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The OECD Competition Committee the role of competition in the regulation of banks in
February 1998. This document includes an executive summary and submissions from
Australia, Austria, Canada, the Czech Republic, Denmark, the European Commission,
Finland, France, Germany, Greece, Hungary, Italy, Japan, Mexico, Norway, Poland, the
Slovak Republic, Spain, Sweden, Switzerland, Turkey, the United Kingdom and the United
States, as well as an aide-memoire of the discussion.

The banking sector is one of the most closely regulated sectors of OECD economies. A reason advanced for
this close regulation is that small depositors cannot compare risks (or have no incentive to do so, because of
deposit insurance), so competition would lead banks to take excessive risks. Controls on risk taking are
considered essential to ensure that competition between banks promotes efficient outcomes. Public policy
concerns focus on how bank failures could affect small depositors, the payments system and the stability of
the financial system as a whole. The goal of promoting or preserving competition might conflict with some
actions to deal with bank failures, emergency measures or state aid for failing banks or implicit state support
for large banks.

In most OECD countries bank regulators and competition authorities are jointly responsible for bank mergers,
so interaction and coordination between them are necessary. Because of the political and economic sensitivity
of the banking sector, it is perhaps not surprising that some countries apply special competition regimes to it.

OECD Council Recommendation on Merger Review (2005)

Mergers in Financial Services (2000)

Relationship between Regulators and Competition Authorities (1998)
Failing Firm Defense (1995)
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FOREWORD

This document comprises proceedings in the original languages of a Roundtable on Enhancing
the Role of Competition in the Regulation of Banks which was held by the Working Party n°2 of the
Committee on Competition Law and Policy in February 1998.

This compilation, which is one of several published in a series named “Competition Policy
Roundtables”, is issued to bring information on this topic to the attention of a wider audience.

PREFACE

Ce document rassemble la documentation dans la langue d’origine dans laquelle elle a été
soumise, relative a une table ronde sur le renforcement du rdle de la concurrence dans la réglementation
du secteur bancaire qui s’est tenue en février 1998 dans le cadre du Groupe de travail n° 2 du Comité du
droit et de la politique de la concurrence.

Cette compilation qui fait partie de la série intitulée “les tables rondes sur la politique de la
concurrence” est diffusée pour porter a la connaissance d’'un large public, les éléments d’information qui
ont été réunis a cette occasion.

Visit our Internet Site -- Consultez notre site I nternet

http://www.oecd.or g/daf/ccp
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EXECUTIVE SUMMARY

Note by the Secretariat

In the light of the country submissions and the oral discussion, the following points emerge:

The last two decades have witnessed a significant change in banking regulation. On the one

hand, there has been a substantial relaxation in certain regulations such as direct controls on

interest rates, fees and commissions, as well as restrictions on lines of business, ownership and
portfolios. On the other hand, there has been a strengthening of prudential regulation focused

on controls on the capital or “own funds” of banks and an expansion of the number and
coverage of deposit insurance schemes. A few countries retain regulations which may restrict
competition and are no longer viewed as necessary from a prudential perspective.

All countries reported significant deregulatory moves in the banking sector. Concurrent with
these deregulatory moves, however, were actions to strengthen, or at least harmonise, prudential
regulation and, in many cases, to introduce or extend the coverage of deposit insurance.

Although the vast magjority of countries have removed controls on interest rates, fees and
commissions there remain a few minor exceptions'’. Those countries which still maintain strict
line of business restrictions are taking steps to relax these controls.

Although there is a trend towards allowing banks discretion over the contents of their portfolio
of assets (in order to assist diversification and risk-reduction) some countries retain quantitative
limits on the type or geographical location of assets in which the bank can invest. Certain broad
restrictions, such aslimits on lending to a single counter-party, are still viewed as necessary.

Most countries have abolished reserve regquirements, on the grounds that they are no longer
considered essential for carrying out monetary policy. Requirements to hold government
securities are typically unnecessary from a prudential perspective and in some cases are little
more than revenue-raising measures. In afew countries reserve requirements (and other residual
regulations) are not applied in a competitively-neutral manner.

Although all OECD countries regulate entry to the industry, this appears to be primarily as a tool
of prudential regulation and is, generally speaking, not used as a mechanism for constraining
entry in order to preserve bank profitability. Some countries require, as a condition for licensing,
that a new bank demonstrate how it will make a contribution to the existing market environment.
In others, regulatory requirements are stiffer for new firms than for incumbents.

In general, trade liberdisation trends (e.g., due to the OECD, WTO, EC and NAFTA) have
opened banking markets to foreign firms, through freedom of establishment or cross-border
trading. Certain restrictions remain (such as the limit on foreign bank market sharesin Mexico).
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. Bank regulation, like other forms of regulation, is justified as necessary to correct a “market
failure”. In the case of banks, the market failure arises from the difficulty for banks to credibly
demonstrate their level of risk to depositors and other lenders. It is argued that, as a result, in
the absence of regulatory intervention, banks would take on more risk than is prudent, bank
failures would be more common than is necessary and the financial system would be unstable. In
some countries bank regulation may also be separately justified on the grounds of being
necessary to protect depositors from the consequences of bank failure or necessary to preserve
the stability of the payments system.

Public policy concerns arise from the combination of liabilities and assets that banks choose to

hold (banks are largely funded with short-term debt but hold as assets illiquid, long-term loans)

and the lack of transparency over a typical bank’'s risk profile. If banks could credibly
communicate their risk profile to depositors, riskier banks would (in the absence of deposit
insurance) expect to pay a premium to attract funds. The desire to minimise borrowing costs
would provide an incentive to bank managers to maintain risk-management procedures. It is
argued that banks cannot credibly communicate their risk profile to depositors. As a result banks
do not have to compensate depositors for increasing their risk and the desire to maximise profits
pushes managers to increase returns even when that implies an increaseRuartiskimore, it

is argued, the financial system is unstable in that depositors may at any time lose confidence and
seek to withdraw their funds to cash. This would lead to the failure of a large number of banks
and would cause significant disruption in the real economy. Since such a run on the banking
system as a whole could be triggered by the failure of any one bank, the risk-taking by banks has
an “external” effect in that it threatens all the other banks. Whether, in fact, depositors are able
to distinguish sound from unsound banks has not yet been firmly established empirically.

Some arguments for bank regulation hinge upon the role of banks in the payments system. Under
conventional payments systems, banks can build up large exposures to one another during a
trading day, which are settled at the end of the day. The failure of one bank to settle could, it is
argued, have significant “knock-on” consequences for other banks, even other healthy banks. As
a consequence, it is argued that access to payments systems should be restricted to carefully
regulated institutions. Many countries are currently implementing so-called “real-time”
payments systems which eliminate the build-up of exposures through the day.

In some contexts, it appears that bank regulation arises simply from the desire to protect
depositors from loss in the event of the insolvency of their bank.

. Whether or not this market failure is important, certain regulatory interventions in this sector
cause banks to take on more risk than is prudent. In particular, most deposit insurance schemes
and other government policies such as “too big to fail” insulate the depositor from the need to
be aware of the financial condition of their bank and, in the absence of other interventions,
encourage risk-taking. Offsetting these drawbacks, these schemes may have the advantage that
they reduce systemic risk.

In many cases whether or not banks would, in the absence of other interventions, adopt a prudent
level of risk is an irrelevant question as the presence of certain interventions have a tendency to
cause banks to take on more risk than is prudent.

The most common example is the typical flat-rate deposit insurance scheme, which compensates
depositors (in whole or in part) in the event of insolvency. A consequence of the insurance is that
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deposits are largely risk free from the viewpoint of depositors. Since banks do not need to
compensate depositors for their risk, they have access to a pool of funds independent of the risk
that they take on. In the absence of other restrictions, competition between banks would lead
banks to take on higher risk in search for higher returns. In principle, these incentives would be
reduced or eliminated if the insurance premium for the deposit insurance properly reflected the
risk faced by the bank. In practice, relatively few countries implement a risk-based premium.
Another aternative isto limit the insurance coverage so that depositors retain some risk of loss.

In a few countries the deposit insurance is not applied in a competitively-neutral manner. In
these countries the deposit insurance premium varies between banks in a manner that is
unrelated to the risk of the bank.

Deposit insurance may have certain advantages. In the presence of the market failure discussed
above, deposit insurance addresses one of the two symptoms of that market failure. Although
deposit insurance does not enhance the incentives on banks to behave in a prudent manner,
deposit insurance reduces the likelihood of a generalised loss of confidence in the banking
system.

In general, insolvent banks should be allowed to fail. Policies which prevent banks from exiting
from the marketplace in the normal manner will distort competition. Policies which seek to
prevent bank failures may also deter entry into the industry. The use of the statutory powers of
the state to assist a failing bank may constitute a form of “state aid” which may likewise distort
competition.

In some countries there is an expectation that certain banks will not be allowed to fail. To the
extent that depositors in these banks consider that their deposits will be protected, they are
insulated from risk and, once again, the bank may be induced to take on higher risk than is
prudent. Furthermore, if such a policy favours certain banks in the market place (such as large
banks over small banks, or domestic banks over foreign banks) it is also likely to distort
competition. A policy of “too big to fail” is an example of such a policy which is likely to
favour large (and possibly domestic) banks over other banks.

The direct or indirect use of public funds to support failing banks (such as those which are too
big to fail) is a form of public subsidy which may also distort competition. Such subsidies, in the
case of the EC, may violate the Treaty of Rome. The EC notes: “State aid for rescuing or
restructuring firms in difficulty, in particular, tend to distort competition and affect trade
between Member States. This is because they affect the allocation of economic resources,
providing subsidies to firms which in a normal market situation would disappear or have to carry
out thorough restructuring measures. Aid may, therefore, impede or slow down the structural
adjustment...”. The lifting of certain regulatory restrictions for a bank in difficulty is another
example of a form of subsidy which may distort competition.

In some circumstances deposit insurance, by increasing the political acceptability of allowing a
bank to fail and by applying in a competitively neutral manner, may both “level the playing
field” between banks and may eliminate the need to adopt other less desirable forms of aid for
failing banks.
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. In some countries the state is directly involved in the banking sector, either through ownership
or through the provision of state guarantees to certain banks. In a few countries banks are also
tools for the implementation of social objectives.

In several countries, the state retains a direct ownership interest in the banking sector. The
competition effects of state-ownership may be further complicated in the banking sector by a

desire to use the ownership interest to pursue banking sector objectives such as the stability of

the banking system and to protect depositors. As the EC notes: “State interventions into State-

owned banks have often been proved to fulfil more a public goal (maintenance of the entity for
social or political reasons) than a private one (return on investment). The goal of defending the
conditions for a levelling of the playing field has been too often set aside. This typically
generates a vicious circle of insufficient restructuring, repetition of aid and therefore excessive
aid and insufficient compensation to competitors. The confusion of roles of the State becomes
apparent. ... where the State is the main shareholder of the bank in crisis, its role as shareholder
must be separated from its role as the supervisory authority required to safeguard confidence in
the banking system. This latter task may lead the State to take measures in support of the bank

that are additional to what is really necessary to restore the bank's vidbiliywant to assure
a level playing field between private and public banks, no different treatment should be allowed
between private and public banks.”

In some countries certain banks receive state guarantees from national, regional or city
governments. Unless these banks are charged a fee for this service (or, more precisely, an
appropriate insurance premium based on the risk of the bank) competition will be distorted with
other private banks.

In some countries banks serve certain social objectives (such as the directing of credit towards
favoured sectors or the promotion of new enterprises). Such social objectives, through a lack of
transparency and cross-subsidisation from the public obligations to the competitive business
may distort competition.

. In most countries risk-taking by banks is controlled through controls on the capital or “own
funds” of banks, typically following the Core Principles established by the Basle Committee.
Under more recent developments the regulatory capital requirements on banks are determined
by more sophisticated “in-house” models of banks’ risks.

Recent regulatory reform efforts in the banking sector have tended to focus on enhancing capital
requirements for banks. These establish a minimum level of “equity” or “own funds” for banks

which provide both a buffer against adverse shocks and enhance the incentives on shareholders
to act prudently. In principle the level of regulatory capital should depend upon the risk of the
bank which depends in turn, on the portfolio of loans and other assets and liabilities held by the
bank. Under the Core Principles advocated by the Basle Committee the loans of banks are
grouped into different classes. Banks must hold a different amount of capital for the different
classes of loans, varying from zero per cent in the case of loans to governments, to eight per cent
in the case of normal commercial lending. This approach, although an advance on earlier
practices, has been criticised, in part for not taking account of other forms of risk, such as the
risks arising from the portfolio of assets traded by the bank. Partly in response to these criticisms
the Basle Committee has extended the original Core Principles. For example the Committee has
recently accepted the use of bank's own “in-house” models of the bank’s overall risk to
determine the level of regulatory capital to be applied to the bank.

10
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Many countries seek to facilitate monitoring by depositors through regulatory disclosure
requirements. There also appears to be a increasing focus upon enhancing the corporate
gover nance of banks.

Some countries require banks to publicly disclose certain information to customers. Where the
customers have some incentive to take note of thisinformation (i.e., where they bear some of the
risk of loss, because they are not fully insured) the availability of information on the risk of a
bank can enhance the incentives on banks to minimise their overall risk. Although information
typically plays a secondary role in the regulatory regime of most countries, it plays a primary
role in the case of one country (New Zealand) where there is no deposit insurance protecting
depositors.

There is a trend towards increased focused on the corporate governance of banks and placing
more responsibility directly on bank directors and managers.’ In contrast to this trend, many
countries reported that they enforce a dispersed shareholding of banks by limits on the size of
the shareholding of any one shareholder.

Virtually all OECD countries appear to apply national competition law to the banking sector
without exception or exemption. In most countries, the competition law is enforced by the
competition authority, although in a few, competition law is enforced by the banking regulator.
In virtually every country, major structural changes in the banking sector (i.e., mergers and
acquisitions) fall under the jurisdiction of both the banking regulators and the competition
authority, giving rise to a need for some mechanism for resolving possibly conflicting regulatory
decisions.

Most countries reported that the national competition law applies to the banking sector. A few
countries reported that there are specific rules which govern how the general competition laws

are applied in this sector. In some cases the competition law itself contained specific restrictions
applying to this sector (such as ownership restrictions) that were, in other cases, contained in the

banking law. In most countries the objective of “stability” of the banking sector is placed
alongside the objective of enhancing competition. Thus, in most countries, the banking
supervisors are involved in decisions involving mergers. This gives rise for a need to establish
co-ordination, consultation and (possibly) dispute resolution procedures, in the event of differing
decisions.

In at least one country competition law enforcement is carried out by the banking regulator. For
most countries it appears that the economies of specialisation in competition enforcement
outweigh the advantages of detailed industry knowledge, so that competition enforcement in
banking is made the responsibility of the competition authority.

Nearly all OECD countries are currently experiencing a large number of mergers in the
financial sector which are likely to be, in part, a response to recent deregulation and trade
liberalisation trends. Although some jurisdictions have, in the past, adopted a “cluster market”
approach, the present trend appears to be to define separate product and geographic markets
for each of a bank’s important services. Most countries noted that Internet and telephone
banking had yet to make a significant impact on market definition issues.

11
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The important developments in deregulation and trade liberalisation have both enabled banks to
expand geographically and across product lines and have simultaneously enhanced the
incentivesto do so in order to exploit economies of scale and scope.

The consensus of the roundtable is that the geographic scope of markets may be quite different

for different banking products and therefore there is a tendency to reject the cluster market
approach. There was some consensus that greatest competition concerns focus on the market for

the provision of banking services to small businesses. Although most countries noted the
existence of telephone and/or Internet banking, this has not yet progressed to the extent that the

relevant markets are national (or international) in scope. Australia notes that: “A number of
problems are still associated with, for example, Internet banking, that limit its effectiveness as a
constraint on the activities of the firms in the various markets. Internet security issues that have
not yet been settled, and customer perceptions of security, are significant hurdles yet to be
overcome; international specification for authentication of electronic transactions has not yet
been endorsed by the relevant authorities; and at present, existing Internet sites are generally
promotional.”

. Banks seek to enter co-operative arrangements with other banks for a variety of reasons, many
of which may give rise to competition concerns. Some countries noted competition concerns
associated with bank distribution of insurance products.

A partial list of the reasons for entering into co-operative arrangements would include the
following:

the interconnection of networks (such as networks of Automatic Teller Machines, EFTPOS
networks);

- the operation of international credit card systems or national debit transfer systems;
- the operation of payments clearing systems;

- the establishment of a system for the joint maintenance of a database of the credit history of
consumers;

- joint development and promotion of new products (e.g., Banksys / Belgacom smart card);

In some cases the co-operative arrangements would have natural monopoly characteristics.
These would, in turn, give rise to concerns over foreclosure of entrants and the need for
mechanisms for guaranteeing access. Where a bank, as a result of its large retail base, has a
dominant position in a local area, an exclusive dealing arrangement with a particular insurer may
foreclose entry by other insurers and therefore may give rise to competition concerns.

