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Introduction
The rationale for financial sector regulatory reform most often advanced in recent
years has been its positive effect on the efficiency rather than on the stability of the industry.
In the 1980s and 1990s, the debate has been conducted actively in Australia, the United
Kingdom, Japan, the United States, the European Community and Canada. Its focus has
been on elimination of geographic and/or functional barriers to competition among financial
institutions, with a view to increasing the efficiency of the financial sector.
The Canadian experience is especially instructive to countries like the U.S., currently
contemplating elimination of functional barriers. This is true, in part, because Canada is
the only country that has restructured its financial system from functional separation of
commercial banking and securities activities to universal banking in a single policy shift. This
allows analysis of both its efficiency and its stability effects. The reform ; which became law
on 1 July 1987, represented a dramatic reversal of government policy.
If the Canadian deregulation were indeed pro-competitive, the expected earnings of
banks would have increased slightly and those of securities firms and other financial
institutions that lost regulatory protection from competition would have declined
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considerably. Assuming that the stock market efficiently capitalizes the expected earnings
stream in daily stock prices, one would expect to find over the period when the policy
change occurred: (1) An increase in the (risk-adjusted) stock market returns of Canadian
banks, and (2) a decrease in the (risk adjusted) stock market returns of Canadian securities
firms and trusts which had previously held protected positions.
The market, however, may not have anticipated large a gain for banks -- the more
competitive the newly widened market for investment banking was expected to be, the lower
would be excess profits the market would expect to accrue to banks. Thus, the excess
returns to banks can be considered a measure of market perception of the degree of
oligopoly in the new market, and the losses of securities firms capitalized in their market
returns may be considered to be a measure of the degree of oligopoly protected by the old
regulatory structure.
With regard to the stability of the banking system, if the regulatory reform resulted
in an increase in the riskiness of the financial sector, one would also expect to find that the
market returns of all sectors would show increased systematic risk.
Our tests of these three hypotheses lends weak support to the conclusion that the
regulatory reform of removing functional barriers was indeed pro-competitive. We find
somewhat stronger support for rejecting the contention that removing of functional barriers
increased financial system risk.
The paper gives a brief description of the institutional background for the Canadian
reform, and then presents the emprical methodology, data, and findings.
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Institutional Background
From 1924 to 1987, Canada's financial regulatory system rested on "the Four Pillars"
-- (1) federally chartered banks with exclusive full lending powers; (2) predominantly
provincially regulated loan and trust companies with exclusive fiduciary powers; (3)
provincially regulated investment companies (i.e., investment banks); and (4) federally and
provincially regulated insurance companies.'
A clause of the Canadian Banking Act, which governs the federally chartered banks,
requires that every ten years there be a Banking Act review. Such a review -- were it to
recommend reform -- would involve amendments to the Banking Act in the first year of the
new decade.' The Progressive Conservative Party, following its election victory of 1984,
indicated that its agenda for financial reform specifically did not include widening the
powers of the commercial banks, at least not before the 1990 Banking Act review. The
Minister of State for Finance, Barbara McDougall, was perceived as favoring increasing
competition from trusts and small banks against the big federally chartered banks.
The government in late 1986 abruptly reversed this policy. In retrospect, one can easily
identify the pressures that led toward the reversal. The primary pressure was the growing
perception that Canadian banks competed in an international environment of increasingly
universal banks. Several studies commissioned by various federal government agencies had
1 For a good summary of the two-tier "Four Pillar" system, see the Economic
Council of Canada's A Framework for Financial Regulation.
2 Although the exact timing was not mandatory, it formed a credible and
widely anticipated schedule. The 1967 Bank Act revision had been sweeping. The
next revision, the 1980 Bank Act revision, in contrast, had been limited, with
its chief reform being in the definition of Schedule A (i.e. Canadian Domestic)
and Schedule B (i.e. foreign-owned) banks. The date of 1990 for the next
revision was frequently cited in Canadian financial media.
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addressed this issue. And the erosion of the U.S. Glass-Steagall Act, which constrained the
domestic investment banking operations of commercial banks, gave credence to the belief
that the U.S. would soon join the Europeans in implementing some form of universal
banking.
Urgency was added to the case for banking system reform by the failure of two small
banks, Canadian Commercial Bank and Northland Bank. These failures severely depleted
the resources of the Canadian Deposit Insurance Corporation and called into question
regulatory favoring of weak financial institutions. As the American public discovered a short
time later in the FDIC/FSLIC crisis, the Canadians discovered the disadvantages of an
inadequately supervised, fixed-premium deposit insurance system that treated banks of
different risk structures identically.
In Canada, too, functions that had been the preserve of chartered banks were
increasingly being assumed by other, unconstrained financial corporations. The trusts were
becoming increasingly effective competitors with the chartered banks. Moreover, the
