of deposit-taking institutions in that province and has
a strong market position in many product lines, accounting for 44 percent of
deposits, 39 percent of residential mortgages, 32 percent of consumer credit
and almost 45 percent of agricultural credit. In other provinces, such as
Ontario and Alberta, the credit union movement has a much less significant
market presence.

More than 61,000 Canadians are employed in the credit union and caisse
populaire systems.

Trust Companies

Trust companies now constitute a relatively small market segment, with only
34 firms, other than those owned by banks, carrying on business. Collectively
they generated revenues of $5.4 billion in 1997 and earned profits of $557 mil-
lion. The sector includes one large company, Canada Trust, and many smaller
companies, most of a regional nature and including subsidiaries of a number
of life insurance companies and mutual fund managers. Trust companies
employed about 23,000 Canadians in 1997.

Insurance Companies
The Life Insurance Industry

There are some 130 life insurance companies carrying on business in Canada.
There are 107 federally regulated companies which together account for
93 percent of the assets of the industry. More than 85 percent of the industry,
measured by assets held, is Canadian-controlled.® The industry, which is in a

36 The share of Canadian companies was 84.6 percent in 1996 (see Canadian Life and Health
Insurance Facts, 1997 Edition) and this will increase with the acquisition of Metropolitan Life,
a U.S. company, by Mutual Life, a Canadian company.
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period of significant consolidation, had assets in 1996 of $233 billion, and
total revenues and profits of $58 billion and $2.6 billion respectively.3”

The business of the life insurance industry has changed substantially. Today,
only about 30 percent of premium income is derived from traditional life insur-
ance products, with the balance attributable to wealth accumulation products
and health and disability insurance. Of the five biggest companies, only Great-
West Lifeco (which owns Great-West Life and London Life) is a publicly held
stock company. The other four are mutual companies owned by their policy
holders, although all four have announced their intention to convert their own-
ership structures to stock companies.

The Canadian life and health insurance industry has had a long and successful
history in international markets. Some 44 percent of premium income in 1996
was derived from operations outside the country.

In 1997 more than 100,000 Canadians were employed in the life insurance
industry, including those working as independent agents and brokers.

The Property and Casualty Insurance Industry

There are more than 230 property and casualty (P&C) insurance companies
operating in Canada, with 74 of the largest 200 general insurers in Canada
being Canadian-owned.3® Canadian-owned companies account for 36 percent
of all property and casualty insurance company assets in Canada. The major-
ity of premium income in Canada is earned by subsidiaries or branches of for-
eign companies.

Unlike the other components of the sector, the property and casualty industry
does not perform an intermediation function but instead plays the vital role of
spreading and absorbing risk. The sector, which is also experiencing substantial
consolidation, generated premium revenues of $21 billion in 1997 with profits
in excess of $1.8 billion. Employment in the sector stood at 97,000 in 1996.

Mutual Funds

In 1997 there were 78 mutual fund companies operating in Canada, with assets
of about $280 billion at year-end. These companies offered Canadians more
than 1,000 different funds to choose from. Total assets under management
grew at an average annual rate of 30 percent from 1992 to 1997, making
mutual funds the fastest-growing subsector of the financial services sector.3°
The majority of the mutual fund industry is independent. At the end of 1997,

37 Data supplied by the Canadian Life and Health Insurance Association. Data for 1997 were not
available at the time of writing.

% |nsurance Council of Canada.
3 McKinsey, The Changing Landscape, Exhibit 2-58.
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banks accounted for 25 percent of assets outstanding, other deposit-takers
accounted for 5.5 percent and life insurance companies for 3.7 percent.*° The
top four retail mutual fund managers have averaged a return on equity of
22.6 percent from 1987 to 1997.4

Other Market Participants

There are a number of other participants in the sector, most of which carry on
business outside the scope of federal regulation. Among these are securities
dealers, specialized financing companies, money managers and advisers. Some
of the institutions in these sectors are among the most innovative and success-
ful in the Canadian financial services marketplace. For example, both General
Electric Capital Corporation and Newcourt Credit Group are asset-based
financing companies that have carved out important market niches in business
financing in recent years.

Trends and Issues

Statistical information does not fully capture the dynamism of these markets or
the significant structural changes that have occurred in them over recent years,
both within Canada and abroad. The forces of change, described earlier in this
report, have been very much at work in Canada. Institutions have been forced
to reposition themselves for continued business success and growth. That
process is ongoing.

A research study prepared for the Task Force by McKinsey & Co. examines
the forces of change, analyses the performance of the Canadian institutions,
evaluates their competitiveness in the face of a rapidly changing and globaliz-
ing marketplace, and assesses their strengths, weaknesses, challenges and
opportunities.*?

In addition to this research, we received many submissions from financial insti-
tutions and from their industry associations. We have met with industry execu-
tives and have candidly discussed the opportunities they believe their businesses
have and the challenges they face, including challenges arising out of the present
public policy framework. We have also discussed these same issues with regula-
tors, community interest groups and many individual Canadians.*?

40 Investment Fund Institute of Canada, December 1997 Monthly Statistics.
4 McKinsey, The Changing Landscape, Exhibit 2-33.
42 |bid., particularly Ch. 5.

43 The evidence we have received and our findings with respect to the challenges and opportunities
facing the sector in Canada are summarized in Background Paper #1.
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We have been impressed with the constant theme of unprecedented change that
runs through all the research, submissions, meetings and discussions. Against
this theme of change, we explore below:

» the changing face of competition in the financial services market;
e the growing importance of mutual funds;

= securitization;

» factors affecting continued business success;

» consolidation;

« the role of second-tier institutions in our marketplace; and

= the particular role of life insurance companies.

The Changing Face of Competition

Although the Canadian financial services marketplace may appear static to
many, there have in fact been significant changes in the competitive position of
institutions over the decades and particularly in recent years. Following are
some examples:

e In 1933, when the MacMillan Commission conducted the first examination
of Canada’s financial services sector, there were 10 chartered banks operating
in Canada. By the time of the Porter Commission in 1964, consolidation had
reduced this number to eight with the three largest banks holding 70 percent
of banking assets. Today, there are 11 Canadian-controlled chartered banks
and more than 40 foreign-owned banks active in the Canadian market. The
three largest banks have 52 percent of the banking assets in Canada.

e The aggregate share of total financial sector assets of the life insurance sec-
tor fell from 33 percent in 1933 to 10.5 percent in 1987 and 9.2 percent in
1997. The chartered bank share, inclusive of subsidiaries, fell from 45 per-
cent to about 34 percent in 1987 but has risen since then to 37 percent.
Credit unions and caisses populaires, which were in their infancy in 1933,
today account for about 5 percent of total financial sector assets and are
even more significant in deposit-taking, accounting for about 10 percent of
the assets of all deposit-taking institutions in Canada and more than 35 per-
cent in Quebec and Saskatchewan.*

e Over the past 10 years the fastest-growing institutions have been mutual
fund companies and trusteed pension plans. Mutual fund companies
increased their share of total financial sector assets from 2.9 percent in 1987
to 11.5 percent in 1997. The share of trusteed pension plans increased from
14.6 to 17.0 percent over the same period.