12
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NOTES

The exceptions include the prohibition on interest on cheque accounts in France and Japan. In
some countries ceilings on interest rates result from usury laws.

Banks increase risk, in part, by increasing the debt/equity ratio. In other words, the market
failure makes debt (especially debt in the form of deposits) preferred over equity. This is
reflected in the view in the industry that “capital is expensive”.

The New Zealand government has sought to enhance the incentives on directors and managers of

banks by making them certify the truth of information contained in disclosure statements and
testify that the bank has an adequate risk management system in place.

13
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SYNTHESE

Note du Secrétariat

Les communications des pays et les délibérations font apparaitre les points suivants :

On a assisté ces vingt derniéres années a une sensible évolution de la réglementation bancaire.
D’une part, il s’est produit un considérable assouplissement de certaines réglementations telles
gue les contrbles directs des taux d’'intérét, des frais et des commissions ou les restrictions
concernant certains types d’'activités, les participations au capital et les portefeuilles. Par
ailleurs, est intervenu un renforcement des régles prudentielles privilégiant les contrbles du
capital social ou des “fonds propres” des banques et une extension du nombre et de la
couverture des systémes d’assurance des dépdts. Quelques pays maintiennent des
réglementations susceptibles de restreindre la concurrence qui ne paraissent plus nécessaires
d’un point de vue prudentiel.

Tous les pays ont signalé d'importantes mesures de déréglementation du secteur bancaire.
Cependant, des initiatives ont simultanément été prises pour renforcer, ou du moins harmoniser,
les régles prudentielles et, dans bien des cas, pour instituer I'assurance des dépbts ou en étendre
la couverture.

Bien que la grande majorité des pays aient supprimé les controles des taux d’intérét, des frais et
des commissions, il subsiste quelques exceptions minelssspays qui maintiennent encore

de strictes restrictions concernant les types d’activité sont en train de prendre des mesures pour
assouplir ces contrbles.

Malgré la tendance a laisser les banques décider librement de la composition de leur portefeuille
d’actifs (afin de favoriser la diversification et la réduction des risques), quelques pays continuent

a imposer certaines limites quantitatives concernant le type ou I'emplacement géographique des
actifs dans lesquels elles peuvent investir. Certaines restrictions générales telles que le

plafonnement des préts pouvant étre accordés a un seul bénéficiaire sont encore jugées
nécessaires.

La plupart des pays ont aboli les réserves obligatoires au motif qu’elles ne paraissent plus
indispensables a la mise en ceuvre de la politique monétaire. L'obligation de détenir des effets
publics est le plus souvent superflue d’'un point de vue prudentiel et ne constitue parfois guére
plus gqu’un moyen pour I'Etat de se procurer des recettes. Dans un petit nombre de pays,
I'application des réglementations relatives aux réserves obligatoires (ou d’autres réglementations
résiduelles) n’est pas neutre du point de vue de la concurrence.

Bien que tous les pays de I'OCDE réglementent I'accés au secteur, il s'agit la essentiellement
d’'une regle prudentielle et non, de facon générale, d’'un moyen d’en restreindre I'acces pour
préserver la rentabilité des banques. Certains pays posent comme condition & I'agrément qu’une
nouvelle banque montre en quoi elle contribuera a améliorer I'environnement existant sur le
marché. D’autres imposent des obligations réglementaires plus strictes aux nouvelles entreprises
gu’a celles déja en place.

15
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En général, les tendances a la libéralisation des échanges (par exemple au sein de I'OCDE, de
'OMC, de la CE et de I'ALENA) ont ouvert les marchés bancaires aux entreprises étrangeéres,

au travers de la liberté d'établissement ou des échanges transfrontiéres. Certaines restrictions
demeurent (telles que le plafonnement des parts de marché des banques étrangéres au Mexique).

. La réglementation bancaire, comme les autres formes de réglementation, est justifiée par la
nécessité de corriger un “dysfonctionnement du marché”. Dans le cas des banques, ce
dysfonctionnement du marché résulte de la difficulté qu'elles ont a démontrer de fagon crédible
leur niveau de risque aux déposants et aux autres bailleurs de fonds. Il est fait valoir qu’en
conséguence, en I'absence d'intervention réglementaire, les banques prendraient plus de risques
gu’il n'est prudent, les faillites bancaires seraient plus fréquentes qu'’il n'est nécessaire et le
systéme financier serait instable. Dans certains pays, la réglementation bancaire peut également
étre spécifiguement justifiée par la nécessité de protéger les déposants des conséquences des
faillites bancaires ou de préserver la stabilité du systéme de paiements.

Les préoccupations des pouvoirs publics résultent de la combinaison d’exigibilités et d'actifs
gue les banques choisissent de détenir (les banques se financent dans une large mesure par des
dettes a court terme mais ont pour actifs des préts a long terme non liquides) ainsi que du
manque de transparence concernant le profil de risque des banques. Si elles pouvaient
communiquer de facon crédible leur profil de risque aux déposants, les banques présentant le
plus de risques s’attendraient (en I'absence d'assurance des dép6ts) a devoir verser une prime
pour attirer les capitaux. Le désir de réduire dans toute la mesure du possible les colts d’emprunt
inciterait les directeurs de banque a maintenir des procédures de gestion des risques. Il est fait
valoir que les banques ne peuvent communiquer de fagon crédible leur profil de risque aux
déposants. Il en résulte qu’elles n'ont pas a offrir aux déposants une rémunération en
contrepartie de 'augmentation du risque encouru et le désir de maximiser les profits pousse les
directeurs de banque a accroitre les profits méme lorsque cela implique un plus graridirisque.
est en outre fait valoir que le systeme financier est instable dans la mesure ou les déposants
peuvent a tout moment perdre confiance et vouloir retirer leurs fonds en espéces. Cela conduirait
a la faillite d'un grand nombre de banques et causerait un important déreglement de I'économie
réelle. Etant donné qu’une telle ruée sur le systéme bancaire dans son ensemble peut étre
déclenchée par la faillite d'une seule banque, la prise de risques par les banques a un effet
“externe” en ceci qu’'elle menace toutes les autres banques. Il n’a pas encore été solidement
établi d’'un point de vue empirique si les déposants sont réellement a méme de distinguer les
banques saines de celles qui ne le sont pas.

Certains arguments en faveur de la réglementation bancaire reposent sur le role des banques
dans le systéme de paiements. Dans le cadre des systémes de paiements classiques, les banque:
peuvent accumuler en un jour d'activité d'importantes dettes mutuelles qui sont réglées a la fin

de la journée. Le défaut de réglement d'une seule banque pourrait, est-il avancé, avoir
d’'importants effets en chaine sur les autres banques, méme celles jouissant d’'une bonne santé
financiére. Aussi est-il fait valoir que I'accés aux systémes de paiements devrait étre restreint a
des institutions soigneusement réglementées. De nombreux pays mettent actuellement en ceuvre
des systémes de paiement dits “en temps réel” qui éliminent I'accumulation des dettes tout au
long de la journée.

Dans certaines circonstances, il apparait que la réglementation bancaire découle tout simplement
du désir de protéger les déposants de la perte en cas d’insolvabilité de leur banque.
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Que ce dysfonctionnement du marché soit ou non important, certaines interventions
réglementaires dans ce secteur font que les banques prennent plus de risques qu'il n’est prudent.
En particulier, la plupart des systémes d'assurance des dépbts et des autres politiques
gouvernementales, telles que celle qui veut que “au-dela d’une certaine taille, la faillite est hors
de question”, épargnent au déposant la nécessité de connaitre la situation financiére de sa
banque et, en I'absence d'autres interventions, encouragent la prise de risque. Malgré ces
inconvénients, ces systemes peuvent présenter I'avantage de réduire le risque systémique.

Dans bien des cas, la question de savoir si les bangques adopteraient ou hon un niveau de risque
prudent en l'absence d’autres interventions n’a guére d'intérét dans la mesure ou certaines
interventions tendent a inciter les banques a prendre plus de risques qu'il n’est prudent.

L’exemple le plus courant est celui du systéme d’assurance forfaitaire des dépbts typique qui
indemnise (en tout ou partie) les déposants en cas d'insolvabilité. Une conséquence de
'assurance est que les dépdts sont dans une large mesure exempts de risque pour les déposants.
Les banques n'ayant pas a rémunérer les déposants du risque encouru, elles ont accés a une
masse de capitaux quels que soient les risques qu'elles prennent. En l'absence d'autres
restrictions, la concurrence entre les banques les conduirait a prendre plus de risques pour
atteindre des rendements plus élevés. Ces incitations seraient en principe réduites ou éliminées si
la prime d’assurance des dépbts reflétait de facon appropriée le risque encouru par la banque.
Dans la pratique, relativement peu de pays appliquent une prime calculée en fonction du risque.
Une autre solution consiste a limiter la couverture de lI'assurance de sorte que les déposants
demeurent exposés a un certain risque de perte.

Dans un petit nombre de pays, I'assurance des dép6ts n’est pas mise en ceuvre de fagon neutre du
point de vue de la concurrence. Dans ces pays la prime d’assurance des dépbts varie selon les
banques indépendamment des risques auxquels elles sont exposées.

L’'assurance des dépbts peut avoir certains avantages. Face au dysfonctionnement du marché
évoqué ci-dessus, I'assurance des dépbts s’attaque a I'un des deux symptdmes qui en résultent.
Bien que I'assurance des dépbts n’incite pas les banques a se comporter de fagon plus prudente,
elle réduit la probabilité d’'une perte de confiance généralisée dans le systeme bancaire.

De facon générale, il faudrait laisser les banques insolvables faire faillite. Les politiques qui
empéchent les banques de sortir normalement du marché fausseront la concurrence. Celles qui
cherchent a éviter les faillites bancaires peuvent également dissuader I'entrée dans le secteur.
L’exercice du pouvoir légal qu’a I'Etat d’aider une banque en faillite peut constituer une forme
“d’aide publique” qui risque pareillement de fausser la concurrence.

Dans quelques pays, on escompte gu'’il ne sera pas permis que certaines banques fassent faillite.
Dans la mesure ou les déposants considérent que leurs dépbts dans ces banques seront protégés
ils sont & I'abri du risque et, une fois encore, la banque peut étre incitée a prendre plus de risques
gu’il n’est prudent. En outre, si une telle politique favorise certaines banques sur le marché (par
exemple les grandes banques par rapport aux petites, ou les banques nationales par rapport aux
étrangeéres), elle risque également de fausser la concurrence. La politique selon laquelle “au-dela
d'une certaine taille, la faillite est hors de question” est un exemple d'une telle politique
susceptible de favoriser les grandes banques (et peut-étre aussi les banques nationales) par
rapport aux autres.
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Lerecours direct ou indirect aux fonds publics pour soutenir les banques en faillite (par exemple

celles qui sont trop grandes pour qu’'on les laisse faire faillite) constitue une forme de subvention
publigue qui peut également fausser la concurrence. Ces subventions peuvent, dans le cas de la
CE, violer le Traité de Rome. La CE note que “L’aide de I'Etat pour sauver ou restructurer les
entreprises en difficulté, en particulier, tend a fausser la concurrence et a affecter les échanges
entre Etats membres. Elle affecte en effet lallocation des ressources économiques, en
subventionnant des entreprises qui dans une situation de marché normale disparaitraient ou
auraient a mettre en ceuvre d’énergiques mesures de restructuration. L'aide peut, par conséquent,
empécher ou ralentir I'ajustement structurel...”. La levée de certaines restrictions réglementaires
accordée a une banque en difficulté est un autre exemple de subvention susceptible de fausser la
concurrence.

Dans certains cas, I'assurance des dépbts, en rendant politiquement plus acceptable de laisser
une banque faire faillite et a condition qu’elle soit mise en ceuvre de fagon neutre du point de
vue de la concurrence, peut a la fois permettre une “concurrence a armes égales” entre les
banques et éliminer la nécessité d’adopter d’autres formes moins souhaitables d’aide aux
banques en faillite.

. Dans certains pays, I'Etat intervient directement dans le secteur bancaire soit au travers de
participations au capital soit en faisant bénéficier certaines banques de garanties publiques.
Dans un petit nombre de pays, les banques sont également des instruments de mise en ceuvre des
objectifs sociaux.

Dans plusieurs pays, I'Etat conserve une participation directe dans le secteur bancaire. Les effets
sur la concurrence peuvent en étre rendus plus complexes dans le secteur bancaire par le désir
d'utiliser sa participation au capital pour poursuivre ses objectifs concernant le secteur, tels que
la stabilité du systéme bancaire et la protection des déposants. Comme le note la CE, “Les
interventions de I'Etat dans les banques publiques ont souvent rempli davantage un objectif
public (maintien de I'entité pour des raisons politiques ou sociales) que privé (rentabilité des
investissements). L'objectif consistant a défendre les conditions d’'une concurrence a armes
égales a trop souvent été négligé. Cela engendre d’ordinaire un cercle vicieux dans lequel une
restructuration insuffisante entraine un renouvellement de l'aide, et donc une aide excessive et
une rémunération insuffisante des concurrents. La confusion des rbles de I'Etat devient
manifeste.... lorsque I'Etat est le principal actionnaire de la banque en crise, son réle en tant
gu’actionnaire doit étre distingué de son rdle en tant qu’autorité de surveillance nécessaire pour
sauvegarder la confiance dans le systéme bancaire. Cette derniére fonction peut amener I'Etat &
prendre des mesures en faveur de la banque allant au-dela de ce qui serait réellement nécessaire
pour lui rendre sa viabilité. Si nous voulons assurer une concurrence a armes égales entre les
banques publiques et privées, il convient de ne permettre aucune différence de traitement entre
elles.”

Dans quelques pays, certaines banques bénéficient de garanties publiques accordées par des
administrations nationales, régionales ou municipales. A moins que ces banques ne doivent
verser une commission pour ce service (ou plus exactement une prime d’assurance d'un montant
suffisant calculé en fonction du risque présenté par la banque) la concurrence avec les autres
banques privées sera faussée.

18



DAFFE/CLP(98)16

Dans quelques pays, les banques servent certains objectifs sociaux (telles que l'orientation du
crédit vers des secteurs privilégiés ou lincitation a la création d’entreprises). Du fait d'un
manque de transparence et de la subvention croisée des activités concurrentielles par les
obligations publiques, ces objectifs sociaux peuvent fausser la concurrence.

Dans la plupart des pays, la prise de risque par les banques est modérée au travers de controles
de leur capital ou de leurs “fonds propres” qui se conforment généralement aux Principes
fondamentaux définis par le Comité de Béle. En vertu de développements plus récents, les
exigences réglementaires en matiére de fonds propres auxquelles sont soumises les banques sont
déterminées par des modeles “internes” des risques bancaires plus raffinés.

Les récents efforts de réforme réglementaire dans le secteur bancaire ont généralement été axés
sur le renforcement des exigences en matiere de fonds propres auxquelles doivent se conformer
les banques. Ces exigences établissent un niveau minimum de “capital social” ou de “fonds
propres” imposé aux banques qui permet d’amortir les chocs défavorables et incite les
actionnaires a faire preuve de prudence. En principe, le ratio de fonds propres réglementaire
devrait étre fonction du risque pris par la banque qui dépend lui-méme du portefeuille de préts et
des autres actifs et exigibilités détenus par la banque. En vertu des Principes fondamentaux
préconisés par le Comité de Béle, les préts des banques sont groupés en différentes catégories.
Les Banques doivent posséder un ratio de fonds propres variable selon les différentes catégories
de préts, dans une fourchette allant de zéro pour cent pour les concours a I'Etat & huit pour cent
pour les préts commerciaux normaux. Bien que constituant un progrés par rapport aux pratiques
antérieures, cette approche a été critiquée, en partie parce qu’elle ne tient pas compte d'autres
formes de risques, tels que ceux liés au portefeuille d’actifs négocié par la banque. En partie
pour répondre a ces critiques, le Comité de Béle a élargi ses Principes fondamentaux initiaux. Il

a ainsi récemment accepté I'utilisation de modeéles “internes” aux banques relatifs au risque
global pris par chacune d’elles pour déterminer le ratio de fonds propres réglementaire
applicable a la banque considérée.

De nombreux pays cherchent & faciliter le contréle par les déposants au travers d’obligations
réglementaires d’information du public. Il apparait également que I'accent est de plus en plus
mis sur 'amélioration de la bonne gestion des banques.