acquisition of several large trusts by commercial interests in 1985 and 1986 underlined
unequal re gulatory treatment between chartered banks (where such commercial/banking
inter-ownership was prohibited) and trusts.
Given that a financial sector overhaul was in order, the question was one of timing
and direction. Federal government policy reversal was made possible by the major cabinet
reshuffle of July 1, 1986, although the views with regard to banking sector reform of the new
Minister of State for Finance, Thomas Hockin became known only over the ensuing months.
The actual trigger to the government's policy reversal was an initiative of the
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federally-chartered Bank of Nova Scotia in accord with deregulatory moves of provincial
authorities. The Bank of Nova Scotia established an investment bank in the province of
Quebec in November 1986 under a clause of the Bank Act that permitted temporary
ownership of distressed investment companies by chartered banks. The bank made clear,
however, that it viewed its action as permanent, clearly anticipating that the federal
government would be forced to address the reform of the four pillars system before 1990
-- and, in effect, challenging it to do so. Secret federal-provincial talks rapidly ensued, the
result of which was the policy reversal first announced on December 4th in the Ontario
provincial legislature and finally confirmed on December 18 in the federal House of
Commons.
The new policy was outlined in the "Blue Paper" (see Appendix 1 for a summary).
Critical portions of the new policy were enacted in early 1987 and became law on July 1,
1987. Those laws (a) allowed banks to acquire investment companies, (b) created a single
national regulatory agency to supervise a financial services sector comprising both
commercial and investment banking, and (c) partially extended to trusts the principle,
formerly applied to only chartered banks, that concentration of shareholdings of financial
institutions in the hands of commercial interests be prohibited by law. A chronology of the
events is presented in Appendix 2.
In an earlier study of financial deregulation through analysis of stock returns, Saunders
and Smirlock [1987] evaluated market reaction to an important erosion of Glass-Steagall -bank entry into discount brokerage activities in the United States signaled by (1) the
announcement by BankAmerica that it was acquiring Charles Schwab and Company, and
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(2) the approval of the Federal Reserve Board. The authors concluded that bank
profitability and risk were largely unaffected by the deregulation, but that securities firms'
returns experienced significant declines -- presumably due to the anticipation of increased
competition.
The acquisition by Canadian chartered banks of Canadian investment companies
subsequent to the aforementioned policy change has also been examined using event study
methodology by Kryzanowski and Ursel [1990]. During the period from the policy change
announcement of December 18, 1986 through year-end 1989, each of the large Canadian
chartered banks acquired at least one domestic investment company (Table 1). Kryzanowski
and Ursel sought to determine market reaction to that series of takeover announcements,
and to make inferences about economies of scope therefrom. They conclude that, "whereas
Canadian banks may have gained from possible economies of scope in joint bank/brokerage
activities, they probably paid an excessive price for the investment dealers they purchased.
The methodology employed here is a refinement of .the standard event study
techniques investigated by Brown and Warner (1985] and applied with widely reported
success to the analysis of the market for corporate control, e.g., by Jensen and Ruback
[1983]. The returns generating process is estimated for the period from 90 days prior to the
announcement of the takeover to 30 days subsequent to the announcement. The "event
windows" with respect to which abnormal returns are calculated, cumulated and then
aggregated across banks varies from a maximum 11-day duration (5 days before the
announcement to 5 days thereafter) to a minimum of 1-day duration. Statistically significant
negative returns to bidding banks are recorded in the smallest event window (the day
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following the announcement) while positive significant excess returns generally accrue to the
target firms and others in the target industry. We concur with Kryzanowsky and Ursel's
conclusion that positive excess returns to the target industry (i.e., former competitors of the
target firm) implies that the unacquired firms were also deemed to be "in play" by the
market. However, we take exception to their conclusion that Canada's banks have generally
fallen into Roll's [1986] hubris trap whereby overpayment for the firm exceeds scope
economies to be realized.
Our study looks at the effect of the change in government regulation which allowed
chartered banks legally to implement the acquisition strategies which Kryzanowsky and
Ursel studied. In a situation that might be considered the reverse of that studied by
Schipper and Thompson [1983] in an analysis of the effect of increased regulatory
constraints it the late 1960s on firms that had active mergers and acquisitions programs, we
believe that the Canadian chartered banks by 1986 already had formed a universal banking
policy constrained only by the regulatory system. The release of that regulatory constraint,
we would argue, is the appropriate information that the stock market would capitalize as
excess returns accruing to the banks in the event that the market expected that decreased
costs from economies of scope associated with combined securities and lending transactions
would accrue. To be sure, the later announcement -- the investment company to be acquired
and the price to be paid -- would also contain information. The market capitalization of such
new information would be a reaction to a specific execution of part of the bank's plan to
achieve banking universality, not the capitalization of the a reaction to the price paid and
the particular institution purchased. In that context, one can legitimately assert that