4 The comparative information on 1933, 1964 and 1997 is drawn from the Porter Commission
Report, Royal Commission on Banking and Finance (Ottawa: Queen’s Printer, 1964), and from
Statistics Canada, National Balance Sheet Accounts.
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Large Canadian businesses increasingly source their long-term debt financ-
ing needs in capital markets. Over the past 10 years bank loans have fallen
from 44 percent to 34 percent of corporate debt outstanding. Corporate
bond issues now account for 31 percent of corporate debt, and have grown
four times as fast as bank loans over the past decade.®

In the small business market, credit unions and caisses populaires accounted for
some 14 percent of small and medium-sized enterprise (SME) business credit
financing in 1996, whereas they were not in the marketplace in any significant
way at all in 1964. Specialized asset-based financing companies had 16 percent
of the small business credit market in 1996, up from 9 percent in 1994.

Since the Task Force was established in December 1996, many new competi-
tors have entered the Canadian financial services market, some large and active
across Canada and others pursuing more narrow opportunities. For example:

Two new virtual banks have started up: Citizens Bank, a subsidiary of
Vancouver City Savings Credit Union; and ING Bank, a subsidiary of a
major Netherlands financial services conglomerate.

MBNA Corporation and Capital One Financial Corporation, two U.S.
banks that specialize in credit card products, have entered Canada.

A number of specialist finance companies, including Finova and Heller
Financial, have started operations in Canada or applied for permission
to do so.

Nine new mutual fund companies have started business in Canada. From
September 1996 to May 1998, the number of mutual funds offered in
Canada increased from 954 to 1,079, and total assets invested in mutual
funds grew from $211.7 billion to $329.7 billion, an increase of almost
56 percent.

Merrill Lynch has announced its intention to acquire Midland Walwyn, giv-
ing it a major presence in the Canadian securities market.

There is a shift well under way in the marketing of insurance products. In
1989 almost all such products were sold through agents and brokers. Now
it is estimated that insurance amounting to 9 percent of new individual life
premiums is sold through non-traditional means such as direct response and
independent marketing organizations.*¢ With respect to general insurance,
direct response marketing in 1997 accounted for about 20 percent of direct
premiums from personal lines, up from about 12 percent in 1994.47 Industry
expectations are that these trends will continue and even accelerate.

McKinsey, The Changing Landscape, p. 31.
LIMRA, Trends in Canadian Insurance, 1997.

Direct response sales include sales through call centres and the Internet. See Background Paper #2,
p. 93 and Exhibit 4.8.
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In sum, the markets are dynamic and we are witnessing new competitors and
new forms of competition in both products and the ways in which they are
delivered. One of the major issues to be faced as we look ahead is what new
forms competition is likely to take, and how contestable traditional markets
will turn out to be. As discussed in Chapter 3, technology and globalization are
moving the yardsticks and leading to changes that within a decade are likely to
make the financial services sector, as we know it today, barely recognizable.

The Growing Importance of Mutual Funds

Changing consumer preferences, combined with technology and aggressive
marketing programs, are resulting in extraordinary growth in mutual funds. As
consumers have shifted to mutual funds, banks and other deposit-takers have
found themselves in a position where they risk losing a substantial part of their
traditional savings business.

Historically, individuals have saved through deposits in banks, trust companies
or credit unions. Those institutions accept deposits, commit to repay them on
demand or at a fixed point in the future, with interest, and lend the money to
individuals seeking personal loans or mortgages, or to businesses seeking
financing. The solvency of the financial institution, and therefore the ability to
honour its promise to pay, has depended on the loans being good loans. To
protect depositors, regulators require the institutions to keep substantial
capital on hand as a cushion against some loans going bad.

Today, individuals are increasingly placing their savings in mutual funds.
Mutual funds are a new, growing form of intermediation. Rather than banks,
trust companies and credit unions collecting deposits and using the pools of
money to make loans, mutual fund companies now accept funds and use the
pools of money to make investments in securities through capital markets.

About 35 percent of Canadian households now own mutual funds, and the
amount of mutual funds they own exceeds $300 billion. We have already noted
the rapid growth of mutual funds and the high profitability of mutual fund
companies. Since 1995, total personal deposits of Canadians have actually
declined, from $449 billion to $429 billion in 1997. Since 1991, mutual fund
assets have grown almost sixfold, from $50 billion to $283 billion at the end
of 1997. Mutual funds already exceed personal deposits in banks, and indus-
try experts expect that within three to four years, mutual funds will exceed all
personal deposits in banks, credit unions and trust companies. There are now
at least 85 mutual fund companies in Canada, offering more than 130 fund
families and with more than 1,000 different funds.

When buying units in a mutual fund, the investor takes all the risk with respect
to the future value of the investment. Unlike banks, trust companies or credit
unions, mutual fund companies do not promise to pay a pre-specified amount




51

to an investor. As a result, they can be started with relatively little capital and
require little or no prudential regulation.

Money market mutual funds invest in short-term high-quality securities,
mostly issued by governments. They are relatively safe investments and provide
a return that is considerably higher than that available on demand deposits in
banks, trust companies or credit unions. There is a debate about how much of
the very rapid growth in mutual funds is due to buoyant stock markets and low
interest rates and whether, when markets correct and interest rates rise, money
would flow back into deposits in significant amounts. Many observers suggest
that the trend away from deposits is largely irreversible and most consumers in
such a situation would turn to money market mutual funds rather than bank
deposits. In the United States, many money market mutual funds offer
chequing privileges that make them even more attractive substitutes for bank
deposits. Americans now hold more of their household assets in mutual funds
than they do in deposits.*®

There have been two types of response to the rapid growth of mutual funds.
Banks and other traditional deposit-takers have offered their own mutual fund
products and used their distribution systems to network the products of other
suppliers, in order to maintain customer relationships and profitability. In addi-
tion, as deposit-taking institutions found it more difficult to rely on retail
deposits as a source of funding, they have turned increasingly to markets to
securitize their assets.

Securitization

Securitization is a growing and important element in global capital markets.
Essentially, securitization allows lending institutions to economize on capital
by selling their loans to a trust or special purpose corporation, which then
issues marketable securities that are sold to investors. The underlying asset,
held by the trust, provides an income stream that services the securities.
Securitization is a far-reaching innovation for two reasons. It allows lending
institutions to use their capital more efficiently by transferring the loans from
their own balance sheet, usually retaining a management fee for administering
the loan. Spread income becomes converted to fee income, and capital is con-
served. Second, securitization permits separate financial institutions to origi-
nate, fund, service and assume risk related to a portfolio of loans or other
assets. This allows for the development of specialized expertise in different
areas of activity and can be effective in bringing new sources of competition to

48 In 1992, U.S. households held about $2.7 trillion in mutual funds and $2.8 trillion in deposits. By
1997, they held $3.3 trillion in mutual funds compared with $3.2 trillion in deposits. See McKinsey,
The Changing Landscape, Exhibit 4-15.
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the different functions involved in credit granting, as well as bringing addi-
tional funding from non-traditional sources to certain activities.