Certains pays contraignent les banques a divulguer publiquement certaines informations a leurs
clients. Pour peu que ceux-ci soient poussés dans quelgue mesure a tenir compte de ces
informations (c’est-a-dire qu’ils supportent une part du risque de perte parce qu'ils ne sont pas
totalement assurés), la publication d’informations sur le risque pris par les diverses banques peut
inciter davantage ces derniéres a réduire autant que possible leur risque global. Bien que
l'information ait d’ordinaire un réle secondaire dans le régime réglementaire de la plupart des
pays, elle joue un réle primordial dans le cas de I'un d'entre eux (la Nouvelle-Zélande) ou |l
n'existe pas d’assurance des dépdts pour protéger les déposants.

Il existe une tendance a mettre davantage I'accent sur la bonne gestion des banques et a accorder
explicitement plus de responsabilités aux administrateurs et aux directeurs de °banque.
Contrairement a cette tendance, bien des pays ont indiqué qu’ils imposent aux banques un
actionnariat dispersé en limitant la taille de la participation de chaque actionnaire.
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. Pratiguement tous les pays de I'OCDE appliquent au secteur bancaire le droit de la
concurrence national sans exception ni dérogation. Dans la plupart des pays, le respect du droit
de la concurrence est assuré par l'autorité responsable de la concurrence, bien que dans un
petit nombre d’entre eux, il soit assuré par I'autorité chargée de la réglementation des banques.
Dans pratiguement tous les pays, d'importantes évolutions structurelles du secteur bancaire
(telles que les fusions et acquisitions) relévent aussi bien de la compétence des autorités
chargées de la réglementation des banques que de celle des autorités responsables de la
concurrence, d'ou la nécessité de quelque mécanisme permettant de résoudre d'éventuels
conflits entre les décisions réglementaires.

La plupart des pays ont indiqué que le droit de la concurrence national s’applique au secteur
bancaire. Un petit nombre de pays font savoir que la fagcon dont les lois générales sur la
concurrence s'appliquent dans ce secteur est régie par des régles spécifiques. Dans certains cas,
le droit de la concurrence lui-méme définit des restrictions spécifiques applicables a ce secteur
(telles que celles relatives aux participations au capital) qui étaient dans d'autres cas prévues
dans la législation bancaire. Dans la plupart des pays, I'objectif de “stabilité” du secteur bancaire
va de pair avec celui de renforcement de la concurrence. Aussi, dans la plupart des pays, les
autorités de surveillance des banques interviennent-elles dans les décisions concernant les
fusions. D’ou la nécessité d'instaurer des procédures de coordination, de concertation et (peut-
étre) de reglement des différends en cas de décisions divergentes.

Dans au moins un pays, le respect du droit de la concurrence est assuré par I'autorité chargée de
la réglementation des banques. Dans la plupart des pays, il apparait que les économies liées a la
spécialisation dans cette fonction 'emportent sur les avantages d’'une connaissance approfondie

du secteur, de sorte que la responsabilité d’assurer le respect du droit de la concurrence dans le
secteur bancaire est confiée a I'autorité chargée de la concurrence.

. Presque tous les pays de 'OCDE connaissent actuellement un grand nombre de fusions dans le
secteur financier qui sont vraisemblablement en partie une conséquence des récentes tendances
a la déréglementation et a la libéralisation des échanges. Bien que certains aient adopté par le
passé une approche “agrégée” du marché, la tendance actuelle parait étre a la définition de
marchés géographiques et marchés de produits distincts pour chacun des services importants
offerts par une banque. La plupart des pays notent que la banque par Internet ou par téléphone
doit encore avoir un important impact sur les problémes de définition des marchés.

Les importants progrés de la déréglementation et de la libéralisation des échanges ont permis

aux banques de poursuivre une politigue d’expansion non seulement au plan géographique mais

aussi par-dela les frontieres entre les gammes de produits et ils ont dans le méme temps accru les
incitations a agir de la sorte pour tirer parti des économies d’échelle et de gamme.

Le consensus qui s’est dégagé de la table ronde est que I'étendue géographique des marchés peut
varier sensiblement selon les produits bancaires, d’ou la tendance a rejeter I'approche “agrégée”
du marché. Il existe également une certaine convergence de vues sur le fait que c’est le marché
des services bancaires aux petites entreprises qui suscite les plus grandes préoccupations du
point de vue de la concurrence. Bien que la plupart des pays notent I'existence de banques par
téléphone et/ou par Internet, leur progression n'a pas été telle que les marchés correspondants
soient devenus de taille nationale (ou internationale). L'Australie note que : “Un certain nombre

de problemes demeurent liés par exemple a la banque par Internet et limitent son efficacité,
restreignant de ce fait les activités des entreprises sur les divers marchés. Les probléemes de
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sécurité posés par Internet qui n'ont pas encore été réglés, et I'idée que s’en font les clients, sont
d’'importants obstacles qui restent a surmonter ; les normes internationales d’authentification des
transactions électroniques n’'ont pas encore été adoptées par les autorités compétentes ; et a
I'heure actuelle les sites Internet existants sont en général de nature promotionnelle.”

Les banques cherchent a passer des accords de coopération avec d’autres banques pour une
série de raisons dont beaucoup suscitent des inquiétudes du point de vue de la concurrence.
Certains pays ont noté des préoccupations en matiére de concurrence liées a la distribution de

produits d’assurance par les banques.

Une liste non exhaustive des raisons de passer des accords de coopération inclurait les éléments
suivants :

I'interconnexion des réseaux (tels que les réseaux de distributeurs automatiques de billets ou
les réseaux de transfert électroniques de fonds au point de vente) ;

- la gestion des systémes internationaux de cartes de crédit ou des systémes nationaux de
transfert de débits ;

- le fonctionnement des systemes de compensation des paiements ;

- la mise en place d'un systéme pour la tenue conjointe d'une base de données sur les
antécédents des consommateurs en matiére de crédit ;

- le développement et la promotion en commun de nouveaux produits (tels que la carte a
mémoire Banksys / Belgacom).

Dans certains cas, les accords de coopération pourraient avoir les caractéristiques d’'un monopole
naturel. Celles-ci risquent de susciter a leur tour des craintes de forclusion des entrants et rendre
nécessaires des mécanismes pour garantir I'accés. Lorsqu’une banque jouit d’'une position

dominante dans une localité du fait qu’elle compte un grand nombre de déposants, un accord

d’exclusivité avec un assureur peut interdire 'acces a d’autres assureurs et par conséquent
entrainer des problémes de concurrence.
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NOTES

1 Au nombre de ces exceptions figurent l'interdiction du versement d'intéréts sur les comptes-
cheques en France et au Japon. Dans certains pays, le plafonnement des taux d’'intérét est une
conséquence des lois sur l'usure.

2 Les banques accroissent en partie leur risque en augmentant leur taux d’endettement. En d’autres
termes, le dysfonctionnement du marché fait préférer la dette (en particulier sous forme de
dépbts) aux fonds propres. C'est ce que reflete I'opinion du secteur selon laquelle « les capitaux
propres sont chers ».

3 Le gouvernement néo-zélandais a cherché a accroitre les incitations fournies aux administrateurs
et aux directeurs de banque en leur faisant certifier la véracité des informations contenues dans
les notes d’information et a attester que la banque posséde un systéeme de gestion des risques
approprié.
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AUSTRALIA

Why Regulate Banks?

In June 1996 the Treasurer, the Hon. Peter Costello MP, established the Financial System
Inquiry. ThisInquiry, headed by Mr Stan Wallis, has become commonly known as the Wallis Inquiry.

The Inquiry was charged with providing a stocktake of the results arising from financial
deregulation of the Australian financial system since the early 1980s. The forces driving further change
were analysed, in particular, technological development. Recommendations were made on the nature of
the regulatory arrangements to ensure an efficient, responsive, competitive and flexible financial system
to underpin stronger economic performance, consistent with financial stability, prudence, integrity and
fairness.

Chapter 5 of the Wallis Report", completed in March 1997, discusses the philosophy of financial
regulation. The Report observed that regulation of all markets for goods and services can be categorised
according to three broad purposes:

» to ensure that markets work efficiently and competitively. Regulation for this purpose
includes rules designed to promote adequate disclosure, prevent fraud or other unfair
practices and prohibit anti-competitive behaviour such as collusion or monopolisation.

e to prescribe particular standards or qualities of service (or to prohibit certain goods or
services). This form of more intensive regulation is restricted to areas where the
consumption of goods or services carries risks, so that safety is a focus of concern. While
most examples - such as food standards, prescription of medicines, and regulation of air
travel - relate to physical safety, regul ation may also aim to promote financial safety.

» to achieve social objectives. This includes regulation conferring subsidies on one group of
consumers in preference to others. Regulations of this kind are often referred to as
“community service obligations” and typically take the form of price controls.

How Are Banks Regulated?
Legidlation
The principal statutes applying to the banking sector in Australia are:
» the Banking Act 1959 assigns responsibility for prudential supervision of banks and bank
depositor protection to the Reserve Bank of Australia;
the Banks (Shareholdings) Act 1972 (the Shareholdings Act) covers ownership and control of
banks; and

« the Uniform Consumer Credit Legislatiois the consumer protection law relating to
consumer loans - it applies to all financial institutions.
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* Non-bank financial institutions (NBFIs) in Australia (eg. building societies and credit
unions) also conduct banking business and are supervised under uniform State and Territory
law. Their assets represent only five per cent of the assets of all deposit taking institutions. It
is also possible for unsupervised entities to conduct some banking business under the
securities provisions of the Corporations Law - e.g. money market corporations (also known
as merchant banks) and finance companies.

In broad terms non-bank financial institutions are supervised in a similar manner to banks, so,
our answers to the following questions concentrate on banks.

Following the Wallis Inquiry held during 1996 and 1997, the Federal Government is moving to
implement a package of Financial System Reforms. These include the establishment of a new body
(Australian Prudential Regulation Authority) to supervise banks and other deposit taking institutions
(building societies and credit unions), insurance companies, superannuation funds and friendly societies.
Relevant proposed reforms are mentioned below.

Details of the current regulatory structure are set out in Appendix C of the Wallis Inquiry
Discussion Paper”.

Restrictions on branching and new entry, especially the entry of foreign firms

There are no restrictions on how many branches a bank can have in Australia. Nor are there
restrictions on the location of branches.

All banksin Australia are authorised under the Banking Act and their ownership is subject to the
Shareholdings Act.

The Shareholdings Act seeks to promote a wide dispersion in bank ownership. To this end, it
prohibits any one shareholder, or group of related shareholders, from acquiring shareholdings in excess of
15 per cent. To acquire shareholdings above this threshold, requires an exemption from the Government
and the applicant has to demonstrate that the exemption sought would be in the national interest. Such
exemptions have been granted to foreign banks to enable them to establish/acquire local banking
subsidiaries; for domestic banks to acquire other domestic banks, and for an insurance company to
purchase a bank.

After the Financia System Reforms, the Shareholdings Act will be replaced by a single
acquisitions Act which will cover banks, building societies, credit unions, insurance companies and their
holding companies. The Government will retain the provisions for the need for Government approval of
ownership above the 15 per cent shareholding limit. The Government will also seek to inject greater
flexibility in bank ownership by relaxing restrictions on commercial companies owning banks (where
there is demonstrable congruity between financial and non-financial activities) and by allowing mutual
ownership of banks.

Foreign banks can apply for banking status in Australia either through locally incorporated
subsidiaries or as branches. Branches are excluded from the depositor protection provisions of the
Banking Act and consequently are precluded from gathering retail deposits. (Retail deposits are deposits
from persons and non-corporate entities resident in Australia, where the initial deposit is less than
$A250,000.) Foreign bank applicants must establish that they are subject to adequate standards of
supervision; will make a worthwhile contribution to banking servicesin Australia; and have an ownership
structure which is generally consistent with the Shareholdings Act.
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A minimum level of $50 million of Tier one capital is required for an Australian incorporated
bank. Building societies have a lower requirement ($10 million), but credit unions do not have a
minimum capital requirement, although they have to be mutually owned. There are many other avenues
for those with access to only small amounts of capital to participate in the financial sector - for example
mortgage managers, small-scale finance companies, financial advisers and funds managers.

Policy on minimum capital is based on the view that to provide the relatively broad range of
services expected of banks requires sufficient capital to acquire the necessary expertise and technology,
and to generate the required degree of confidence. It isalso of considerable importance that confidence in
the banking system as a whole is not undermined by the failure of small players lacking sufficient
resources. While all deposit taking institutions will be subject to uniform licensing and supervisory
oversight, the Australian Prudential Regulation Authority will be able to impose varying conditions (e.g.
minimum capital) on the use of names under the Banking Act which will enable a distinction to be
retained between the identities of banks and non-banks, while facilitating the entry to the market of small
non-bank deposit taking institutions.

Any applicant for a banking authority must demonstrate a capacity for ongoing compliance with
prudential requirements.

Restrictions on pricing

There are currently no statutory or regulatory controls that affect the behaviour of banks in this
area.

Line-of-business restrictions and regulations on ownership linkages among financial institutions

Banks can be owned by other banks or insurance companies. There are no restrictions on banks
investing in other financial institutions (although significant proposals must be referred to the Reserve
Bank for comment). The Government has proposed relaxing the requirement that if one bank takes over
another bank the two banks should be merged, provided prudential standards are not compromised.

Banking groups can sell the full range of financia products, but are required to undertake funds
management and securitisation through subsidiaries. Where banking groups are involved in funds
management or securitisation there must be clear separation between the vehicles used and the bank.

Investors in a banking group’s funds management or securitisation schemes must be made fully aware that
their investments are subject to investment risk and do not represent deposits or other liabilities of the
banking group. Banks are also allowed to sell products through non-banking organisations and to sell
products of third parties subject to badging and disclosure requirements.

Banking groups are free to undertake a range of insurance activities through supervised
insurance subsidiaries.

Restrictions on the portfolio of assets that banks can hold
Banks are currently required to hold an amount equal to three per cent of their Australian
liabilities (excluding capital) in high quality, readily cashable assets in Australia - including notes and

coins, balances with the Reserve Bank and securities issued by Australian governments.

Equity involvements by banks in non-financial businesses are permitted up to an aggregate
amount equal to five per cent of a bank’s Tier one capital, without prior reference to the Reserve Bank;
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individual investments are generally subject to a limit equal to 0.25 per cent of Tier one capital. These

limits do not apply to the equity positions of banks in “work-out’ situations or as part of their trading
portfolios, although the Reserve Bank monitors these closely. Banks generally are not permitted to hold
substantial equity interests in non-financial entities.

There are no formal restrictions on the purchase and holding of real estate by Australian banks.
Banks are normally expected, however, to restrict their real estate holdings to property required for the
conduct of their banking operations.

Banks are required to ensure their credit exposures to a client or group of related clients do not
exceed 30 per cent of the bank’s capital base.

Compulsory deposit insurance
There is no deposit insurance in Australia.
Restrictions on capital adequacy

Capital adequacy requirements for banks in Australia follow the capital adequacy framework
produced by the Basle Committee on Banking Supervision for both market and credit risk.

Reserve requirements

Banks are required to keep with the Reserve Bank a non-callable deposit equivalent to one per
cent of their liabilities (excluding capital) in Australia. Non-callable deposits do not serve any monetary
policy or prudential purpose. They are essentially a revenue-raising measure for Government; the
deposits receive below market rates of interest. The Government has signalled its intention to abolish
non-callable deposits on 1 July 1999.

Requirements to direct credit to favoured sectors
These do not exist in Australia.
Special rules concerning liquidation, winding up, insolvency, composition etc.

A bank incorporated in Australia can be wound up like a normal company under the
Corporations Law, although under depositor protection provisions of the Banking Act depositors have
priority over all other creditors. Under the Banking Act, the Reserve Bank also has powers to assume
control of, and carry on the business of, an Australian incorporated bank which has, or is likely to, become
unable to meet its obligations.

If a foreign bank with a branch in Australia becomes unable to meet its obligations, the assets of
the bank in Australia are to be available to meet the bank’s liabilities in Australia in priority to all other
liabilities of the bank.

Other rules affecting co-operation within the banking sector
There is no single piece of over-arching legislation on payments clearing and settlement in
Australia. While some payment instruments, particularly those which are paper-based, are governed by

specific Acts of Parliament, for the most part the provision of payments clearing and settlement services
in Australia is governed by contract law and other self-regulatory regimes.
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The Cheques and Payment Orders Act 1986 is the principal statute dealing with paper payment
instruments in Australia. It establishes the framework under which cheques and payment orders are
drawn, cleared and paid. Currently, that Act prohibits the drawing of a cheque on an institution other than
a bank. Non-bank deposit-taking institutions may offer cheque account facilities to their customers, but
this is currently done through chegue-issuance arrangements with a bank. In August 1997, the
Government announced its intention to amend the Act in order to alow non-bank deposit-taking
institutions (such as building societies and credit unions) to issue chequesin their own right.