7

"overpayment" or "underpayment" has occurred. But we believe that such payment error is
likely to be of a lower order of magnitude than the previously capitalized gains from scope
economies. Moreover, one could further speculate that, in the event that a large chartered
bank had not opted to pursue investment banking (through acquisition or greenfield
investment), the market would have penalized its share price for the foregone economies
of scope.

Methodology
We examine the content of new information regarding the reform of Canada's banking
system by analyzing the extent of "abnormal" stock returns and the shift in the risk
coefficient during the sample period (January 1986 to December 1987) covering the relevant
events listed in Appendix 2. We create portfolios to capture the effect of the reform on
each of the four pillars of the Canadian financial system.
We model the returns-generating process with the following market model:
(1) r„ =

+

+

+ 80 0 2, + d(3,50,r„„ + Ed

where r„ is the return (both capital appreciation and dividend flow) for the ith company (or
portfolio of companies) in the period t, r„„ is the market return in the same period,

Ed

is the

error term with expected value zero, So is a dummy variable taking the value 0 before the
final event day and one thereafter, Si are the four dummy variables taking on the value 1
on the event periods 1 to 4 and zero elsewhere, 5, is a dummy variable taking the value 0
before the final event day and one thereafter, and the a, 0, d(3 and
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r are parameters to be

estimated.' We have opted to use a simple market model, rather than a multiple-factor
model such as that used by Flannery and James [1984], which incorporates interest rates,
because we feel that inclusion of such a term captures the ex-post effect of interest changes
on any given financial institution's maturity mismatch of assets and liabilities, rather than
pricing by investors of risk in the sense of interest rate volatility.
Our first set of tests concern the risk of the financial institutions. We compare the
total variances of returns of portfolios to determine whether total risk of the stocks changed
from 1986 to 1987. 4 We then test to determine whether the undiversifiable risk measured
by the market beta of each portfolio has changed. We do this by running the full model
outlined in (1) for each portfolio of companies in order to determine whether d ir3 is
significant -- i.e. whether the portfolio's beta has changed subsequent to the change in
government policy. The unrestricted model (whereby df3 is allowed to vary) is compared to
the restricted model (holding 43=0) using a standard F test.
Having determined that such a structural change has occurred, we truncate the data
series to cover only 1986 data, and drop the So terms to leave the model as:

3

The daily returns r, for each company i for each day t were calculated

as
r it = In t(P; + d„) / p.11

where p, is the price per share, cl„ is the present value of the quarterly
dividend per share on the ex dividend day and In [...] denotes the natural
logarithm. All firms in the sample paid dividends from 3 to 5 weeks after the
ex dividend day. The time value of the delay was calculated by dividing the paid
dividend per share by 1.0073 based on average interest rates of 8.75% p.a. and
a one month average delay, and generally accounted for a magnitude of less than
one "tick" in the price of the stock. Where r„ represents the returns of a
portfolio of companies, it is the simple average of the individual company r,s
in the portfolio.
4

The test employed is
cr2 (ro w,1/02 (r io 1 - F[number of obs. 1987, number of obs. 1986]
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(2) ri, = cri +

+

+ cit.

To estimate this model, two econometric methods were used: (a) seemingly unrelated
regressions (SUR), and (b) ordinary least squares (OLS). Because the events under study
are contemporaneous over the sample of companies, we cannot justify aggregating the single
or cumulative abnormal returns over companies to improve the power of the tests.
Following Saunders and Smiriock [1987], however, we used the contemporaneous correlation
of residuals through SUR and parameter restrictions across equations. As is widely
appreciated -- see Green [1990] -- if the regressors in the stacked system of equations have
identical independent variables (as is the case here) the SUR estimator is the same as OLS.
The cross-equation restriction is, therefore, essential. Hence, we stacked equations (2) for
large banks to estimate the model, while restricting the coefficients on the dummy variables
to be identical. We felt that use of cross-equation parameter restrictions among the large
banks -- whose scope and scale of businesses are very similar -- was justified, whereas we
felt it was not justified for other financial institutions in our sample, which exhibit great
diversity.
For the OLS estimates, we averaged returns of all of the companies in each financial
institution categories (large banks, small banks, trusts, insurance companies and securities
companies) and then estimated the parameters of (1) and (2) for each portfolio separately.
In the event, the SUR results were not a substantial improvement over the OLS estimates
using portfolios. Because the latter are less cumbersome and more intuitively appealing, we
used them in most of our analysis.
In calculating the cumulative abnormal returns, the expression in (2) was modified
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by omitting the dummy terms 1;°i..,11';,8i, leaving the expression
(3 ) T