In discussing the spread of securitization in the United States, the Chairman of
the Federal Reserve Board commented:

Numerous types of assets are now routinely securitized, including residential
mortgages, commercial mortgages, auto loans, and credit card loans. In
addition, medium- and large-size businesses, including some that are below
investment-grade, regularly access the commercial paper market by
securitizing their trade accounts or other assets. Recently, securitization and
credit-scoring are beginning to be applied to small business lending.4°

Securitization has not yet developed in Canada to the same degree as in the
United States. Recently, however, there has been rapid growth, with total asset-
backed securities outstanding increasing from $9.6 billion in 1995 to $27.3 bil-
lion in 1997, a 183 percent increase in just two years.>® By the end of June
1998, total asset-backed securities outstanding had increased to $40.9 billion,
a further growth of 50 percent in six months. In April 1998, two banks con-
cluded transactions of more than $1 billion each.5!

Factors Affecting Continued Business Success

All sectors of the financial services industry are currently robust and profitable.
It is instructive to remember, sitting at or near the top of a cycle in these mar-
kets, that many financial institutions — including the banks — are not many
years away from a period of much lower profitability and significant asset
impairment in the early 1990s. Recent performance across the financial ser-
vices sector has been helped by steady economic growth, declining interest
rates and low inflation rates. Fortunes can shift quickly, and they will. History
is clear about this.

What we can say is that the well-publicized profits of recent years mask some
important challenges that our domestic institutions will have to face and man-
age well if they are to continue to prosper in a much more competitive global
marketplace. For example:

4 Alan Greenspan, “Remarks by Chairman of the Federal Reserve Board at the Conference on Bank
Structure and Competition of the Federal Reserve Bank of Chicago,” May 1, 1997, p. 2.

50 Dominion Bond Rating Service, Securitizations: Year-end Review of Canadian Asset Backed
Securities, 1997 Annual by DBRS (December 31, 1997). Most of the growth in the market has
come at the short end, from asset-backed commercial paper. The term market was relatively flat
and is still down from its 1994 peak of $5.5 billion outstanding.

51 CIBC and Royal Bank securitized credit card receivables in the amounts of $1.325 billion and
$1.1 billion, respectively.
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Canadian financial institutions are in recent years generating only average
profits when compared with efficient North American and European
counterparts.

For example, the overall profitability of the five largest Canadian banks,
measured as net income divided by total revenue, increased from 9.7 percent
in 1992 to 19.5 percent in 1996. The 1996 numbers compare with prof-
itability ratios for the five largest banks in the United Kingdom and the
United States of 22.2 percent and 20.2 percent, respectively.5?

The profitability of the five largest life insurers, measured by the ratio of net
income to total premiums, is somewhat above the international average for
eight countries considered (6.4 percent compared to an average of 5.1 per-
cent in 1996) but is less than the comparable figure for the United States
(7.4 percent).>

Credit union returns are modest and may well be insufficient to permit
growth and investment.

Canadian banks are more highly leveraged than many of the stronger
banks around the world. Recent estimates for the average Tier 1 capital
of Canada’s five largest banks was 6.79 percent of risk-weighted assets,
compared to 7.67 percent of assets for the five largest banks in the United
States.>*

Financial institutions around the world, under competitive pressure, are
working hard to improve the efficiency of their operations. Without world-
class productivity, over time a company will have difficulty prospering.

Measured against industry efficiency norms, the largest Canadian banks
stack up fairly well against a sample of institutions from other countries: the
large Canadian banks’ average NIX efficiency measure of 0.63 in 1996
lagged behind the average of the largest five U.K. banks of 0.59 and was vir-
tually identical to the U.S. largest five banks’ measure of 0.64.55

However, looked at more closely, the Canadian bank numbers are less
impressive compared with recent efficiency results achieved by some of the
world’s most competitive banks, which now have NIX efficiency ratings of
0.50 to 0.55. Assessing this data, the McKinsey & Co. study concluded, in
relation to Canadian banks:

McKinsey, The Changing Landscape, Exhibit 2-51.
Ibid., Exhibit 2-56.

Data supplied by OSFI. For U.S. banks, data are at December 31, 1997; for Canadian banks, data
are at January 31, 1998.

The NIX ratio measures operating non-interest expense per dollar of operating revenue. It is
a standard measure of efficiency in the banking industry. For comparative data see McKinsey,
The Changing Landscape, Exhibit 2-52.
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Compared to the best operating companies, Canada’s banks lack a true
performance ethic. Their cost efficiency, while collectively competitive, lags
the leading performers in the United States and the United Kingdom.... They
have only recently tied their compensation directly to improved financial
performance. Moreover, though their risk management skills are conventional
and sound, the banks’ legacy technology inhibits both rapid product innovation
and more efficient processes overall.5¢

Although the Task Force has no hard data comparable to the NIX measure
for other sectors of the Canadian financial services industry, on the basis of
other available measures of financial performance such as profitability, we
have no reason to believe that they are more efficient than their counterparts
abroad or than the banks.

Taken as a whole, it is clear to us that Canada’s financial institutions will
have to work hard to become more efficient in the future. If they do not
become more productive, their competitive position is likely to erode.

Consumer demand for multiple channels of access to banks and other finan-
cial services providers is imposing cost pressures on deposit-taking institu-
tions. It is clear that growing numbers of Canadians want the latest
electronic channels and that the banks, credit unions and other financial
institutions must provide them. This seems particularly so for the younger
generation. On the other hand, it is equally clear that large numbers of
Canadians are not yet willing to abandon their traditional channels, such as
the bank branch. As a result, financial institutions currently provide over-
lapping points of access to their customers, with the consequence of
increased costs without a commensurate increase in aggregate revenue. In
U.S. banks, transaction costs per customer have actually increased, as the
lower cost per transaction in the new channels has been offset by the need to
maintain multiple channels and an increased number of transactions per cus-
tomer, apparently because of greater convenience.5” Increasingly, and not
surprisingly, banks are looking to sustain profitability through sources of
revenue such as service charges and fees (including fees for managing assets),
through profit from trading activities on their own account and from the
investment banking business, and through making their traditional manu-
facturing and distribution systems more efficient by reducing costs.

All of the institutions in the sector face increasingly heavy spending require-
ments, particularly for new technologies, retraining staff and brand recogni-
tion purposes. In these areas they are competing with large global institutions
that allocate massive budgets for the same purposes. To put the technology

McKinsey, The Changing Landscape, p. 44 and Exhibit 5-5.