There are no other statutory regulations governing the issue of payment instruments or access to
the payments system.

Currently, the Reserve Bank, generally, has no forma responsibility for the regulation or
oversight of the major payment and settlement systems in Australia. The proposed Financial System
Reforms include legidating to give the Reserve Bank formal powers to regulate clearing and settlement
systems. Thisisto be directed primarily at improving efficiency and competition in the payments system.

Industry regulation

The Reserve Bank of Australia supervises banks. It is a central bank which has responsibilities
under two national statutes: the Reserve Bank Act 1959 and the Banking Act 1959.

Section 10 (1) of the Reserve Bank Act states inter alia: “It is the duty of the Board [of the
Bank], within the limits of its powers, to ensure that the monetary and banking policy of the Bank ... will
best contribute to (a) the stability of the currency in Australia ... and (c) the economic prosperity and
welfare of the people of Australia.’

The Banking Act (Division 1A) requires the Reserve Bank to carry out prudential supervision
and monitoring of banks including “the encouragement and promotion of the carrying out by banks of
sound practices in relation to prudential matters’. Prudential matters in relation to a bank are defined to
mean matters relating to the conduct by the bank of its affairs in such a way as to keep itself in a sound
financial position and not to cause or promote instability in the Australian financial system. Division 2 of
that statute requires the Bank “to exercise its powers and functions ... for the protection of the depositors
of ... banks.’

The Reserve Bank is an independent statutory authority and its “Board has power to determine
the policy of the Bank in relation to any matter and to take such action as is necessary to ensure that effect
is given by the Bank to the policy so determined.” The Reserve Bank Act prescribes procedures if the
Reserve Bank and Government have differences of opinion on questions of policy.

From 1 July 1998, subject to the passage of the necessary legislation, the prudential supervision
of banks and the protection of depositors will be moved from the Reserve Bank to a new statutory
authority, the Australian Prudential Regulation Authority. Responsibility for authorising banks will move
from the Treasurer to the Australian Prudential Regulation Authority. The supervision of NBFIs is
expected, again subject to the passage of the necessary legislation, to move to the Australian Prudential
Regulation Authority from 1 July 1999.

In broad terms, the Reserve Bank’s prudential policies are designed so that banks conduct their
business in a sound manner and have adequate capital to cushion losses. The policies seek to constrain the
level of credit, market and other risks that banks undertake. Policies are formulated in consultation with
banks.
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Understandings or expectations about the actions of the central bank affecting the behaviour of banks

There are public expectations of officia intervention if abank wasto fail. For example the Fina
Report of the Wallis Inquiry notes that “the regulator will usually respond [to the financial failure of a
deposit taking institution] by facilitating a takeover, merger or other reconstruction of the business. In the
rare event that these options are not suitable, the regulator must arrange an orderly wind -up.’

The Reserve Bank observed in its Supplementary Submission to the Wallis Inquiry: “In a
financial crisis which threatened system stability ... the threat to the real economy would be severe and the
Government would probably be prepared to use the public purse to restore and maintain stability.’

The Reserve Bank, however, endeavours to ensure that banks and the public understand that no
individual bank enjoys automatic support.

I nter-bank arrangements

The behaviour of banks, insofar as the payments system is concerned, is affected by decisions of
the Australian Payments Clearing Association. The Association was established in 1992 as a limited
liability company to manage the payments clearing system in Australia. The Association’s Board of
Directors is drawn from shareholders in the payments industry, including the Reserve Bank, banks and
industry bodies representing building societies and credit unions.

There are four general-purpose payments clearing systems in Australia, which are progressively
being brought under the management of the Association.

These clearing systems deal with:

— cheques and other paper instruments;

— bulk electronic payments;

— consumer electronic payments (e.g. ATM - Automated Teller Machine, EFTPOS -
Electronic Funds Transfer at Point of Sale); and

- large-value electronic payments.

Management of each of the four clearing systems is in the hands of an Association committee
drawn from each system’s participants. The Regulations and Procedures under which the clearing
systems operate are determined by the industry and three of the four have been authorised by the national
competition enforcement agency, the Australian Competition and Consumer Commission (ACCC), or its
predecessor; the fourth (No 3 above) is still awaiting ACCC authorisation.

There are also three other high value payment systems operating in Australia, which are not the
responsibility of the Association. There are formal inter-bank agreements covering the operation of these
three systems which are contractually binding upon all members of each system.

I nfluences on government policy making

Influences on the Government in this area are numerous: political parties, the media,
bureaucracy, industry and consumer groups all take a keen interest in Government policy on banking.
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State ownership

No bank in Australiais controlled by a State or the Federal Government.
Studies of the banking industry

Chapter 16 of the Wallis Report provides a stocktake of financial regulation in Australia
following the report of the 1981 Australian Financial System Inquiry (Campbell Report) and discusses the
cost of regulation.

In regard to the cost of regulation, the Report states that regulation involves three main costs: the
direct (or infrastructure) cost of regulators, the compliance costs of those under regulation, and the
allocative efficiency costs of benefits forgone.

What Particular |ssues Arisefor Competition Authoritiesin the Banking Sector ?
Application of the national competition law to the banking sector

The Commonwealth does not have legidative power with respect to state based banking.

However, the various state and territory Competition Policy Reform Acts apply the Competition Code® to

the Crown insofar asit carries on a business, and thus to state banking.

Therefore, in effect, the competitive conduct rulesin Part IV of the national competition statute,
the Trade Practices Act 1974 (TP Act), apply in full to the banking sector.

Broadly speaking, Part 1V of the TP Act prohibits the following anti-competitive trade practices:

» anti-competitive agreements and exclusionary provisions, including primary and secondary
boycotts (s 45);

* misuse of market power (s 46);
» exclusive dedling (s 47);
e resale price maintenance (s 48); and

» mergers which would have the effect or likely effect of substantially lessening competition
in a substantial market (ss 50, 50A).

Enforcement of the competition lawsin the banking sector?
The ACCC is solely responsible for the enforcement of competition laws in the banking sector,
covering al competition and merger provisions. Consumer protection in the banking sector is the

responsibility of both the ACCC and all State and Territory fair trading agencies.

However, the point to be made here is that there is no industry specific competition regulator in
the banking industry.

In addition, also note that the TP Act makes provision for the right of private action by
consumers in respect of the competition (and consumer protection) provisions of the TP Act.
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Mergersin the Australian Banking I ndustry
Market Definition
The ACCC has looked at relatively few bank mergers over the past five years. The first
significant bank merger, which received alot of attention, was the Westpac Banking Corporation (WBC)
acquisition of Challenge Bank Ltd in September 1995.
Westpac Banking Corporation / Challenge Bank Ltd
* In the WBC / Challenge matter, the Commission identified the product dimension of the
market as being a cluster or bundle of services provided by banks to their retail customers.
The cluster of services considered by the ACCC included: loans, both home mortgages and

consumer credit products; deposits, especialy at call but also including term deposits; and
payments, especially cheques, ATM and EFTPOS access, as well as credit or debit cards.

» The importance of bank branches to retail customers lead the ACCC to conclude that the
relevant geographic market in the WBC / Challenge matter was limited to the state of
Western Australia.

The most recent consideration of a bank merger by the ACCC concluded in July 1997 following
the announcement by Westpac Banking Corporation (WBC) to merge with the Bank of Melbourne
Limited (BML).

Westpac Banking Corporation / Bank of Melbourne Limited

The ACCC identified the following separate product markets (and geographic dimensions):

1. Deposits (state)

2. Home Loans (national)

3. Personal Loans (regional)

4. Small Business Banking (state)

5. Credit Cards (state)

6. Transaction Accounts (regional)

A full competition analysis of this merger can be found on the ACCC'’s Internet site at:
http//www.accc.gov.au.

Impact of Internet and Telephone Banking on Market Definition

It is argued that new distribution channels such as telephone, PC and Internet banking are
making import competition much more effective, if not widening the geographic dimensions of various
markets. However, a number of problems are still associated with, for example, Internet banking, that
limit its effectiveness as a constraint on the activities of the firms in the various markets. Internet security
issues that have not yet been settled, and customer perceptions of security, are significant hurdles yet to be

30



DAFFE/CLP(98)16

overcome; international specification for authentication of electronic transactions has not yet been
endorsed by the relevant authorities; and at present, existing Internet sites are generally promotional.

Globalisation has also been identified as having changed the face of banking in Austraia. For
corporates this is probably the case as major corporates can raise funds in a number of ways including
bypassing the bank altogether. Dis-intermediation is a significant factor in this sector of the banking
market. However, the ACCC has not yet seen any evidence of the impact of globalisation on the supply of
day to day banking services to retail customersin Australia. The Wallis Inquiry produced evidence that
would suggest that telephone banking does not appear to have gained appreciable customer acceptance in
Australia.

Trade-off between the protection of competition and the protection of stability of the banking sector

Following the release of the Wallis Report, the Treasurer announced that he retains the power to
reject mergers under relevant banking and insurance laws. In exercising these powers, the Treasurer will
take into account, but not be limited by, assessments by the ACCC under section 50 of the TP Act in
relation to competition considerations, and the advice of the relevant prudentia regulators on prudential
considerations.

At that time the Government further decided that mergers among the four major banks are not
permitted. The Treasurer stated that this policy will be reviewed when the Government is satisfied that
competition from new and established participants in the financial industry, particularly in respect of
small business lending, has increased sufficiently to allow such mergers to be considered.

Remedies for anti-competitive mergers

Where the ACCC concludes that a merger may have the effect of a substantial lessening of
competition in a market, the ACCC will advise the parties of its view. The ACCC has the power, under
section 80 of the TP Act, to seek a permanent injunction to restrain an anti-competitive merger.

The ACCC may also, in appropriate circumstances, accept undertakings pursuant to section 87B
of the TP Act. To date, the ACCC has accepted undertakings from parties to ensure that the merger will
not proceed until the ACCC has had the opportunity to make appropriate inquires; or to resolve matters
where the proposed merger is likely to contravene the TP Act. The ACCC islikely to look favourably on
proposed undertakings which are able to address structural issues in the relevant markets. Structural
solutions (as opposed to behavioural ones) provide an ongoing basis for the operation of competition
markets. Further, the regulatory costs are one-off, rather than a permanent burden.

An aternative course of action for parties, if appropriate, isto seek authorisation for the merger
under section 88 of the TP Act. Authorisation can be used to grant immunity from legal proceedings, on

the grounds of public benefit, to acquisitions and mergers which would or might otherwise contravene
section 50 (the mergers provision) of the TP Act.

Case Study: Section 87B Undertakings accepted in the Westpac / Bank of Melbourne merger

In this merger case, the ACCC concluded that there was a significant risk of the exercise of co-
ordinated market power in the transaction accounts market in Victoria post-merger.

The ACCC saw it as appropriate that the remedy adopted be both necessary and sufficient to
rectify the competition problem created by the merger. The ACCC concluded that s 87B undertakings
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would preserve the benefits of convenient, low-cost transaction account banking currently enjoyed by
BML transaction account customers for a reasonable time and, in conjunction with local management
autonomy and electronic network access arrangements would remedy the likely substantial 1essening of
competition flowing from the merger in the market for transaction accounts in the State of Victoria.

The undertakings make specific provisions, for a period of three years post-merger, in relation to
the level of autonomy of the Victorian management of the merged entity in respect of its Victorian
operations and the access arrangements to Westpac’s electronic networks.

While the ACCC formed the view that competition was likely to be substantially lessened in the
Victorian transaction accounts market, the parties proffered undertakings under s 87B of the TP ACT that
sufficiently alleviated the ACCC’s concerns in that regard. Consequently, the ACCC decided not to
oppose the merger between Westpac Banking Corporation and the Bank of Melbourne.

Collusive arrangementsin the banking industry

The ACCC has, on several occasions, received complaints about collusion in the banking
industry, particularly in relation to collusion by Australia’s four major trading banks on their rates of
interest on both deposits and loans.

While the ACCC has investigated such complaints, the ACCC has never had sufficient evidence
to support any such allegations of collusion.

Abuse of dominance or vertical arrangements raising competition concerns

There have been no cases of misuse of market power or abuse of vertical arrangements taken in
the banking industry in Australia.

Further, issues of vertical integration have not played a material role in the ACCC's
consideration of any bank mergers investigated over the past five years.
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NOTES

Financial System Inquiry (FSI) Final Report (Wallis Report), March 1997, pp 177 - 197. This
Report, and related documents, ae available on the Internet at
http: //mww.treasury.gov.au/Publications/FS/Default.asp

Uniform consumer credit legislation was enacted in each State and Territory based on ‘template
legislation’ developed by the Queensland State Government following agreement between the
states and territories in 1993.

Financial System Inquiry discussion paper, Australian Government Publishing Service,
November 1996.

Under the Conduct Code Agreement (signed by the Commonwealth, States and Territories as
part of Australia’s national competition policy reforms) the States and Territories agreed to
adopt the ‘schedule’ version of Part IV of the Trade Practices Act. This is done by way of
application legislation passed by each State and Territory. The schedule version mirrors Part IV
of the Trade Practices Act with the important difference that references to a corporation have
been replaced with a reference to persons. This recognises the broader constitutional reach of
the States and Territories.
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AUSTRIA

The Structure of the Austrian banking system*
General overview

Austria's banking environment is made up of a large number of smaller banks and few medium
sized or large banks. In terms of capital resources Austria's biggest bank ranks about 30th in the European
Union.

Austria's 1 019 independent banks had in 1996 a total of 4 696 branches. In 1995 each outlet
served 1 416 customers, giving Austria a relatively high branch density. The number of banks has fallen
considerably from 2 166 in 1963 to 1 019 at the end of 1996. By the end of 1996, Austrian banks had 13
foreign branches within the European Union and a total of 23 branches abroad. Foreign credit institutions
had 19 banks, 7 branch offices and 34 representative officesin Austria.

Until the beginning of the 1990s the Austrian capital markets were fairly well protected from
foreign competition. The Austrian financial markets were liberalised in 1991. Since then Austrian citizens
have been free to open, for instance, banking accounts in other EU Member States or other countries.
Concerning the capital markets this possibility has been quite widely used.

Austria’s accession to the European Union was linked to a substantial liberalisation of the
Austrian financial markets. However the biggest changes are to be expected with the introduction of the
EURO and technological changes (E-Cash, telephone banking) in the financial sector.

Main regulations concer ning banks

The principal regulations concerning the banking sector are based on the corresponding EC-
Directives and implemented by the new Banking Act (Bankwesengesetz) which entered into force in
1994. The first amendment to the banking act (1996) implemented further directives of the European
Union, such as consolidated supervision, monitoring of big loan exposures and deposit guarantees. The
second amendment to the banking act in 1997 implemented the European Union’'s directives on
Investment services and on Capital Adequacy. The directive on consumer credits resulted in provisions on
the visible display of prices of consumer credit.

The Stock Exchange Act, of 1989 introduced to a large extent the framework of the European
Union. An Amendment in 1993 made insider trading a criminal offence, improved trading supervision and
extended legal liability for statements in listing particulars. The Securities Supervision Act, which entered
into force in 1997, updated the implementation of the relevant EU-directives and put securities
supervision on a more solid basis mainly by introducing the Federal Securities Supervision Authority.

1. (This section was compiled by the Official Parties of the Austrian Cartel Court)
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The setting up of new branches or new banks requires a licence issued by the federal ministry of
finance. However a licence has to be granted if the banks have an equity of at least 70 million ATS (§ 4
banking act).

Industry regulators

Banking supervision is the responsibility of the ministry of finance, (Bundesministerium fur
Finanzen). Banking supervisors have access to a number of instruments that facilitate early risk detection
and timely countermeasures. The Austrian National Bank (Nationalbank) has been charged with a number
of supervisory tasks to check the adherence to banking regulations and to prepare expert opinions for the
Federal Ministry of Finance.

The Federal Securities Supervision Authority (Bundeswertpapieraufsicht) primarily monitors the
correctness of trading on the stock exchange. Moreover it grants licences to some financial enterprises
which are not covered by the banking act, such as investment consultants as, earlier, there had been
several cases of fraud.

State Owner ship

State Ownership has been gradually reduced during the recent years. In 1996 the Osterreichische
Postsparkasse was transformed from an "institution of public law" into a public limited company. It is still
owned by 100 per cent by the Federal State via a holding company "Post und Beteiligungsgesellschaft".
However it is intended to sell off its shares on the stock exchange as soon as possible.

Currently the biggest shareholder of Austria's biggest bank "Bank Austria" is Anteilsverwaltung
Zentralsparkasse (AVZ), which is closely linked to the City of Vienna.