Ibid., Exhibit 4-12. From 1985 to 1995, transaction costs per customer in a sample of U.S. banks
rose by 4.7 percent per year on average. We were not able to find comparable data for Canada.
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issue in perspective, the three largest banks in the United States have an aggre-
gate technology budget of US $5 billion, compared to technology budgets of
US $1.6 billion for the three largest banks in Canada.>® This spending gives
rise to two issues, both potentially serious for Canadian institutions. Relative
to their size, the expenditures of Canadian deposit-takers are already large
and represent a huge continuing cost of doing business. But of even more sig-
nificance, the inability to increase spending for these purposes is likely to
result in competitive disadvantages in the near future, at least in some prod-
uct lines. Life insurers face similar challenges.

In short, the recent and relatively short period of robust economic performance
and very healthy profits of our major financial institutions should not leave
Canadians with a false sense that the current strength of Canada’s financial
institutions, or their resulting contribution to Canada, is necessarily destined to
continue. Our institutions will have to pursue vigorous strategic initiatives to
maintain their financial health. We believe that it is of national importance that
they succeed. As has been demonstrated time and again in other countries,
weak financial institutions do not serve their customers well and do not play
the role they should in fostering economic growth and employment.

Consolidation

In Canada, as elsewhere, consolidation in the financial services industry con-
tinues at an escalating pace. Dozens of mergers have been announced since the
Task Force began its work, many of them of mind-boggling size. Thousands
have been announced in the world around us.>®

Consolidation in many markets, not just financial services, is a worldwide phe-
nomenon aimed at achieving efficiencies by eliminating excess capacity in some
markets and capturing potential synergies that come from larger size and more
varied product offerings.

In Canada, there has been a fairly rapid consolidation process at work in the
insurance sector. Taking into account recent mergers, the five largest life insur-
ance companies now have about 60 percent of the Canadian market for life
products, up from about 40 percent in 1991.5° Consolidation also continues in
the deposit-taking sector, as evidenced by continuing consolidation in the trust
and loan sector and among credit unions, as well as the proposed Schedule |
bank mergers.

58 McKinsey, The Changing Landscape, Exhibit 5-13. Data are for 1996.
5 |bid., Exhibit 4-4.

60 On the basis of 1997 premium data, the five largest had 59 percent of the market, adjusted for the
following mergers and acquisitions: Great-West Life-London Life; Mutual Life-Metropolitan Life;
and Canada Life-Crown Life. Source: Canadian Insurance, Annual Statistical Edition, June 1998.
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Second-Tier Institutions

The Task Force has heard much about second-tier financial institutions, that is,
those institutions that are smaller in size and which compete with the large
banks in regional or local markets.

Some have contended that Canada does not have a well-developed second tier.
There is considerable truth to this assertion. During the 1990s, only three new
domestic banks were incorporated in Canada (compared to 207 new banks in
the United States in 1997 alone). There are only six Canadian-controlled banks
with shareholders’ equity of less than $5 billion, and five of these have share-
holders’ equity of less than $1 billion. The foreign banks are engaged primar-
ily in wholesale banking businesses and have eschewed the retail market. With
the exception of Canada Trust, the trust companies mainly serve special pur-
poses and very local areas.

On the other hand, as has been noted, there are more than 2,200 individual
credit unions in communities spread across Canada. In some provinces, they
have the largest share of the market for some important retail products. In
other regions, their significance is less pronounced and their competitive thrust
less strong. With only a few exceptions, the credit union system continues to
be fragmented, without an efficient or effective means to coordinate the use of
the capital available in the system. There are difficulties in raising capital to
support infrastructure development and business growth, and there is too often
a lack of concerted action on significant business issues because of disagree-
ments among self-governing member institutions.

Notwithstanding these circumstances, the Task Force believes that, in most parts
of Canada, the credit union movement presents a framework for the effective
delivery of community-based financial services to individuals and small busi-
nesses. The movement has played this role in many other countries, such as the
Netherlands, France and Germany. With supportive public policies and commit-
ted and effective leadership within the movement, there is no reason why it can-
not do so in Canada. We have been encouraged throughout this exercise by the
far-sighted vision that many in the Canadian credit union movement are dis-
playing as they face change, challenge and opportunity within their sector.

However, the Task Force also believes that the enhancement of the credit union
movement alone will not be sufficient to provide the second-tier institutions
that will be important for Canada in the years ahead. A number of our rec-
ommendations are directed at making it easier for new financial institutions to
start up, and to enter the country from abroad. We also believe that all exist-
ing non-bank institutions need to become more competitive and provide
greater competition to the banks.
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Life Insurance Companies

The life insurance sector, rapidly consolidating as noted above, stands at the
edge of further challenges and potential growth. The Task Force believes that
life insurance companies can become very significant forces in the Canadian
financial services sector, operating in more product lines and offering much
greater competition to deposit-takers, including banks, than they have in the
past. Over time, some insurers are likely to become leaders of major financial
services conglomerates, as has been the experience in other countries.

Public policy should ensure that there are no unnecessary barriers blocking life
insurance companies from full participation in a broad range of financial ser-
vices. In this report we recognize three areas where policy change will be help-
ful in assisting greater competition by life insurance companies.

First, we believe that it will be beneficial to consumers if life insurance compa-
nies have full access to the payments system, and that such access should not
cause any prudential or efficiency concerns.

Second, we suggest that the current status of the Canadian Life and Health
Insurance Compensation Corporation (CompCorp, the consumer compensa-
tion plan run by the industry) and the Canada Deposit Insurance Corporation
(CDIC, the government-backed deposit insurance plan) places certain impor-
tant products offered by life insurers at a competitive disadvantage in the mar-
ketplace. We recommend in this report that CompCorp and CDIC be
integrated and we present two options for accomplishing this.

Third, we support strongly the intention of the four major mutual companies to
demutualize. We believe that this will be in the best interests of the companies,
their policy holders and the future evolution of the financial services sector.

The demutualization process will entail the distribution of billions of dollars
worth of shares to policy holders. Demutualization will also provide the com-
panies with needed access to capital markets and will facilitate their ability to
adjust in a way that allows them to seize more readily the opportunities that
come with change. Vast new sources of equity capital will be needed by these
mutuals if they are to enter the large new markets we see before them.

At the same time, their task will not be easy. Demutualization will require sig-
nificant amounts of time and executive energy, and it may prove difficult for
some of these organizations to adapt to the aggressive, value-insistent culture
of the public markets. As never before, these companies will need outstanding
leadership, with many new skill sets. They will also require aggressive and
innovative strategies, well executed, to be successful as the process of financial
industry consolidation continues.
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Despite these challenges, the Task Force believes that insurance companies,
with their strong domestic base and long-standing international focus, will
become even more important and visible members of the Canadian financial
services sector in the years ahead. It is very important for Canada, and its
evolving economy and needs, that they succeed in this regard.

Are Canadians Well Served by Their Financial Institutions?

As we look ahead to the sector in the 21st century, we should assess how well
Canada’s financial institutions serve Canadians now.

We have examined this subject in some depth and our findings are described in
detail in Chapter 4 of Background Paper #1, Competition, Competitiveness
and the Public Interest.5* An overview follows.

Individual Consumers

In most respects, individual Canadians receive good service at reasonable cost
from their financial institutions, when compared to other countries:

e Interest rate spreads for consumer loans and mortgages are the second-low-
est of those for a group of industrial countries examined by McKinsey & Co.
Only the Netherlands had lower spreads on personal loans and only the
United States had lower spreads on mortgage loans. However, credit card
interest spreads and fees are significantly higher in Canada than in the United
States.®?

e Canadian deposit-taking institutions, measured by what they charge for a bas-
ket of personal banking services packages, are near the average for 10 coun-
tries examined. The variation in experience is wide, with consumers in the
United Kingdom not paying any service fees, and consumers in the United
States paying on average about C$15.50 per month. The average fee in
Canada was $10.00 per month.®3

e The availability of payment services in Canada is excellent compared to
other countries. The number of ATMs per person is second-highest among a
group of ten countries surveyed, and the number of point-of-sale terminals
per person is third-highest.&

e The Canadian payments system is very efficient and clears cheques faster
than most clearing systems in the world. Our same-day funds availability
and one-day clearing of cheques on a national basis is a leader compared to

61 See also the work of McKinsey on this topic, in The Changing Landscape, Ch. 6.

62 Spreads in Canada have been higher by an average of about two percentage points over the past
10 years. See Ibid., Exhibits 6-20, 6-21 and 6-22.

8 |bid., Exhibit 6-25.
64 |bid., Exhibit 6-41.
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experience in other countries. For example, both Switzerland and Australia
are reported by the Bank for International Settlements to have required five
days to clear cheques in 1996.55

e Canada’s financial institutions price their services, including credit services,
at the same price across Canada and do not discriminate by region.

* Representative life insurance premiums paid by Canadians are the second-
lowest among those for a group of eight industrial countries surveyed.56

e Although Canadians have a choice among a wide range of mutual fund
products, with more than 1,000 different funds available, fund administra-
tion fees are higher in Canada than in the United States.®”

Overall, Canadian financial institutions stack up well by most quantitative
measures in the delivery of financial services to individual Canadians.

Market research conducted for the Task Force found that Canadian financial
institutions get high satisfaction grades from the public on many counts. For
example, Canadians have a high degree of confidence in the safety and
soundness of their financial institutions and “for the most part, the current
level of competition in the banking and insurance sectors is seen as adequate
by most Canadians.”’¢8

Notwithstanding these positive factors, there is continuing serious concern
among the public about the level of service charges and about convenience of
access to branches. There are complaints of poor or complicated disclosure in
documentation, particularly in relation to the life insurance industry. And there
is a continuing concern that many low-income Canadians are not obtaining
reasonable access to basic banking services. Moreover, there is a striking
antipathy toward financial institutions, in particular toward the banks and
their leaders. These concerns are manifested in consistently low rankings for
banks in quality satisfaction surveys.

The Small Business Community

The evidence in respect of small business services is mixed. Most of the posi-
tive factors noted above apply equally to small business customers. For exam-
ple, the efficiency of the Canadian payments system, the benefits of national
branch banking and the accessibility of technology benefit small businesses as
well as individual users.

65 McKinsey, The Changing Landscape, Exhibit 6-38.
6 |bid., Exhibit 6-30.
57 |bid., Exhibit 6-31.

68 Ekos Research Associates, Public Opinion Research Relating to the Financial Services Sector,
Research Paper Prepared for the Task Force and the Future of the Canadian Financial Services
Sector (Ottawa, September 1998), pp. 37, 44.
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In addition, interest rate spreads on small business loans are significantly lower
in Canada than in the United States.®°

McKinsey & Co. conducted a survey for the Task Force on banking fees for
small business. On the basis of a ““representative” small business, they found
Canadian charges to be in the middle of a range among a group of eight coun-
tries. Merchant rates, the percentage of transaction value paid to credit card
companies, averaged 1.9 percent in Canada compared with an average of
1.6 percent for the United States, the United Kingdom and Argentina and an
average of 2.6 percent for five European countries. The average monthly fee for
a Canadian SME was $18 compared to an average of $8 in four European
countries and an average of $27 for the United States and Australia.”™

However, it is clear, from surveys conducted both by the Canadian Bankers
Association (CBA) and the Canadian Federation of Independent Business
(CFIB), that there is significant dissatisfaction with banks in the small business
community. For some, access to credit remains an issue.’*

There is also a widespread perception that Canadian deposit-taking institu-
tions may be more risk-averse than institutions in other countries and that they
are not prepared, or perhaps encouraged, to price appropriately for higher lev-
els of credit risk or to develop creative high-risk debt financing packages, pre-
ferring instead to refuse the credit entirely. Service charges remain a source of
substantial dissatisfaction, even though the quantitative results from the survey
data suggest that Canadian charges are not out of line when compared with
charges elsewhere. There is continuing frustration about access to branches,
and particularly the difficulties encountered in establishing long-term relation-
ships with account managers because of high turnover rates.

McKinsey & Co. concluded, “In terms of pricing, quality, choice and accessibil-
ity, Canadian small businesses receive only fair to slightly below fair service.””72
We agree with that assessment.

Larger Enterprises

Our work indicates that large Canadian businesses have a variety of sources of
finance and are well served by financial institutions, including those based in
Canada. However, our survey also indicates that large Canadian businesses see
Canadian banks as being slow to introduce new technology and innovative

69 McKinsey, The Changing Landscape, Exhibit 6-11.

70 |bid. Exhibit 6-12.

7t This is explored in some depth in Background Paper #4 and Chapter 8 of this report.
72 McKinsey, The Changing Landscape, p. 19.
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products.” As a result of this and other factors, there is a clear trend for large
businesses to look for their needs to many banking suppliers, and increasingly
to foreign financial services providers, who are seen as more innovative and
more capable internationally. The traditional relationships of large Canadian
businesses with domestic banks have clearly been replaced with more discrim-
inating and more critical ones.

Summary

On balance, we conclude that the Canadian financial services sector does serve
the Canadian public reasonably well compared with that of other countries. But
this does not mean that all is fine and that there is no room for improvement.

Many of the recommendations that we make to enhance competition and
strengthen consumer protection are recommendations that are, in our judg-
ment, independent of the trends to greater consolidation and concentration
worldwide. The fact that these trends are taking place, and causing their own
sets of challenges, makes it even more imperative to proceed with these rec-
ommendations if service to Canadians is to improve as we move forward.

An effective public policy framework can help create a climate for better cus-
tomer service, but ultimately good service has to come from the institutions
and it will be a reflection of culture and attitudes that are instilled by commit-
ted leadership. Our institutions talk about being customer-focussed; our sense
is that they can and should do a better job of focussing on customers than they
are now doing. In a period of change and challenge, this will be no mean feat.
We realize that it is not easy to change traditional, embedded cultures. But
those that do it well will win in an increasingly customer-driven marketplace.