Application of national competition law to the banking sector

Currently there are no exceptions for banks and financial institutions from the Austrian Cartel
Act. Nevertheless the Cartel Act has an exception for "a situation, which on the basis of provisions of the
law is subject to the supervision of the Federal Minister for Finance over banks, building and loan
associations, or private insurance businesses", but these provisions have been abolished by the new
banking act.

However mergers in the Banking sector have to be approved by the Ministry of Finance
whenever a stake of 10 per cent, 20 per cent, 33 per cent and 50 per cent is sold to another owner, for
reasons of prudence. (8§ 29 Bankwesengesetz)

The most important mergers in the banking sector have been dealt with by the European
Commission (Bank Austria/Creditanstalt, Bayrische Landesbank/BAWAG). However recent mergers,
such as the acquisition of the Girokreditbank by the Erste 6sterreichsche Sparkasse, were examined by the
Austrian Cartel Court. Since in all relevant markets the size was considerably smaller than the largest
Austrian Bank "Bank Austria" it did not raise competitive concerns.
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One famous case of the Austrian Cartel court dealt with agreements on fees for consumer
accounts. As a result of that case agreements on fees concerning consumer accounts were prohibited.
Since then the pricing strategies of the banks are quite different.

Market definition

Austrian banks are generally universal banks. The services typically supplied by a universal
bank can be divided in the areas retail banking, corporate banking, financial services and product market
interests. Retail banking means banking services to households which consist, for instance, of deposits,
credit cards, mutual funds and other forms of asset management. It can be further subdivided in the market
for universal accounts, (universal banking market), deposit market, a market for risk instruments and a
consumer credit market.

Corporate banking means banking services to corporate clients which can be subdivided into
markets comprising, for example, deposits, lending, international payments, letters of credit and support
concerning mergers and acquisitions.

With respect to financial markets the following activities may constitute distinct service
markets: Trading in equities, bonds and derivatives, foreign exchange and money markets. (i.e. treasury
bills and commercial paper from banks and companies)

For private banking the accessibility to the nearest local branch is, despite the rise of
telebanking, an issue, and the local distribution of banks might be quite different. Therefore these markets
are generally local markets.

With regard to corporate banking, certain product segments are required or supplied on the
national level. Moreover small and medium sized enterprises stick to local suppliers of financial services,
whereas large enterprises act internationally. Concerning interest in product markets, the same market
definition hasto be applied asin the relevant product market.

Remedies

In the merger "Bank Austria/Creditanstalt”, the Bank Austria, or rather AVZ, committed itself
to sdl its stake in GiroCredit, a bank owned by Bank Austria at that time. In addition, Bank Austria
entered into the commitment to reduce the participation of Bank Austria and Creditanstalt in the Austrian
Kontrollbank, a bank active in the area of export insurance and financing, to the level of participation
which Bank Austria and GiroCredit currently hold together. Furthermore, Bank Austria committed itself
not to extend its influence in Investkredit, active in awarding subsidised credit in the public interest,
beyond the level of influence which it had, together with GiroCredit, prior to the concentration.

Competition problems in the construction sector arose as follows. Bank Austria already had
close links with several large Austrian construction companies which held a strong position on the
Austrian construction markets (particularly in civil engineering excluding the construction of buildings).
In addition, Bank Austria acquired, through the acquisition of Creditanstalt, a majority stake in the large
Austrian construction company Universale. For this reason, Bank Austria committed itself to either sell its
stake in Universale or its participation in another large Austrian construction company, Stuag.
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In the recent years no complaints concerning the banking sector were submitted to the Austrian
Competition Authorities.

Outlook

Technologica developments are expected to considerably reduce the costs of market entry in the
consumer markets. Self service, telebanking, phonebanking, Electronic Money will among others question
the need of area-wide distribution networks.

Enterprises of other sectors, e.g.. Software or mail order business already tried to enter the
banking sector, although not very successfully until now.

Major changes in the competitive environment will occur with the introduction of the EURO,

which will make direct comparisons with banking services in other countries much more transparent and
will nullify the risk of exchange rate movement.
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CANADA

I ntroduction

Over the past two decades the financial services industry has undergone profound change. The
forces underlying these changes have domestic and international roots. While restrictions do remain in a
number of countries, to a very large extent market forces now determine capital flows and prices. The
ongoing regulatory reform efforts by OECD countries have blurred traditional distinctions and enabled
financia service providersto seek and capitalize on new opportunities outside traditional business spheres
and geographic boundaries; the resulting achievement is an industry that is globa in its outlook and
reach.!

The internationalization of the financial servicesindustry has a number of important features®:

* increased cross-border capital flows, largely the result of international lending and
borrowing activity;

» portfolio diversification, caused by borrowers and investors increasingly willing to deal in a
greater variety of currencies and investments;

» tax and regulatory reforms facilitating foreign competition in domestic financial markets;

» factors such as the need for multinational firms to raise money more cheaply and in local
currency; and

» the rapid pace of innovation, including the development of new instruments and techniques
such as swaps, futures, and securitisation that permit multinational companies and financial
institutions to better manage their risk. Innovation has also occurred in financial services,
such as the development of computerized trading and global electronic stock exchanges.

The acceptance of the need to deregulate and liberalize has aso been driven by the concern on
the part of national governments that their respective financial markets could become marginalised if they
do not respond in a positive and timely manner to global pressures enveloping financial markets. The
inability to attract capital at competitive rates can quickly place a country at a disadvantage relative to
countries that have liberalized, making it that much harder to succeed in a globalized world. The
competition amongst regulatory authorities to stay one step ahead of their counterparts in other countries,
and the recognition that the effects of failures of large institutions almost aways spills across borders, has
lead to a convergence in financial regulation and structure over time.

The financial services industry plays a very important role in facilitating economic growth and
prosperity by channelling funds from savers to investors. The more competitive and efficient is this
intermediation process, the more likely it is that funds will be made available and allocated according to
their highest valued uses. In this regard, it is important to recognize that government policy should
generaly strive to establish a regulatory framework which fosters a competitive, innovative and efficient
financial system in which savers and borrowers have confidence.

39



DAFFE/CLP(98)16

The Canadian experience with respect to regulation of the financial industry is not unlike that of
other countries. Over the past fifteen years, the federa government has undertaken a number of reforms
that have intensified the role of market forces in the Canadian financial industry, thereby enabling
financia service providers to offer a wider array of products and services to consumers. This paper
reviews the evolution of bank regulation in Canada, and summarizes the involvement of the Competition
Bureau in the current reform exercise launched in December 1996.

The Evolution of Financial Sector Regulation in Canada

Twenty years ago Canada's financial services providers were divided into four "pillars' --
banking, insurance, securities underwriting and trust services. Participants were constrained from entering
into each other’s core businesses. Foreign banks could not be chartered under the Bank Act, and generally
carried out activities through near-bank affiliates.

Canadian banks have historically been the most important of the "four pillars’ of the Canadian
financia services industry, concentrating on lending to businesses, collecting household and business
deposits and offering payment services through these deposits. Trust and mortgage loan companies
concentrated on fiduciary services and mortgage lending to households, life and health insurance
companies dealt with insurance and annuity products, and securities dealers focused on the underwriting
and marketing of investment products.

Beginning in the mid-1960s and continuing into the present day, the government has undertaken
a number of initiatives that have effectively dismantled most of the important divisions between the four
pillars and introduced greater competition into the financial services market.® A recent article by the Bank
of Canada observed that the essential blurring of the four pillars has been driven by many factors,
including "interest rate volatility, changing demographics, rising household wealth, and adjustments
within the financial sector to shifting business prospects' .

In 1980, the Bank Act was revised to permit banks to enter the factoring and leasing businesses
through wholly-owned subsidiaries.” In the case of bank factoring business, a subsidiary is allowed to
take over the management and collection of the client’s accounts receivable and guarantees them for a fee.
The 1980 reforms aso made entry into the banking sector for Canadian-owned entities easier and
established the Canadian Payments Association allowing near-banks the opportunity to participate directly
in the existing system and to be full partnersinits evolution. Aswell, the 10 per cent rule and 25 per cent
ownership rules were introduced. The legidation distinguished between widely held banks (Schedule |
banks) and closely held banks (Schedule Il banks). In the case of Schedule | banks, they had to be
Canadian controlled, one shareholder could not own more than 10 per cent of the voting shares and
non-residents in total were only permitted to own up to 25 per cent of the voting shares.” The concept of
closely held banks (Schedule |1 banks) meant that foreign commercial banks were allowed to establish full
banking entities in Canada, but had limitations placed on the future growth of their assets. In addition to
the limitation on their assets to 20 times paid up capital, the assets of foreign owned subsidiaries could not
exceed 8 per cent of the total assets (subsequently raised to 16 per cent) of all banksin Canada.’

Financial reforms in 1987 alowed Canadian banks to enter the domestic securities business.
Effective June 30, 1987, the province of Ontario has allowed Canadian financial institutions to own up to
100 per cent of a securities dealer in that province. Thiswas the first formal sanctioning of the blurring of
the pillars of the Canadian financial services industry. This later came into effect with the federal
government amendments to the Bank Act alowing banks to own investment dealer subsidiaries.
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Over the 1984-1990 period the federal government released three papers dealing with proposed
reforms to the Canadian financial services sector. This exercise culminated in the passage of financial
services legidation in 1992. The basic thrust of the policy proposals was that "banks and federally
incorporated trust, loan and insurance companies generally have the opportunity to offer asimilar range of
services and compete in markets that were previously not open to them. This will enhance choices
available to consumers. The expansion of powers will take place directly or through financial institution
subsidiaries"’.

Under the 1992 reforms, trust and mortgage loan companies would only be granted full powers
to lend to consumers and businesses if they had a minimum capital base of $25 million and after satisfying
the regulators that they had the appropriate staff and controls in place to undertake such credit granting
activities. Those institutions not meeting these requirements would be limited to a commercial loan
portfolio of not more than five per cent of their assets.

The government passed legislation in 1996 to enhance the safety and soundness of the financial
system. The legislation contained a number of key measures, inter alia an early intervention policy for
problem financial institutions, a framework for enhanced disclosure to the public of information on the
financia condition of financia institutions and a stronger prudential framework for the supervision of
financial institutions, including enhanced corporate governance.’

The 1992 financial services legidation made extensive changes to the regulatory environment,
and, in combination with the anticipated need for further changes driven by domestic and international
developments in the sector, a sunset clause was incorporated requiring a formal review of it every five
years. To prepare for the 1996-97 review, a discussion paper and subsequent White Paper were issued.
The White Paper addressed such issues as strengthening consumer protection, easing the regulatory
burden and the question of the need to strengthen the corporate governance regime.

In February 1997 the government announced its intention for further reforms based on proposals
contained in the White Paper:

» the development of a new framework for foreign bank entry as branches;

» regulated foreign banks which own a Schedule 11 bank will no longer be required to own
other federal financial ingtitution or securities dealer subsidiaries through a Schedule |1
bank;

» near-banks (entities which do not generally take deposits, are not regulated as banks in their
home jurisdiction, but provide one or more banking-type services) which have received
approval under part XII of the Bank Act to enter the Canadian market will no longer need to
seek further approvals under part XIl of the Bank Act to offer additional products or
establish other entities, provided that their activities do not include taking deposits or
acquiring financia institutions; and

e near-banks will be permitted to own any non-bank financial institution with Governor-in-
Council approval.
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Current Situation

At present, the Canadian financial services industry is undergoing significant restructuring. The
restructuring was initially prompted in the early 1990s by excess capacity and deteriorating asset values.
Its underlying causes, however, are attributable to three structural changes that are affecting the financia
needs of customers, as well as the way in which financial services are produced and delivered.

The first of these is the growing trend towards disintermediation, which involves suppliers and
users of capital bypassing the traditional intermediation services provided by the financial institutions.
Second, demographics are changing the financial needs of retail customers. Traditional intermediation
functions are giving way to the widespread introduction of wealth management services and the reliance
on fee income. Third, technology is pushing the boundaries of what is possible -- permitting financial
ingtitutions to develop new means of producing and delivering financial services and create new
services/products in ways that were previously not feasible.™

These three factors have forced Canadian financial institutions to become flexible, adaptable and
more competitive to meet the demands of customers. The need to lower unit operating costs through the
acquisition of larger market shares and the move into new business lines has provoked a consolidation in
the Canadian financial services industry. A large number of transactions has involved mergers and
acquisitions among companies in the same sector, or the sale of blocks of business by one company to
another in the same sector.

The Establishment of the Task Force on the Future of the Canadian Financial Services Sector

The 1996 White Paper left the more fundamental questions relating to bank powers and general
questions about the future of the Canadian financial services sector to the Task Force on the Future of the
Canadian Financial Services Sector. The Task Force, established on December 19, 1996, is inquiring into
public policies affecting the financial services sector.

Their report, scheduled for release in September 1998, will make recommendations to enhance:

» the contribution of the sector to job creation, economic growth and the new economy;
» 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 domestic financia institutions;

» theability of the sector to take full advantage of technological advances as they occur and to
meet the competitive challenges resulting from the introduction of new technologies; and

» the contribution of the sector to the best interests of Canadian consumers.

On June 13, 1997 the Task Force released a discussion paper intended to identify the issues and
solicit the views of Canadians. The paper makes note of "... (the) need to ensure (that) the financia
services sector operates in an environment and a manner so that it will effectively accumulate and allocate
credit and capital within the economy ... It must provide a full range of financial services to Canadians,
made available by institutions that are financially sound and efficient .... while leaving room for
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innovative and smaller ingtitutions to develop. The sector should be competitive, accessible to all
Canadians and carry public confidence". (emphasis added) ™

Competition in the Financial Services Sector

The design, implementation and enforcement of regulatory rules governing financial institutions
affects the structure and nature of the Canadian financial services sector because they currently impose
important constraints on the ownership and business powers of the ingtitutions. This in turn has
implications for the competitive process in the financial services industry, and ultimately the type, quality
and price of the product offered to business users and consumers. Again, recognizing that regulation can
unnecessarily restrict competition, the Task Force asks "whether the regulatory and supervisory structure
imposes the minimum level of control necessary to give effect to public policy objectives” *

In response to the Discussion Paper issued by the Task Force the Director of Investigation and
Research ("the Director") made a written submission November 27, 1997 ("Task Force" Submission).
The central theme of the Bureau's submission is that the public policy objectives which underlie the
review can best be achieved by relying upon competition and market forces to the maximum extent
possible, rather than through continued or increased regulation. The Bureau recognizes that stability of
the financial system is generally the paramount goal of financial market regulation and that stability may
come at the expense of competition. In the Bureau's view, however, there are regulatory changes that can
increase flexibility and facilitate competition without concurrently compromising the stability and
solvency of the financial system.

The submission sets out the Bureau's views on a number of issues pertinent to the questions
raised in the Discussion Paper. However, this paper focuses on three such issues. mergers involving
federally regulated institutions, ownership restrictions and the question of business powers.

The Treatment of Mergersin the Financial Services Sector

Since 1992, the legidative framework has allowed banks to own trust companies or insurance
subsidiaries; insurance companies can own trust companies and widely-held insurance companies can own
Schedule Il banks. Notwithstanding this legidative framework, there is a perception that government
policy has precluded large financial institutions from acquiring other large financia institutions. This "big
shall not buy big" policy reflects two concerns: (1) that a merger of two major players could give rise to
anti-competitive behaviour; (2) the need to pause after the crumbling of the four pillars in the 1980s to
provide institutions the latitude to adjust to new competitive challenges without fear of new and emerging
competitors.

Increasing the size of competitors through mergers and acquisitions can raise a number of
concerns over the effect of concentration on competition. The first relates to whether or not high levels of
aggregate concentration represent undue accumulation of economic, social and political power which can
result in corporate influence on government decision making. A second concern relates to concentration
of ownership and in particular about self-dealing, conflicts of interest and non-arms length transactions.
Finaly, there are concerns that aggregate concentration results in concentration and dominance in
individual markets, and that this in turn leads to instances of anti-competitive practices and adverse
economic effects in those markets.

Generally speaking, concerns that concentration may result in the exercise of market power are
intensified as the barriers to entry into a particular market increase and as the availability of close
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substitute products diminishes. If entry barriers are low, even dominant firms will have to price at
competitive levels and be dynamic and innovative, or else new firms will enter and undercut their prices
and fill product and quality gaps. If customers have easy access to close substitutes, firmsin concentrated
markets will have to behave competitively even in the short run, if they are to avoid losing their market to
these substitutes.”

Therefore, while observed measures of concentration in particular markets are a useful starting
point in examining the state of competition, they must be supplemented by other information on the
characteristics of the market in question and the extent of potential competition.

An important aspect in this regard is to identify if there are any regulatory barriers to entry. In
the case of financial services, regulatory restrictions on the entry and expansion of foreign-owned
suppliers may have alowed for increased market concentration and reduced competition. The
specification of minimum capital requirements and the examination of the financial strength of applicants
may also have deterred entry but there may have been off-setting benefits in the form of greater system
stability.

Markets may also be concentrated because economies of scale are realized only by firms that are
large relative to the size of the market. If firms compete aggressively under conditions of increasing
returns to scale, then perhaps only a few will survive. High levels of concentration may thus be a
consequence of intense competition in the past.

Merger Enforcement Guidelinesin the Financial Services Sector

The Bureau's general approach to assessing a merger is described in the Director's Merger
Enforcement Guidelines (the "MEGs"). Included in the Bureau's submission is a preliminary draft of a
supplement to these MEGs outlining the analytical framework the Competition Bureau intends to apply
when assessing the competitive effects of a merger involving two or more Schedule | banks. Thisis the
first time that the Bureau has released a document that describes how the general guidelines would be
applied to a specific industry sector. The importance of this sector in the economy and to the genera
public has encouraged the Bureau to provide those involved in the current policy debate regarding the
deregulating and liberalizing of the financial services sector with a clearer view of the approach that the
Bureau would likely follow when assessing such a transaction. The Bureau is seeking the benefit of public
discussion of the draft guidelines and has made them available to all participants in the financial services
industry. This consultative process is encouraging public input on all aspects of the proposed approach
including comments on the appropriateness of the general Merger Enforcement Guideline principles and
definitions pertaining to the threshold tests, the efficiency exceptions and trade-offs as well as industry
specific details concerning entry barriers, economies of scale or scope and sources of efficiencies in the
context of the banking sector.

Market Definition and Market Share Thresholds in a Bank Merger

Asin any merger review thefirst step is defining the relevant market to identify the products and
suppliers with which the merging banks compete and the geographic areas within which such competition
takes place. The definition of arelevant market isrequired to assess whether a merger islikely to result in
an increase in market power.
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(a) Relevant Product Marketsin a Bank Merger

Banks supply alarge number of products, and the Bureau expects that any assessment of a major
bank merger will involve many relevant markets. Differences in dollar value, terms, collateral, etc. among
loans indicates that there are several product markets within the broader category of loans. Similarly,
deposits with differing characteristics, as well as the many other products supplied by the banks, should
likely be placed in separate product markets. In addition, products supplied by non-bank deposit-taking
institutions should be included in relevant bank product markets.

The Bureau normally defines relevant markets by reference to actual and potential sources of
competition that constrain the exercise of market power. However, the vast number of products and
services offered by banks, and the similarity in the inputs that are required to offer many of these
products, would make it difficult to identify and measure the constraining effects of al potential suppliers
in atimely manner. As a result, when analyzing a bank merger, defining relevant product markets are
initially limited to considering only actual sources of competition. The suppliers that are likely to
participate in the market within a year are considered as potential competitors and are excluded from the
initial market definition.

The main advantage of using this approach is that it allows the quick identification and exclusion
from further analysis of those markets in which market power is unlikely to be of concern. For markets
that cannot be excluded, the supply of output that is likely to be added to the market by non-producing
firms within a year without significant start-up costs, will be included in the relevant market. If this
potential competition eliminates the market power concerns then this market is similarly excluded from
further analysis.

The Bureau would consider a "cluster" of banking services to constitute a relevant product
market if thisincluded a set of products and services that buyers tend to purchase from a single institution.
In such instances, various other factors would be considered to determine whether the components of the
cluster can or are likely to be purchased individually in response to a significant non-transitory increase in
itsprice. These factorswould include

-- Any survey or industry data on consumers propensity to purchase a number of products
from asingle institution;

-- Data on the number of products purchased per person and the number of products purchased
from a given institution per person;

-- Any survey data on consumer preferences;

-- Data on the extent to which consumers have broken up their purchases of a cluster of
products in response to relative price changes.

(b) Relevant Geographical Marketsin aBank Merger

In the banking sector, as is the case in other sectors, the dimensions of the geographic markets
will vary with the characteristics of the products, and different geographic markets may be associated with
different products. For banking products, geographic markets are likely to be smaller the more important
and freguent the interaction between the bank and the customer and the smaller the size of the
banking/financial transaction. The Bureau expects the geographic scope of "retail” banking products,
including various types of consumer loans, deposits, and loans to small business, are likely to be
significantly more limited than the geographic scope of many "wholesale" banking markets. Past Bureau
assessments of Schedule Il bank mergers have concluded that many banking markets are likely to be local,
encompassing only a small geographic area.
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(c) Initial Test

In analyzing the competitive effects of abank merger, it would be difficult in practice and, likely
unnecessary for the Bureau, to define markets associated with each product supplied by merging banks
and with each prospective geographic market. The vast number of products and services typically offered
by banks at such a large number of locations implies that such an exercise would be extremely resource
intensive and time consuming. Thisis particularly true since geographical markets for many products are
likely to be local. In practice, the Bureau will attempt to apply an iterative approach to streamline this
process to allow the Bureau to quickly focus any analysis on those relevant markets presenting the greatest
potential for competitive harm.

For mergers in general the MEG's provide threshold tests to determine whether the merger is
likely to result in a substantial lessening or prevention of competition. Accordingly, the Bureau is
unlikely to be concerned that the merger will enhance the ability of the merging firms to unilaterally
exercise market power if the sum of the pre-merger market shares of the merging parties in the relevant
market is less than 35 per cent. Similarly, the Bureau will not be concerned that the merger will increase
the likelihood that firms in the market will engage in interdependent behaviour in a way that harms
competition if the share of the market accounted for by the largest four suppliers in the market, post
merger, is less than 65 per cent. If there is other information to suggest that competition is likely to be
lessened substantially even though these thresholds are not surpassed, the Bureau will consider this
information in its assessment. The Bureau intends to continue to apply these threshold values to Schedule
| bank mergers.

However, in order to expedite this process the Bureau will initially apply the market share and
concentration threshold tests to a pre-defined set of product offerings and geographic locations. These
sets of products and geographic locations do not necessarily constitute well-defined relevant markets, but
rather are chosen to be narrower than the corresponding relevant markets are likely to be. That is, the
relevant markets are likely to include more products and the geographic markets are likely to be larger
than these pre-defined areas.

The set of pre-defined geographic areas will consist of Canadian census subdivisions which were
defined by Statistics Canada for the 1996 Census. Census subdivisions are essentially legally defined
municipalities, including large urban centres as well as small rural centres. By using census subdivisions
as the pre-defined geographic areas, the Bureau will be focusing its analysis on geographic areas which
are likely to be no larger than relevant antitrust geographic markets. At the same time, given the retail
nature of many banking products, a single subdivision islikely to represent alarge part of the internal core
of arelevant market. It isthe Bureau's belief that census subdivisions provide good initial approximations
of local geographic marketsin most cases.

If the thresholds are not exceeded for a given pre-defined product offering and a pre-defined
geographic area, the Bureau is unlikely to be concerned that competition in that area will be lessened
substantially. In the absence of information suggesting that the relevant geographic market differs
significantly from the pre-defined geographic area, the Bureau will exclude this product offering within
this geographic area from further review.

If the thresholds are exceeded for a given pre-defined product offering and a pre-defined
geographic area, the Bureau will rely on the more traditional analysis to determine whether this area is
part of alarger relevant geographic market. If the evidence suggests that the market should be expanded
and the thresholds are not surpassed in this broader area, then the Bureau will exclude this product
offering within this broader geographic area from further review.
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This procedure will also identify certain census subdivisions in which there are unlikely to be
competition problems due to their economic integration with other larger census subdivisions. Using 1996
Census commuting data this procedure can identify smaller census subdivisions that satisfy the forward
commuting flow rule of alarger census subdivision (census subdivisions for which at least 50 per cent of
the employed labour force living in the census subdivision work in and travel daily to the larger urban
area). These small subdivisions can be grouped with the larger census subdivisions which do not surpass
the threshold tests and excluded from further review. In these cases, the presumption is that the
competitive forces of the larger census subdivision will represent a competitive check on competition in
the smaller census subdivision. The product and geographic areas which cannot be excluded by this
screening process will be subject to the full traditional antitrust merger assessment analysis.

The number of pre-defined product offerings and pre-defined geographic areas that will be used
in theinitial threshold test are numerous. There will be approximately 6 000 pre-defined geographic areas
aone, and a multitude of threshold calculations will therefore be required. In order to make the initial
threshold test analytically tractable, the Bureau is in the process of developing a geographic mapping
program in association with Statistics Canada. This program will be capable of quickly matching the
market shares of each financial institution for each pre-defined product offering within each pre-defined
geographic area. The program then applies the threshold calculations to each area and lists the results in
tabulated form.

The Bureau had fully expected that there will be a number of mergers announced in the sector
within a short time frame should the current restrictions on bank ownership be removed. In fact, on
January 23, 1998 the Bank of Montreal and the Royal Bank, two of Canada’s largest banks, announced
their intention to merge. It isthe Bureau's intention to assess each merger on its own merits. Subsequent
mergers will be assessed in light of the environment that would exist after this merger has been reviewed.

Last November, the Bureau introduced service standards relating to the maximum turnaround
times by which the parties can expect to receive the opinion of the Bureau. The Bureau has indicated
three standards for merger review: fourteen days for non-complex transactions, ten weeks for complex
transactions and five months for very complex transactions. Regardless of the number of transactions
announced, any merger within this sector will a a minimum fall within the definition which the Bureau
has established for a complex case.

Given the importance of collecting and analyzing large amounts of detailed information needed
to review a Schedule | bank merger and given the time constraints involved, the Bureau is developing
available data sources with the Bank of Canada, Office of the Superintendent of Financial Institutions
(“OFSI”) and with the Canadian Bankers Association. In addition, the Bureau is currently consulting
widely within the business, financial and legal communities and with consumer interest groups to refine
and perfect its industry specific application of the MEG's to the banking sector.

(d) Review Process

When financial institutions are involved in a merger, three federal authorities have the legislative
mandate to review the transaction: the Minister of Finance, the Superintendent of Financial
Institutions("OSFI") and the Director of Investigation and Research (the “Director”). Both OSFI and the
Director have clear mandates for review based on prudential and competition considerations respectively.
The role of the Minister of Finance is based on broader public interest considerations.

The various acts regarding federally regulated financial institutions such Banih@ct and the
Trust and Loan Companies Act, give the Minister of Finance the right to approve, or disapprove of
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mergers, independent of the Competition Act. This creates the possibility the Minister of Finance may not
approve a merger which has been cleared by the Director, or, in the alternative, may approve a merger
which the Director feels should be modified or challenged before the Competition Tribunal.

In the latter case, under section 94 of the Competition Act, the Competition Tribunal shall not
make an order if the Minister of Finance has issued a certificate to the Director that states that the
proposed transaction is in the best interest of the financial system of Canada. The effect of this provision
is to provide the Minister of Finance with a means of ensuring that a merger which the Director may
otherwise challenge is allowed to proceed if, in the Minister's view, it is in the best interests of the
financial system.

From the Bureau’s perspective, this type of multi-party review of mergers requires a process that
is efficient, effective and timely.” The submission makes a number of recommendations relating to the
issues of transparency and predictability when the three federal institutions review a proposed merger. Of
particular note, it recommends a clearer and more precise understanding of when and where the Minister
of Finance would exercise the power to approve or disapprove a proposed merger involving federally
regulated financia institutions, and the criteria to be employed by the Minister of Finance when
evaluating mergers from a broader public policy perspective. It also recommends inter alia that the
reviews of the three responsible agencies be conducted simultaneously, that there should be an open
exchange of information amongst the three federal authorities, and where necessary, that the Minister of
Finance would continue to retain the power to block a merger. The submission also recommends that in
the event that the Director determines that there is a competition related issue, then "it would be helpful if
the Minister (of Finance) would provide both the Director and the parties to the merger with the assurance
that there will not be the exercise of Ministerial override once the Director has committed to pursuing the
competition remedy”. Aswell, with respect to Ministerial override, the submission argues that this power
should be confined to non-competition issues.

Finally, as noted above, there has been a moratorium on large financial institutions merging or
acquiring other large financial institutions through the prevailing policy of "big shall not buy big". There
are no set definitions on what constitutes "large”". Furthermore, this policy does not appear to be based on
prudential grounds but rather reflects concerns about the level of corporate concentration. The submission
recommends that applying the merger provisions of the Competition Act to transactions occurring within
the financial services sector will prevent undue market power and achieve the same competition policy
objective as the sector specific "big shall not buy big" policy. The submission notes that Section 92 of the
Competition Act enables the Director to review each merger on its own merits and further that the
Competition Tribunal shall not find that a merger prevents or lessens competition substantially solely on
the basis of evidence of concentration or market share. This allows the Tribunal to take into account a
number of factorsin assessing the competitive impact of atransaction.

Ownership

The presence of foreign banks can be an important source of competition in the domestic
financia services sector, and contribute to reduced financing cost to the business sector. In addition, as
globalization continues, foreign banks can play a key role in the restructuring process through the
acquisition of institutions.

The current regulations covering federally regulated financial institutions effectively forecloses
the possibility of foreign control of a Schedule | bank. The regulation that no more than 10 per cent of any
class of shares of a Schedule | bank can be owned by a single investor, or by investors acting in concert, is
not intended to address any competition issues affecting the financial services sector. Rather it can be
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ascribed to prudential concerns related to “self-dealing”. The social policy intent is to preclude an entity
which has control over a Schedule | bank from redirecting activities and/or assets of the bank to pursue
other corporate interests for fear that this may work to the detriment of the institution, potentially
jeopardizing its economic well being. The impact that this regulation has on competition must be balanced
with the desired intent of the regulation.

Ownership restrictions may limit the options available to Schedule | banks to avail themselves of
the competitive pressures of the global economy. Ownership restrictions preclude mergers with foreign
banks and other corporate entities, and thereby can adversely affect the ability of domestic banks to
successfully compete with large foreign banks in the emerging global markets. Relaxing the regulations
governing foreign control of Schedule | banks, keeping in mind prudential concerns related to the safety
and soundness of the financial system, would facilitate greater participation of foreign banks in the
domestic market through the ownership vehicle, and would be pro-competitive.

At present the law requires a foreign bank that wishes to provide banking services in Canada to
do so through a separate subsidiary corporation, and not as a branch of the parent bank. Canada's trading
partners have criticized this requirement; in response to these criticisms and competitive considerations,
the government proposed February 14, 1997 the relaxation of rules concerning foreign bank entry and at
the same time announced that it would develop a new framework for foreign bank entry as branches. The
proposed amendment to tBank Act would allow for foreign banks to establish branches in Canada for
the purposes of conducting wholesale banking operations; there would still be the requirement to establish
a subsidiary for the purposes of taking retail deposits and offering other retail services.

The Bureau supports the removal of the current restrictions on the ability of foreign banks to
establish branches subject to other public policy considerations. While it is recognized that the removal of
the subsidiary requirement would require new regulations to ensure the prudential operation of foreign
banks in Canada, this may be a means to encourage further entry into the domestic marketplace.

Business Powers

There has been a gradual erosion over the years of the distinction between separate sectors or
"pillars" as each sector started to penetrate the business of other sectors by offering products that
competed with their traditional business. The reforms introduced in 1987 (that allowed other financial
institutions to enter the securities business) and in 1992 (various regulated financial institutions were
allowed to enter into each other's business through subsidiaries and, to some extent, through their own
balance sheet operations) occasioned major consolidation. This has meant a very significant involvement
of banks in the securities and trust businesses, and the first steps of a similar movement into life and
property and casualty insurance. At the same time, some insurance companies have moved into the trust
business and into banking.

Despite the progress that has been made to date in freeing up regulatory restrictions in financial
services, obstacles to a more competitive environment remain. For example, current regulations prevent
banks from offering auto leasing and insurance products to their clients through their branch networks.
Concerns have been expressed that there is the potential for the deposit-taking institutions to derive
significant competitive advantage in leasing and insurance from their activities in other markets. It is
alleged that unless there were enforceable restrictions, deposit-taking institutions could, for example, use
information obtained from mortgage activities to cross-sell insurance products without the consumer's
permission. Or, in auto leasing, smaller independent leasing companies or automobile retailers could find
that their access to capital is available at less favourable rates or is not available. Thus, while the entry of
deposit taking financial institutions into leasing and retail insurance has the potential to be

49



DAFFE/CLP(98)16

pro-competitive, it is argued that the competitive advantage of the banks is not the result of superior
efficiency and that their entry will ultimately reduce competition.

Concern has been expressed about the competitive impact of a dominant firm or a group of
integrated firms brought about by the acquisition of a major insurance company by a bank. It is argued
that where major market share has been obtained through a merger or acquisition, banks can use their
position to give away services in a predatory fashion until such time that they have driven competing
insurance companies out of the market. However, for banksto sgueeze competitors out of businessin the
downstream market, dominant firms must suppress competition among themselves in that market if they
areto profit from their predatory act.