Positioning for Challenges and Opportunities

In Chapter 3 we examined how technology, globalization and demographics
were affecting consumers, institutions, policymakers and regulators. We turn
now to a more focussed discussion of the challenges and opportunities for our
financial institutions.

Financial institutions worldwide are pursuing many different strategies to posi-
tion themselves to succeed in a more complex and turbulent environment.

Positioning Strategies

On the one hand there is a wave of consolidation around the world. Mergers
have tended to fall into three categories. The first is mergers among firms in the

73 Hugh Williams, The Conference Board of Canada, Corporate Banking Relationships in Canada:
The CFO View, Report prepared for the Task Force on the Future of the Canadian Financial
Services Sector (Ottawa, September 1998).
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same business lines, sometimes in the same geographic market and sometimes
in different markets. These mergers have been characterized as ““in-pillar”
mergers and have been pursued primarily to achieve economies and efficiencies
on the cost side. Examples include the mergers between many of the U.S. banks
as the United States moves toward a national banking system. In Canada,
examples would include the recent mergers between Bank of Nova Scotia and
National Trust, and between Great-West Life and London Life. The proposed
Schedule | bank mergers also fall into this category.

The second category of merger — “cross-pillar” mergers — is among firms in
complementary product lines. These have been more common in Europe, with
the emergence over the past decade of very large financial services conglomer-
ates formed by merging insurance companies and banks. Examples include the
formation of ING in the Netherlands and, more recently, the mergers completed
between Crédit Suisse and Wintherthur in Switzerland and announced between
Rabobank and Achmea Holding NV in the Netherlands.” In the United States,
the recently proposed merger between Citibank and the Travelers Group, to
form the largest financial services conglomerate in the world, is another exam-
ple of this type of merger. In Canada, the proposed Royal Bank-London Life
merger would have fallen into this category, had it proceeded.

The third category of merger is the *““cross-border” merger, and many observers
suggest that this will be the next major stream of development in financial ser-
vices. There are many examples of cross-border mergers in other industries,
such as pharmaceuticals and telecommunications. There are some examples of
financial sector cross-border mergers in Europe, including the recent acquisi-
tions of Bank Bruxelles Lambert and Barings Bank by ING, and of Générale de
Banque by Fortis. But there have not yet been many large cross-border merg-
ers in the financial services sector.

At the same time as many companies are merging, others are shedding busi-
ness lines to focus on activities where they can be profitable and build scale.
Examples include Lloyds-TSB, which is one of the most profitable banks in the
world and focusses only on retail banking services in the United Kingdom, and
Bankers Trust, which decided in the mid-1980s to sell its retail operations and
now focusses on wholesale and investment banking worldwide. We have seen
a similar development in Canada with respect to the international operations
of our major Canadian banks. None of the Canadian banks has shed major
business lines in domestic operations, but within the last decade each has tried

74 Rabobank is a cooperative bank and Achmea is a cooperative insurance company. Completion of
the merger would result in the largest financial conglomerate in the Netherlands, with assets of
US$236 billion at the end of 1997. For more information on Rabobank, see Background Paper #2,
p. 121.




63

to specialize and focus in its international operations. As a result our major
banks have very different international strategies, even though they are fairly
similar at home.

Finally, new players are appearing and some are growing with surprising speed
using the latest of modern finance techniques and new technologies. Over the
past decade, GE Capital — a subsidiary of General Electric — has become one of
the largest, best-capitalized and most profitable financial services institutions in
the world. In Canada, Newcourt Credit Group, which was formed in the early
1980s, has grown to become the second-largest asset-based lender in North
America, with operations in 24 countries and more than 60 percent of its total
revenues coming from outside Canada. The increasing attraction of mutual
funds has enabled firms such as Fidelity to become major international players
and household names. New distribution channels are emerging. Charles
Schwab, founded in 1971, has grown rapidly in recent years to become the
largest discount broker in the world by a substantial margin.

As we look ahead, it is clear that new players will continue to emerge. In the
United Kingdom and Australia, for example, large retailers are beginning to
provide financial services and we are seeing the beginning of that trend in
Canada through alliances between Loblaw Company and CIBC, and between
Wal-Mart and TD Bank. Information technology companies such as Microsoft
and Intuit are increasingly active in the financial services area, with a view to
positioning themselves as intermediaries between the customer and a range of
financial services providers. There are some observers who suggest that current
financial providers may ultimately become wholesale providers of financial
commodity-type products, and that brand loyalty may migrate from the finan-
cial institution to new integrators such as Microsoft.

Implications for Canadian Institutions

What does all this mean for Canada’s financial institutions? All of the strate-
gies suggested above — and others — are available to them, but there is no guar-
antee of success. They may select the wrong strategy option, or they may fail
in implementing the right strategy. Like their international competitors, they
must critically assess their strengths and weaknesses, determine their compar-
ative advantage, and act to secure it. If they do, they should be able to hold
their own in a much more competitive market and match their international
competitors abroad in vigour and strength.

McKinsey & Co. concluded that the major Canadian banks and life insurance
companies have strong domestic franchises.”> For the banks, the bulwarks of
the franchises are their large national branch networks and positive brand

75 See McKinsey, The Changing Landscape, Ch. 5.
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recognition, based upon an enviable level of trust and confidence in their safety
and soundness. Among themselves, despite periods of intense competition, the
major banks have been unable to move significant amounts of market share
from each other, thus demonstrating the strong position each enjoys.

On the other hand, one has only to look at recent history to see how vulnera-
ble the traditional product lines of financial institutions can be when they come
under aggressive attack from new suppliers offering differentiated products.
Consider the case of large corporate loans. In the last decade, this traditional
business of the banks declined substantially as a result of the globalization of
financial markets, securitization, and the emergence of new non-traditional
and often unregulated suppliers of funds. As noted earlier, the banks’ share of
lending to Canadian business declined from 44 percent in 1986 to 34 percent
in 1996. What business remains is at sharply reduced margins. McKinsey esti-
mates that the return on equity to banks in dealing with large corporate cus-
tomers ranges from O to 10 percent.”® The speed at which this change has
occurred seems remarkable.

Similarly deposits, which have been the traditional low-cost source of financ-
ing for the banks’ lending activities, are not growing nearly as quickly because
of sharply increased competition from mutual funds. To the extent that com-
petition for deposits increases (and access to the payments system for money
market mutual funds is likely to make them even more attractive), traditional
deposit-takers will have to compete more aggressively to retain deposits. The
ability to fund activities with core deposits paying little or no interest is
unlikely to be as readily available in the future as it has been in the past.

Banks are responding to these challenges. As demand for traditional corporate
loans declines, banks are increasingly becoming active players in capital mar-
kets where funding is being sourced, directly and through investment banking
subsidiaries. As interest spreads erode, banks are shifting their operations to
rely more on fee-based income than on spreads. As they do so, the traditional
notion of what is a bank is changing. The days are long gone when Canada’s
large banks were institutions that mainly accepted deposits and made loans to
businesses. They have become full-service financial organizations as they have
pursued ways to maintain their customer base by continuing to expand into
new business areas.