For banks to act in such a predatory fashion would require them to act in concert which would be
acriminal offence under the Competition Act that carries a fine of up to $ 10 million. Such co-ordination
would be necessary because predatory conduct requires the ability to control the market supply of the
product that is discounted. Predation would also require significant and effective barriers to entry such
that the predator(s) can recoup the losses incurred while predating. Ignoring for the moment the fact that
it contravenes the law, without a guarantee that entry will be precluded at the onset, predation would be an
irrational corporate strategy to adopt.

From an economic perspective, it is reasonable to expect that there will be certain efficiencies
associated with bank entry into insurance sales. It has been noted that due to the established relationship
with their customers in the sale of banking products, banks have a cost advantage over other insurance
providers in certain parts of the insurance market."” For instance, a bank can not only provide a mortgage
for the purchase of real estate, but also the mortgage insurance. In contrast an insurance company would
have to incur the cost, i.e., cold telephone calls, to identify such customers. This type of synergy can also
be found in the sale of premium retirement savings products and term life insurance.

It is the Bureau's view that entry into these lines of services would be pro-competitive and
consistent with the general trend toward liberalization of financial sector regulations. The greater the
number of firms supplying or able to supply a product, the broader the array of price and quality choices
available to consumers. The submission, therefore, recommends that subject to other public policy
considerations, banks should be permitted to offer auto leasing and insurance products to their clients
through their branch network. At a more genera level, the submission recommends that all financial
institutions should be afforded the greatest flexibility in terms of the choice of financial products and
services which they can offer consumers.

Conclusion

The work of the Task Force is critical to the future health and growth of the financial services
sector. Efficiency, knowledge and adaptability will be the determining factors in shaping the financial
services sector as we move into the next millennium. As the regulatory framework governing the
financia services sector continues to shift towards greater reliance on the market, the Bureau's role in
promoting competition within the sector will increase. The Bureau's experience is that as industries and
sectors deregulate, there are major transition issues that need to be addressed. Markets evolve over time
and may not be immediately ready for open competition. Normally, a fair and equitable period of
transition should take place in a way that maximizes the benefits of competition but which also ensures
the continued viability of the industry. The amount of regulation should decrease as more of the industry
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is opened up to market forces. This constantly changing balance is an important, if difficult, task for the
Director and regulators to maintain. However, it is recognized that pure competition principles may not
aways be realistic because of competing objectives, e.g., prudential considerations.
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NOTES

The forces driving the globalization of the financial industry have been reviewed by a number of
international organizations, most recently by the Organization for Economic Cooperation and
Development (OECD). Please see Regulatory Reform in the Financial Services Industry in The
OECD Report on Regulatory Reform, Volume I: Sectoral Sudies, (Paris:1997).

Please see Business Implications of Globalization, Working Paper No. 1990-V, Investment
Canada, Ottawa, May 1990.

The first genuine step towards market principles was taken in 1967 with the amendments to the
Bank Act that eliminated the six per cent interest rate ceiling on chartered bank loans which
chartered banks could charge their customers. The Porter Commission suggested that " the 6 per
cent ceiling introduces undesirable rigidity in the financial system and hampers and distorts the
working of markets. Please see Canada, 1964 Report of the Royal Commission on Banking and
Finance (Ottawa: Queen’s Printer and Controller of Stationary, 1964).

The Changing Business Activities of Banks in Canada, Bank of Canada Review, Spring 1997,
p. 11.

The Bank Act currently does not permit the banks to operate in the automobile-leasing market.

In 1988 under the Canada-U.S. Free Trade Agreement (CUSFTA) this rule was dropped for
residents of the U.S. and subsequently under the NAFTA was also removed for residents of
Mexico. In 1995 Canada eliminated the 25 per cent rule following Canada’'s adoption of the
WTO Agreement.

The federal government has the authority to deem the capital base of a foreign bank to be less
than its actual value. This is referred to as "deemed authorized capital”. Individual banks
approaching their asset ceilings can apply to the Office of the Superintendent of Financial
Ingtitutions (OSFI) for an increase in their deemed authorized capital, as long as the total
domestic assets of the foreign bank sector is below the ceiling prescribed for foreign banks.

Canada, Department of Finance, Reform of Federal Institutions Legislation: Overview of
Legislative Proposals (Ottawa: Minister of Supply and Services, Fall 1990).

Bill C-15, An Act To Amend, Enact and Repeal Certain Laws Relating to Financial Institutions,
1996. See Finance Canada s Internet Website: http://www.fin.gc.ca

For afull elaboration of the key developments affecting the financial services sector, please see
C. Freedman and C. Goodlet, The Financial Services Sector: Past Changes and Future
Prospects, A Background Document for the Ditchley Canada Conference, October 3-5, 1997.

Task Force on the Future of the Canadian Financial Services Sector, Discussion Paper, June 13,
1997, p. 2.

The following draws from the Submission of the Director of Investigation and Research to the
Task Force on the Future of the Canadian Financial Services Sector, November 1997.
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Task Force Discussion Paper, p. 5.

With respect to concentration the position of the Department of Finance as stated in the 1997
policy paper, Review of Financial Sector Legislation: Proposals for Change, is that there is no
"concrete evidence that higher concentration levels have adversely affected competition and that
amajor overhaul [of the financial sector] to address concentration is not needed"” at thistime.

A preliminary report of the Task Force has already made its views known on this topic. See the
Report of the Task Force on the Future of the Canadian Financial Services Sector in Response to
arequest by the Secretary of State (International Financial Institutions) July 11, 1997.

The recent GATS Agreement on Financial Services will serve to reinforce the trend towards
greater competition in the financial services sector by "leveling the playing field " for foreign
suppliers of financial services and thereby permitting foreign competitors to compete more
effectively with domestic counterparts.

For afuller elaboration of the potential efficiencies associated with bank entry into the insurance

market, please see|. Horstmann, G.F. Mathewson and N.C. Quigley, The Evolution of Markets
and Organization in Banking and Insurance, (September, 1995).
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ANNEX

OECD QUESTIONNAIRE ON COMPETITION AND REGULATION IN THE BANKING
SECTOR

Sector-Specific Regulation in the Banking Sector

The purpose of this section is to show the interaction between regulation and competition
in each country, through a description of what is regulated and what is left to the market. Please
describe briefly the principal statutory regulations that affect the banking sector, grouping, asfar as
possible, the regulationsin accor dance with the following list:

(a) restrictions on branching and new entry, especially the entry of foreign firms;

A foreign bank may choose to carry on a financial services business in Canada by directly
establishing aforeign bank subsidiary, atrust or loan company, an insurance company, a foreign insurance
branch, or a securities dedler.

The government is developing a branching framework for foreign banks. The Department of
Finance outlined the general parameters of that framework in a consultation paper on Foreign Bank Entry
issued on September 25, 1997. The legidlative drafting process to implement the new branching regimeis
underway and the legidlation should be made public shortly.

Other options to accommodate the entry of foreign banks are being considered. Two possible
options were outlined in the September 25 consultation paper. The government is currently reviewing
submissions received from interested parties in response to the consultation paper.

(b) restrictionson pricing (interest rate controls and other controlson pricesor fees);
None.

(c) line-of-business restrictions and regulations on ownership linkages among financial
institutions;

In addition to core banking services, banks are permitted to offer other services including
information management, merchant banking, investment management, real estate management and
brokerage services. Changes to legislation in 1992 allowed banks to engage in financial leasing, factoring
and unlimited mortgage lending.

Services that are the principal activities of other classes of financial institutions (e.g., fiduciary
or trustee services, insurance services and securities services) must be provided through separate bank-
owned subsidiaries.
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Banks do not have the power to engage in auto leasing and they are prohibited from retailing
most insurance products through their branch network.

(d) restrictions on the portfolio of assets that banks can hold (such as requirementsto hold
certain types of securities or requirements not to hold other securities; including
requirementsnot to hold the control of non financial companies);

Bank legislation does not prescribe a detailed set of quantitative or qualitative limits on a bank’s
investment powers. Rather, banks are required to adhere to investment and lending policies, standards and
procedures that a reasonable and prudent person would apply in respect of its investments.

The Bank Act contains a list of investments that are explicitly permitted. These include
investments in financial institutions and entities that are closely connected to the business of a financial
institution.

Aside from these investments, a bank may have investments in real property, provided the
aggregate total does not exceed 70 per cent of the bank’s regulatory capital. A bank may also have
investments in any entity not specifically permitted in the Act — which may include investments in non-
financial entities — as long as the bank’s investment in any one entity does not exceed 10 per cent of the
voting shares of the entity, or 25 per cent of the shareholders equity. The total of all such equity
investments cannot exceed 70 per cent of regulatory capital. Further, the sum total of these equity
investments together with all real property investments cannot exceed 100 per cent of regulatory capital.

(e) compulsory deposit insurance (specify whether it is full or partial coverage: is the
premium flat-rate, or related to therisk of the bank?);

Bank deposits are insured by the Canada Deposit Insurance Corporation (CDIC), a federal
Crown corporation. The CDIC provides coverage of up to $60 000 per deposit, including principal and
interest. This limit applies on a per institution basis, and is applied separately to joint deposits, deposits
held in trust and deposits held in Registered Retirement Savings Plans. Deposits excluded from coverage
include foreign currency deposits, term deposits longer than five years, and funds repayable at foreign
branches of Canadian banks.

Membership in the CDIC is mandatory for banks. In the near future, however, there will be two
exceptions. First, an exception was introduced in the spring of 1997 for those banks that serve only the
wholesale market (generally subsidiaries of foreign banks). At that time, as part of the government's
review of the financial institutions statutes, it was announced that wholesale banks would be allowed to
opt out of the deposit insurance system. Banks will be permitted to apply to opt out if less than one
percent of their deposits are smaller than $150 000. Further, to be eligible to opt out, a bank may not be
affiliated with institutions that are part of the deposit insurance system. These provisions should come
into effect in mid-1998, once the regulations necessary to support the regime are promulgated.

Second, under the government's proposed foreign bank branching regime, Canadian branches of
foreign banks would not be insured by the CDIC. These branches would be prohibited from accepting
retail deposits, with restrictions mirroring those described above under which less than one percent of the
deposits of the branch may be smaller than $150 000. These branches, however, would not face a
restriction on affiliation with CDIC member institutions, such that a foreign bank could operate
simultaneously a wholesale branch and a CDIC insured subsidiary in Canada.
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Traditionally, deposit insurance premiums have been assessed on a flat-rate basis, with the rate
currently set at one-sixth of one percent of insured deposits. However, the CDIC has released a
consultation paper proposing a differentiated insurance premium structure based on each member
institution’s risk profile. The proposed regime is currently slated for implementation in the spring of
1999.

(f) restrictions on capital adequacy;

Banks are required to meet two tests of capital adequacy: 1) an assets to capital multiple which
cannot exceed 20 times without the approval of the banking supervisor, and 2) capital as a percentage of
risk-weighted assets (on and off-balance sheet). Banks must meet the Tier | and Tier Il ratios set by the
Bank for International Settlements (BIS).

(g) reserve requirements (requirements to hold a certain quantity of the liabilities of the
central bank);

None.
(h) requirementsto direct credit to favoured sector;
None.

(i) special rules concerning liquidation, winding up, insolvency, composition or analogous
proceedingsin the banking sector;

Rules concerning the liquidation, winding up and insolvency in the Canadian financial sector are
governed by the “Winding—up and Restructuring Act.” This legislation provides a mechanism for the
orderly gathering and realisation of the assets of the debtor company and the rateable distribution of assets
among creditors under the supervision of the courts.

() other rules affecting co-operation within the banking sector (e.g. with respect to
payment systems);

Canada’sCompetition Act, the provisions of which deal with a broad range of anticompetitive
behaviour, has general application to all firms in all sectors of the economy, including the financial sector.
Further, within the Act, there are special provisions that relate specifically to agreements between federal
financial institutions. Under these provisions, institutions are prohibited, with certain exceptions, from
making agreements with one another with respect to the rates of interest on deposits or loans, service
charges, the kinds of loans and services provided to customers, and the persons or classes of persons to
whom a loan or other service will be provided or withheld.

With respect to the payments system, the primary piece of payments legislation in Canada is the
Canadian Payments Association Act (CPA Act). This Act, passed in 1980, established the Canadian
Payments Association (CPA) and gave it a statutory mandate to “operate a national clearings and
settlements system and to plan the evolution of the national payments system”.

The CPA is essentially an industry association, with some public policy input from government.
Under theCPA Act, members of the CPA must be federally or provincially regulated deposit-taking
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ingtitutions. The CPA sets rules and standards for the exchange, clearing and settlement of cheques and
electronic payment items, including procedures to be followed in default situations.

While the Competition Act has general application to the financial sector, as discussed above, its
specific application to the rules governing financial institutions’ participation in the CPA is limited by
what is known as the “regulated conduct defence”. This defence holds that activity conducted pursuant to
a valid scheme of regulation is deemed to be in the public interest, and therefore is considered not to
violate the criminal provisions of the Act.

The issuance of credit or charge cards is not formally regulated in Canada. Participation in
credit card networks (such as VISA and MasterCard, for example) is subject to rules established by those
private networks. Similarly, the national ABM and EFT/POS network in Canada, Interac, sets its own
rules. These include a requirement that card issuers be deposit-taking institutions.

Is there an industry regulator or regulators (such as a “Banking Commission”, or a
“Financial Services Authority” — in some countries this role is played by the central bank)? What is
the form of this institution, its principal functions and statutory objectives? What discretion does it
have? How does it exercise that discretion? Does it significantly affect the behaviour of the market
participants? In what way?

The Office of the Superintendent of Financial Institutions (OSFI) is the primary supervisor of
financia institutions in Canada. It has a statutory mandate to regulate financial institutions so as to
contribute to public confidence in the Canadian financial system. OSFI's responsibilities include
incorporating financial institutions at the federal level, issuing regulations and guidelines, taking
enforcement actions and resolving problem institutions. Provincial authorities have responsibility for
regulating provincially-registered trust companies and credit unions, both of which carry out activities
very similar to banks.

The Canada Deposit Insurance Corporation (CDIC), in addition to its primary function as a
deposit insurer, has a secondary supervisory role. The Corporation’s legislated objects are to provide
insurance against the loss of part or all of deposits, to be instrumental in the promotion of standards of
sound business and financial practices for its member institutions and to promote and otherwise contribute
to the stability of the financial system in Canada, and to pursue these objects for the benefit of persons
having deposits with member institutions and in a manner that minimises the exposure of the Corporation
to loss. CDIC maintains a set of Standards of Sound Business and Financial Practices — which deal with
such things as liquidity and credit risk management — to which its member institutions are required to
adhere. CDIC also has some limited enforcement authority, such as terminating deposit insurance or
assessing a premium surcharge, and plays a key role in resolving failed institutions.

The approval of the Minister of Finance is required in respect of certain key supervisory
decisions, such as incorporating a financial institution, closing an institution, terminating deposit
insurance and approving mergers and acquisitions.

The Bank of Canada has some regulatory and supervisory responsibility for the payments

system, with the intent of controlling systemic risk, and serves as a source of emergency liquidity support
for the banking industry.
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Note: A more detailed explanation of the roles of each of the four primary federal regulatory
authoritiesis contained in the Appendix.

Besides the formal statutory regime, are there any understandings or expectations about
the actions of, say, the central bank (such as “lender of last resort” or “too big to fail”) or other
government agencies which could affect the behaviour of banks?

Canada depends primarily on its legidative framework to affect the behaviour of its banking
sector; however, the Bank of Canada does offer alender of last resort function should it be necessary.

Are there any important inter-bank arrangements which affect the behaviour of banks,
such as industry organizations, codes-of-conduct, inter-bank agreements, etc.?

The Canadian Bankers Association (CBA) is a professional industry association which provides
information, research, advocacy, education and operational support services primarily to its members, the
chartered banks of Canada. The CBA isamajor contributor to the development of public policy on issues
which affect financial institutions.

The CBA has developed an industry code (with the encouragement of government) governing
privacy protection of customer information, and is currently working with its members on the
development of apolicy statement on tied selling.

In December 1994, the CBA launched two industry-level initiatives designed to improve the
banks' relationships with small business customers: a Code of Conduct and an Alternative Dispute
Resolution (ADR) Model. These initiatives establish clearly what small-business customers can expect in
terms of service and complaint handling.

The Canadian banking industry has also adopted the ombudsman approach to deal with
complaints from small-business owners and retail banking customers. All of the six major banks and
several foreign banks have appointed ombudsmen with a mandate to respond to customer complaints and
ensure that bank codes of conduct are being followed. In addition, the banking industry has created the
office of the Canadian Banking Ombudsman (CBO), which serves as an avenue of appeal from decisions
of the individual bank ombudsmen. The CBO is independent of the banks and answers to an eleven-
member board of directors, six of whom are not affiliated with the banking industry.

Please identify the main influences on the government when setting policy in this area?
For example, are there active industry lobby groups?

The underlying public policy objective for the financial services sector in Canadaisto develop a

world class industry that provides world class services to Canadians. This means implementing policies
that facilitate:

» A safe and sound financial system

» Competitive, innovative and efficient financial services providers that contribute to domestic
economic growth
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» A wide range of services for consumers and businesses that are delivered in a convenient
and cost effective manner

»  Sound standards of consumer protection

» Broad sources of credit for individuals and businesses

* Regulation that is effective but flexible enough to foster innovation
* Aninternationally competitive sector with opportunities for growth.

The main influences on the government’'s policy-making process would include, inter alia,
individual financial institutions, industry associations, consumer groups, individuals, parliamentarians,
and other interested parties.

How widespread is state owner ship in the banking industry?

Federally chartered Canadian banks are not state-owned. At the provincial level, there are a
number of provincially owned financial enterprises that provide deposit-taking and/or lending services.
While these are not banks, they offer services similar to banks, especially to retail customers.

Do you know of any studies that assess the effect of the above regulatory regime on the
structure, conduct, performance and entry barriers of the industry? Have there been any
quantitative studies assessing the magnitude of the costs of regulation or assessments of the gainsto
the economy as the result of deregulation? Has your own agency carried out such work? In any of
these cases, please provide citations of the relevant work.

There are two studies that we would cite a s providing useful descriptions/analysis of our
regulatory regime. The first is a report number 120-94 by the Conference Board of Canada entitled “The
Cost of Regulatory Compliance in the Canadian Financial Sector.” The second is entitled “Commercial
Banking Structure, Regulation, and Performance: An International Comparison” and was produced by the
U.S. Office of the Comptroller of the Currency, Economics Working Paper 97-6, February 1997. In
addition the Task Force on the Future of the Financial Sector in Canada is expected to submit its final
report to the government of Canada in September 1998. It is anticipated this report will provide an
excellent analysis of the financial sector in Canada.
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APPENDI X
Detailed Explanation of the Roles of Canada’s Four Primary Federal Regulatory Agencies

The government’s overall abjective for the regulatory framework is to develop and maintain a sound
competitive financial system. General objectives relating to the regulatory regime for federa financial
institutions are:

« to contribute to public confidence in the Canadian financial system;

+ to seek ways to benefit Canadian consumers by providing an environment for financia
ingtitutions which encourages competition, domestically and internationally, including
improving access to foreign markets and the development of a wide range of products and
services;

« to provide an appropriate framework for protecting depositors, policyholders and creditors;
and

» toreduce regulatory overlap and duplication in the financial sector, given shared federal and
provincial jurisdiction.

Specific objectives are:

« to supervise and regulate Canada’s federal financia institutions in a manner which remains
up-to-date and responsive to the evolving environment in which these institutions operate;

« to ensure the costs of the supervisory and regulatory systems do not impose an undue burden
on financial institutions or on consumers and that there is appropriate accountability and
transparency in the supervisory process; and

« to alow Canada’s clearing and settlement systems to evolve in order to be internationally
competitive and to minimize systemic risk.

Government agencies which comprise the regulatory framework (Finance, Bank of Canada, OSFI and
CDIC) each implement elements of these policy objectives within their areas of responsibility. A
summary of these is provided below. Descriptions of the roles of OSFI, CDIC and the Bank of Canada
are publicly available in their annual reports. CDIC has legislated objects and OSFI has a legislated
mandate.

Department of Finance

Policy Objectives

A key priority of the Department of Finance in terms of policy design and implementation is to ensure that
the regulatory framework facilitates a sound and competitive financial system.
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Responsihilities
The Department of Finance has primary responsibility for providing policy advice to the Minister
regarding all aspects of the legidative and regulatory framework for the financial services sector.
In advising the Minister on policy matters, the Department’ s responsibilities include:
« initiating consultations with interested parties and stakeholders on specific policy issues;

» developing policy and conducting analyses on specific policy issues;

« analyzing and synthesizing policy advice provided by external sources (private sector
companies, academics, industry associations, government agencies, and other stakeholders);

« co-ordinating and managing policy input of the various agencies involved in the regulatory
system;

« implementing the policy direction set out by the government (e.g., preparing legislation,
regulations and other documents); and

« representing the Government in federal-provincial discussions to improve the efficiency of
the financial sector regulatory framework and representing Canada in international financial
sector discussions and negotiations including NAFTA, GATS, OECD and others.

As the Department’s responsibilities with respect to co-ordination are particularly important, a number of
mechanisms to facilitate co-ordination with the federal regulatory agencies have been developed,
including:

«  Senior Advisory Committee (SAC)" and its working groups;

« the Deputy Minister, as a member of the CDIC and Bank of Canada Boards, attends their
meetings,

«  bi-monthly meetings with the heads of CDIC and OSFI.

Office of the Superintendent of Financial I nstitutions (OSFI)
Policy Objectives

Asset out in Bill C-15, which came into force in mid 1996, the Office's mandateis;

« to regulate financia institutions so as to contribute to public confidence in the Canadian financial
system.

1 SAC is an inter-agency committee which is chaired by the Deputy Minister of Finance; other
members include the Superintendent of OSFI, the Governor of the Bank of Canada, and the
Chairman of CDIC. Itschief function isto provide a forum for inter-agency policy discussions,
the outcomes of which are incorporated in advice provided to the Minister.
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Responsibilities
In fulfilling these objectives, the Office’ s responsibilities are:

« supervising financial institutions in order to determine whether they are in sound financial
condition and are complying with their governing statutes law and supervisory requirements
under that law;

- promptly advising the management and the boards of directors of a financia institution in
the event that the institution is not in sound financial condition or not complying with its
governing statute law or supervisory requirements under that law and, in such a case, to take,
or require the management or board to take, the necessary corrective measures or series of
measures to deal with the situation in an expeditious manner;

« promoting the adoption by management and board of directors of financial institutions of
policies and procedures designed to control and manage risk; and

« monitoring and evaluating system-wide or sectoral events or issues that may have a negative
impact on the financial condition of financial institutions.

In meeting the above responsibilities, the Office protects the interests of depositors, policyholders, and
creditors while having due regard for the need to allow financial institutions to compete effectively and
take reasonable risks and recognizing that, as a result, institutions can experience financial difficulties that
lead to their failure.

In addition to the responsibilities outlined above, the Office:

« under an agreement with the Department of Finance takes a lead role in developing
proposals and related legislation in the more technical and regulatory parts of the financia
ingtitutions legidation. The Office also develops regulations and provides advice from its
perspective on other areas of the legidlation;

« participates in various international fora as Canadas representative (e.g. the Basle
Committee for Banking Supervision and a tripartite group of banking securities and
insurance regulators) to develop, implement, and administer international agreements on
regulatory issuesin pursuit of its objectives; and

« provides actuarial advice to the government in respect of the CPP and provides advice
pursuant to the Income Tax Act and other statutes to Revenue Canada and the Department of
Indian Affairs and Northern Development vis-a-vis private pension plans.

In pursuit of its objectives and to assist other agencies and the Department of Finance in theirs, the
Superintendent chairs the Financial Institutions Supervisory Committee (FISC), a committee created by
statute whose mandate is to exchange information related to supervisory issues concerning individual
financial institutions. The Superintendent also sits on the Board of CDIC and the SAC.
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Canada Deposit Insurance Cor poration (CDIC)
Policy Objectives

« to provide insurance against the loss of part or all of deposits (presently up to $60,000 of
eligible deposits);

 to beinstrumental in the promotion of standards of sound business and financial practices for
member institutions and to promote and otherwise contribute to the stability of the financial
system in Canada; and
» to pursue the objectives set out above for the benefit of persons having deposits with
member institutions and in such manner that will minimize exposure of the Corporation to
loss.
Responsibilities

The deposit insurer requires the appropriate powers to assess and control the risks facing it. At a
minimum, these powers include the ability to:

» establish conditions and standards governing insurability;

- control which institutions are eligible to become members;

« monitor and assess ongoing risk to the insurance fund;

- take appropriate action, where necessary, in consultation with participants in the regulatory
system, against ingtitutions that are operating outside the established risk and business
conduct parameters;

* reimburseinsured depositors upon the failure of a member institution;

* manage the orderly exit of weak and troubled deposit-taking institutions from the industry;

* develop the by-laws specified in its Act (e.g. joint and trust disclosure, premium surcharges,
etc.); and

* provide advice from its perspective on the CDIC Act and other areas of the legidation
through its membership on FISC and SAC.

In pursuit of these objectives, the CDIC Act provides that the board of directors consist of the Chairman
of CDIC, the Governor of the Bank of Canada, the Deputy Minister of Finance, the Superintendent of

Financial Institutions, the Deputy Superintendent of Financial Institutions and four private sector
members.
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Bank of Canada
Policy Objectives

* inits role as ultimate lender of last resort, to contribute to the stability of the Canadian
financial system.
Responsibilities
In fulfilling the objective described above, the Bank of Canada’ s responsibilities include:

* providing liquidity to assist the smooth functioning of payments and other major clearing
and settlement systems”; and

* providing liquidity to certain financial institutions experiencing liquidity difficulties arising
from aloss of depositor confidence.

The Payment Clearing and Settlement Act also gives the Bank of Canada formal and explicit
responsibility to:

* oversee mgjor clearing and settlement systems that could pose systemic risk. This oversight
responsihility recognizes the central role played by the Bank of Canada in the settlement of
obligations among participants of major clearing and settlement systems, and more generally
itslender of last resort role.

* approve the arrangements of clearing and settlement systems which are designed to manage
and control systemic risks.

In addition to these responsibilities, the Bank of Canada

* provides advice from its perspective in the area of financial institutions legislation and
regulation through its membership on the CDIC Board, SAC and FISC.

* participatesin international fora (primarily the Bank for International Settlements) in matters
concerning the identification and control of systemic risk in clearing and settlement systems
and other cross border financia issues.

2. The capacity to make loans to clearing houses is part of the Payment and Clearing and
Settlement Act, which cameinto force in mid 1996.
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CZECH REPUBLIC

Regulation Versus Competition in The Banking Sector
I ntroduction

The current banking sector structure in the Czech Republic has crystallised after seven years of
market economy development. Its development was influenced by general economic conditions: the
abolishment of economic central planning, the privatisation process, the opening up of our economy to
foreign competition and the development of a legal framework. The structure was also substantially
affected by athree-year period, characterised by the consolidation program for small banks and a limited
number of new licencesissued by the CNB.

The Czech banking system is based on the universal banking concept, although, specialised
banks are also allowed (mortgage banks) or even necessary in some cases (building societies).

In the Czech Republic, 51 banks or branches of foreign banks currently operate, of which 42 are
universal banks and nine are specialised banks. The latter include a group of six building societies which
were established in 1993 and 1994 and deal with construction savings of households and granting special
credits for housing promotion. Housing support is also connected with the development of mortgage
banking, permitted by law in 1995. In the CR, one bank is focused on mortgage banking. The five other
banks, which have special licences, required by law to provide mortgage banking services, organise this
mortgage banking as part of a universal bank. Moreover, two banks (with universal licences) were
established with state participation to support state programs for export promotion and to provide
guarantees for small entrepreneurs. Changes in the number of foreign banks and foreign bank branches are
due to the transformation of some branches into subsidiaries and vice versa.

Number of Banks by Group
(Bankswhich started client operation)

311290 31.1291 311292 311293 311294 311295 311296 30.06.97

Total Banks 9 24 37 52 55 54 53 51
of which:
large banks 5 6 6 6 6 6 5 5
small banks 4 14 19 22 21 18 12 8
foreign banks X 4 8 11 12 12 13 15
branches of foreign
banks X X 3 7 8 10 9 10
specialised banks X X 1 5 7 8 9 9
banks under
conservatorship X X X 1 1 0 5 4
banks without licence X X X X 1 4 6 9
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The legal framework for the banking sector has been created by the Act on Banks (21/1992
Call.) and the Act on the Czech National Bank (6/1993 Coll.). The former defines banks as "juridical
persons with a seat in the Czech Republic, established in the form of ajoint stock company (or a state
financia institution) which accept deposits from the general public and extend credits and which, for the
purpose of performing these activities have been granted permission to act as abank".

The Czech National Bank (CNB) performs, inter alia, banking supervision over the execution of
banking operations and cares for the prudential and effective development of the banking system in the
CR. Banking supervision includes:

the assessment of applications for banking licences

supervision over the adherence to conditions set forth in licences

supetrvision over the adherence to legal regulations and measures decreed by the CNB
the imposition of remedies and sanctions when breaches are detected.

The goal is to support the stabilisation and competitiveness of the banking sector, which will be
the result of three factors: regulation and supervision, market discipline and high-quality management of
the individual banks. The CNB is gradually creating a legislative and regulatory framework, as well as
supervision practice that conforms to international criteria and standards.

Regulation in the banking sector
Entry into the banking sector

Entry into the banking sector is regulated by the Act on Banks. The CNB goal is to ensure full
compatibility of the criteria with the EU Directives and internationally accepted standards specified in the
Basle Committee Core Principles.

Banking licences for "universal" banks

The CNB licensing policy in 1990 - 1993 was quite liberal as documented in Table No.. At that
time, the number of banks (including foreign branches) increased from nine to 52. This period was
followed by roughly a three-year period which was characterised by banking sector consolidation and a
need to clarify long-term licensing policy with respect to meeting the strategic goals given by the Act to
the CNB.

Basic requirements for applicants entering the sector are stipulated by the Act on Banks. An
application for a banking licence must be submitted to the CNB. The CNB grants licences in agreement
with the Ministry of Finance. The granting of a banking licence is based on the following assessment:

a) the origin, sufficiency and composition of the equity and of other financial resources of the
bank;

b) the professional competence and public integrity of the persons appointed to the bank's
management;

c) the technical and organisational preconditions of the performance of the proposed activities
of the bank;
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d) feasibility of the business plan asto future liquidity and profitability of the bank;

€) shareholders’ competence in the banking sector (with a direct or indirect holding of five per
cent or more voting rights).

The CNB will have the right to request a certified copy of anatural entity’s crime register.

A foreign bank intending to set up a branch office in the territory of the Czech Republic aso
submits an application for a banking licence to the CNB.

When granting a banking licence to a foreign bank branch office, the same aspects are
considered as in the case of a bank with the exception of capital sufficiency. In addition, the country of
origin of the head office is taken into consideration, as well as the level of co-operation with banking
supervision in the country of origin. When applying for the establishment of a foreign bank branch office
in the CR, the binding declaration of the foreign bank supervisory body is a part of this application,
assuming responsibility for the settlement of all branch office assets and commitments, or a binding
declaration of this body of transferring foreign bank financial means to the CR in order to settle the
liabilities of this branch office, which must be done within the given period, and in compliance with the
terms established by the CNB. The CNB can require a transfer of financial funds of up to CZK 500
million (about $US 15.3 million) prior to the commencement of foreign bank branch office activities.

The CNB will more carefully assess some aspects of the licensing procedure in accordance with
the Basle Committee Core Principles: assessment of the related parties of the future bank, competence, the
integrity and qualifications of managers, directors, ownership structure, the origin and composition of the
initial capital, etc.

The CNB will continue to apply the same requirements to resident and non-resident applicants
for banking licences. As far as foreign banks are concerned, the CNB does not prefer in particular any
legal form of the foreign bank (e.g. asubsidiary or abranch).

Banking licenses for specialised banks or specialised activities

As mentioned above, 6 building societies operate in the Czech Republic. The system for building
societies is covered by the Act on Building Societies and was inspired by the German and Austrian
system. Under this Act, the building society must be alegal entity established on the territory of the Czech
Republic. The other criteria for granting licences are identical to universal banks. Entry by foreign
investors into this specialised areais possible. At present, two societies are fully owned by foreigners, and
three others are at least 50 per cent foreign owned. These entities accept state-subsidised deposits and
provide credits (to buy or to renovate an apartment or family house).

Mortgage banks are defined as banks which have licences to issue mortgage bonds to finance
mortgage credits. In other words, any bank is alowed to grant mortgage credits (i.e. credits collateralised
by real estate), but not every bank may issue mortgage bonds. A mortgage bank must be a lega entity
established on the territory of the Czech Republic.

Entry of investorsinto an existing bank
The CNB applies the same criteria to investors entering an existing bank as the investors

applying for licences to set up a new bank. Currently, a resident investor (or group of persons acting in
accord) must apply in advance for CNB approval to buy sharesin an existing bank, if the total exceeds 15

6