Where these trends will go in the future is unclear. In the world we are moving
into, the traditional strength of the banks, insurers and other financial institu-
tions — reinforced by their brands and dependent on their significant long-term
relationships with customers through branches and brokers — may be necessary

76 McKinsey, The Changing Landscape, Exhibit 2-23.
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for business success but it is unlikely to be sufficient. Continuous innovation in
products and service will be essential. And a continuing imperative facing all
institutions will be to become more efficient by continuing to cut costs.

The McKinsey & Co. research study conducted for the Task Force assessed the
ingredients that are likely to be necessary for future business success, and exam-
ined the strengths and weaknesses of the Canadian institutions in that context.

It characterized Canada’s retail banks as “vulnerable to attack™, and “yet to
fully realize the true operational excellence needed to meet and beat world-
class competitors — either at home or abroad.”’” In international markets,
Canadian banks appear to have few comparative advantages.

Concerning the life insurance industry, the study noted that the industry is fac-
ing a period of unprecedented change, characterized by the threat of greater
competition and a shift toward lower-margin products. It reported a clear need
for Canada’s insurers to develop much more innovative products and channels
and ““demonstrate an unprecedented degree of rigor in managing their busi-
nesses for performance.” On a more positive note, it pointed to the interna-
tional success of Canadian insurers in the past and observed that the industry
has ““a basis for being competitive both at home and abroad.””8

Criteria for Success

No study by a consultant, or review by a Task Force such as ours, can prove
whether Canadian institutions have the ““right stuff” to be successful in the
years ahead and to adapt to what McKinsey calls the moving “tectonic plates™
of change.

What we can say with certainty is that it will be an increasingly difficult chal-
lenge to succeed in the world we are quickly moving into. It will not be easy
for Canadian institutions to adapt. They will have to be well-capitalized, nim-
ble and innovative. Above all, they will need strong and bold leadership, capa-
ble of visionary thinking and making tough choices.

They will also need a regulatory framework that is flexible in accommodating
change, while still protecting essential public policy goals. This will be as big a
challenge for government and regulators as achieving success in business will
be for the institutions and their employees.

Finally, financial institutions will need the support of the communities they
serve. If our institutions are to prosper, they must put customers first in what-
ever they do, and they must work to build solid relationships of trust and
respect with the people they rely on to support them. This too will be a major

77 McKinsey, The Changing Landscape, p. 48.
78 |bid., p. 50.




66

challenge for our banks and life insurance companies, neither of which is held
in particularly high regard by Canadians.

At the end of the day a successful, profitable Canadian-controlled financial ser-
vices sector, operating at world-class standards and serving Canadians better
than any other financial sector in the world serves its customers, is something
that will benefit all of us today and foster the economic growth and job cre-
ation that will help all of our children tomorrow.

Getting from here to there requires that there be a vision for our financial ser-
vices sector that will allow it to position itself to be a source of strength for
Canada in the 21st century. It also requires that we work together to achieve
that vision. Success does not depend only on the institutions. Public policy will
make a difference. So will public support that is based on recognition of the
challenges and opportunities arising from a changing environment.

We are confident that there can be such a vision and that it can be one that is
shared and pursued by the financial institutions, by the governments of Canada
by regulators, and by the Canadian public.




Chapter 5

Our Vision for the Sector

This chapter sets out our vision for the financial services sector.

Early in our work we concluded that we could provide sensible and coherent
recommendations for the sector only if we established firmly what our goals
should be.

That process was not easy, particularly given the incredible pace of change
which has already been experienced and which continued unabated as we
worked. However, the very intensity of the forces that created the change
process made it even more important for us to establish some guideposts.

To do so we brainstormed together for a considerable time, weighing the evi-
dence and assessing the change factors, and elaborating a vision of the finan-
cial sector that we believe will best serve Canadians into the next century.

We present an integrated vision. It describes the characteristics of a desirable
sector viewed from three perspectives:

= What should consumers expect from their financial system?
= What kind of institutional structures can best meet those expectations?
= What type of regulatory framework is most likely to achieve the structures?

We emphasize that it is an integrated vision. Achieving the objectives from any
of the three perspectives alone will not be sufficient to achieve the public inter-
est. Just as the vision is integrated, so our recommendations are interdependent
and it will be important for progress to be made on all fronts. It will not be suf-
ficient if Canada’s financial services companies enjoy business success at the
expense of consumer values. It will not be sufficient if there is total prudential
safety and soundness but there is no market innovation and dynamism. It will
not be sufficient if there are perfect consumer protection and redress systems
but there is not a competitive marketplace.

We set out our vision in this chapter. It is the basis for our work. We are cer-
tainly not so naive as to imply that it cannot be refined or to suggest that every
Canadian would embrace it. On the other hand we believe that, in the debate
which will take place in the wake of our report, it is important for those who
participate to address issues of specific interest to them in the context of their
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own integrated vision of the sector, with a clear recognition of the forces of
change. All concerned Canadians should be thinking carefully about this, and
should develop their own views.

We believe that the Government should embrace goals such as those we artic-
ulate in our vision, and should vigorously pursue them. Our vision is designed
to define the public interest as we see it.

Our Vision for the Canadian Financial Services Sector

Characteristics Valued by Consumers

We believe that all consumers of financial services products — individuals, small
businesses, large private and public users — value, and should expect, the fol-
lowing characteristics from the financial system that serves them:

e |t should be competitive, with markets being served by domestic and foreign
institutions offering a broad range of choice in products, levels of service
and price.

» Sales practices should be non-coercive and perceived to be so.

» Transactions should be transparent, with clear, easily understood and timely
disclosure of product terms and conditions, risks, and conditions of sale.

+ There should be accessible and effective redress mechanisms.

e Customers should be able to deal easily with institutions through many
channels, including state-of-the art technology.

< All major participants should enjoy the confidence and support of Canadians.

In addition to these six basic characteristics, we believe that the following addi-
tional characteristics will be particularly valued by individual consumers:

< All Canadians should have access to basic financial services, regardless of
income or place of residence.

« Individuals should have access to and control over their personal information.

e Consumers should be well enough informed to take greater responsibility for
their own decisions.

From the particular perspective of small and medium-sized business customers,
a desirable financial system should be made up of institutions that:

« promote the development of total financial relationships, including the pro-
vision of informed advice to small businesses;

= are characterized by an effective, responsive and transparent credit-granting
process;
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are creative in designing innovative financing packages that permit higher-
risk credits to be extended, appropriately priced for risk; and

are willing to partner with customers, through provision of equity or
participating debt.

Structural Features of a Desirable System

The following features should characterize a financial services sector that
would provide all consumers with the characteristics outlined above:

There should be a fully open, competitive trading and investment environ-
ment, including no interprovincial trade or investment barriers.

There should be ease of entry for financial institutions, both from abroad
and for new start-ups.

There should be an open and accessible payments system that continues to
be efficient and prudentially sound.

There should be several large and many smaller, national and regional, suc-
cessful Canadian-controlled financial institutions, with strong competitive
positions in the domestic markets they serve.

Some Canadian institutions should be competitive with foreign institutions
(possibly across the board, but certainly in many product lines) in interna-
tional and global markets.

There should be some successful niche players and new entrants.

Financial institutions in Canada should be sensitive and responsive to
regional and other special community problems and priorities.

There should be a creative and innovative climate that fosters the adoption
of state-of-the art technology and product development.

Institutions should be well managed, with effective governance structures.

There should be a culture of excellence within institutions, one that rewards
innovation and quality service and recognizes that talented and committed
people are at the heart of a successful organization.

A Facilitative Regulatory Framework

From a public policy and regulatory perspective, the following attributes are
important to foster the development of a sector that has the features set out
above and can provide the kind of customer focus described:

There should be no more regulation than necessary to achieve public policy
objectives of safety and soundness, competition, and the protection of con-
sumer interests. Other goals should be pursued not by regulation but
addressed with other national policy tools.
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e There should be an appropriate balance between pursuing safety and sound-
ness, and allowing entrepreneurs and institutions to take risks that will
encourage competition — accepting that taking some risks may lead to the
failure of some financial institutions.

* Regulators should stay focussed on the dynamic, relevant challenges that
technology and globalization are forcing, and should be aware of and sensi-
tive to the increasing difficulties of supervision. Resources must be highly
skilled, allocated to areas of risk that are important to the health of institu-
tions, and increasingly focussed on management and governance oversight.

« To the extent that institutions perform similar functions, they should be reg-
ulated in similar ways, regardless of what they are called or what statute they
fall under.

e The regulatory environment should allow room for niche players, many of
which will require different degrees and types of regulation, if they need to
be regulated at all.

e Regulatory duplication should be eliminated, whether it is duplication
between federal and provincial governments, duplication at the federal
level, or duplication between Canadian and international regulators. To
the extent that federal-provincial or provincial-provincial duplication can-
not be eliminated, regimes should be harmonized across Canada on the
basis of best practices.

e Canada should lead in initiating and supporting international regulatory
change, and should ensure that Canadian interests are adequately reflected
within an effective international regulatory system.

Achieving the Vision

While our current financial system works well and has many desirable features,
it falls short of our vision in a number of significant dimensions. Even in an
environment that was more stable than the current one, we would wish to see
many features of our system change in a way that facilitates the development
of the characteristics we have set out above. In a time of turbulence like the
present, our recommendations on how best to manage change in a way that
moves us toward achieving the vision become even more important.

Achieving the vision will require leadership in government, in our institutions
and among our citizens. It will also require flexibility and adaptability on the
part of all concerned. We will have to get a number of things right. A few of
the key elements are outlined below.
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The Public Policy Framework

The public policy framework will have to recognize that change is inevitable
and allow change to occur in the interests of Canada and Canadians.
Legislators, regulators and supervisors must achieve a reasonable balance
between the goals of safety and soundness, and competition and entrepreneur-
ial innovation. Both goals serve consumers, and too much or too little of either
can diminish consumer welfare.

The framework must allow for change to be shaped where appropriate to pro-
tect the public interest. In particular, attention should be paid to transition
effects and ways in which adjustment to new situations can be eased for indi-
viduals. But the public policy framework must not stifle change, nor should it
attempt to achieve bureaucratic or legislative views of appropriate outcomes.
It must be a truly dynamic framework, not a straitjacket, and it must allow for
and even encourage the dynamism of the marketplace, the leadership and cre-
ativity of entrepreneurs and managers, and the actions of empowered con-
sumers to express their needs and shape the financial services sector.

Public policy has a particular role to play in protecting the integrity of the mar-
ketplace. What this means in practice is that consumer rights need to be
assured. Consumers must have the ability to access meaningful information in
a timely and understandable way; the assurance that they can contract freely
with providers of their choice without being pressured or coerced into buying
products or services they do not want; the right to control access to their per-
sonal information; and the right to redress when they are wronged. The mar-
ket, unfettered, will not produce these outcomes, and the public policy
framework must provide a balance within which an empowered and enlight-
ened consumer provides an effective competitive check in the marketplace.

Leadership in Institutions

Within a flexible and responsive public policy framework, it is the responsibil-
ity of institutional leaders to respond to consumer concerns and needs in the
most imaginative and effective way. Those who do will create shareholder
value for their institutions, along with consumer and community satisfaction.
Institutions led by those who do not meet this test may not survive and will
certainly not prosper.

The vision set out above has room for many different strategies. Size may be
important for some; focus on selected product lines or selected markets may be
important for others. Just as no reasonable strategy should be automatically
precluded, there is no single strategy that is going to be right for all consumers
or providers. There are, however, some common principles that should apply
and should be recognized and supported by leadership throughout the
institutions, not only at the top.
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e Industry leaders must always remember that they are dealing with other peo-
ple’s money. The culture and values they must instil throughout their orga-
nizations must be ones of stewardship, respect and trust. Emphasis must be
placed on managing risk and sustaining the vitality and health of their
institution so as to honour the promises to pay that are made to Canadians.

e Leaders must be sensitive to the power and influence that financial institu-
tions have in the life and success of the country. Access to financial services
is critical for all Canadians. The assurance of variety of choice, quality of
service and competitive prices, to Canadians living in rural Canada and in
remote areas as well as in urban centres, is an important public policy objec-
tive to which institutional leadership must respond.

e |nstitutions must recognize that they operate in communities of people and
that they have many stakeholders other than their shareholders. The creation
of shareholder value is an important obligation but it will best be created
and sustained by institutions that command the respect and support of con-
sumers and the many communities they serve.

e Leaders within our institutions must recruit, develop and retain effective
people with world-class skills, able to meet customer needs in satisfying and
innovative ways, and capable of growing their business competitively and
profitably.

e Leaders must recognize their responsibility to sponsor and support effective
governance for their institutions.

The Responsibility of Consumers

Consumers have a critical role to play in achieving the vision. Within a flexible
and responsive public policy framework, it is consumer preferences that should
determine the shape of change. This requires greater consumer literacy and
advocacy. The public policy framework must create conditions conducive to
consumer empowerment by addressing disclosure practices, abusive sales prac-
tices, privacy and redress. But it is up to individual consumers to be vigilant, to
avail themselves of information and to exercise their rights. It is also up to indi-
viduals to acquire the basic education and skills demanded by the world
around us.

Consumer organizations have a powerful and legitimate role to play in assist-
ing consumers through education and advocacy. Industry and government
should support them.
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The Contribution of the Task Force

Our contribution is to help articulate a national vision and to recommend
actions to governments and other players that will help create a framework
within which the vision can be achieved.

The Importance of Competition

Strengthening competition is a critical centrepiece of achieving the vision. In
the chapters that follow, we present a focussed, four-point strategy to enhance
competition.

We make recommendations to strengthen the position of existing participants
in order to provide a more dynamic, competitive market. These include:

« allow