it

a

l;

filirmt

where t runs from January 2, 1986 to December 31, 1986. The abnormal returns, e„, were
normalized and summed across the relevant event window and tested using a z-test."
A problem exists with thin trading, especially for the small Canadian banks and trusts.
In the absence of daily trading volume information, one can use the absence of change in
stock price as a rough proxy for no trading.' To address the problem, we first tried
regressions using a two-day averaging technique, whereby the real beta is an average of the
beta on the lagged market return and the current market return beta, as discussed in
Scholes & Williams [1977]. Perhaps because non-traded days typically are grouped together,
there was no appreciable change in the coefficients estimated. We have not reported these
results. Our solution was to run the regressions again using weekly instead of daily returns.

5 The normalized abnormal returns were calculated, following Patel [1978),
as follows:
AR = f t / Cr mi [ 1 + 1/N

[ r rol

rEn.met= ) 2 )

ral ',an ) 2 / EN I.0

where N is the number of days in the estimation period (here N=250 days), is
the standard deviation of the regression (i.e. the sum of squared
residuals/degrees of freedom) and c, is the abnormal return (the error term of
the regression) and r. is the mean of the market return. Note that, given the
large size of the event window and the lack of outlyers among the r,„ the
expression in the square brackets [...) tends to 1 for all t. Hence, little
overstatement of significance would have been involved had we used the simpler
expression AR = e,/am".
To obtain the cumulative normalized AR, the ARs were summed over the sample
periods and divided by le, where W is the number of days in the event window,
here 125.
'The following shows the frequency of days when stock price did not change
from one day to the next: Toronto Dominion 15%; Royal Bank of Canada 21%; Bank
of Nova Scotia 22%; Bank of Montreal 18%; Canadian Imperial Bank of Commerce 20%;
National Bank of Canada 22%; Montreal City 40%; Bank of Alberta 47%; Fairfax 36%;
Canada Trust 25%; Montreal Trust 28%; First City Trust 29%; Bees 16; Marathon
32%.
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Weekly returns were defined as the sum of the r it from Monday through Friday of each
week. Although this possibly introduced errors associated with the "Friday effect" and
"Monday effect", discussed at length in Foster and Viswanathan [1989], it allowed the event
periods -- each of which unambiguously occurred during the week -- to be restricted to
single weeks, rather than be spread across two. Results, however, were not appreciably
altered.

Data
Daily Toronto Stock Exchange (TSE) closing stock price and dividend data for 14
Canadian financial service companies were used, representing all financial companies whose
stocks are actively and continuously traded on the TSE from 1986 and 1987. Stock price
data were obtained from Interactive Data Corporation. The TSE composite index, also
supplied by Interactive Data Corporation, was used as the market index. The dividend data
were obtained from the Toronto Stock Exchange Review.
As Table 2 shows, all four of the traditional "four pillars" are represented -- although
unequally. For the OLS tests, we constructed five portfolios of averaged returns, one for
each of the four pillars with the exception of chartered banks, where we distinguished
between large banks and small banks.
For the large chartered banks, the sample is highly representative -- Bank of
Montreal, Bank of Nova Scotia, Canadian Imperial Bank of Commerce, National Bank of
Canada, Royal Bank and Toronto-Dominion Bank completely dominate Canadian bank
stocks, and make up 15% of the capitalization of the top-300 listed companies that form the
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Toronto Stock Exchange 300 index.' Two small chartered banks, Bank of Alberta and
Montreal City Bank, were averaged into the small-bank portfolio.
Because of the importance of mutual companies in the insurance business, partnerships
among investment companies, and closely-held companies among trusts -- as well as
mergers and acquisitions that took place in that sector -- the sample is not as
representative of the other three pillars of the Canadian financial system. Three trust
companies, Canada Trustco, Montreal Trustco, and First City Trust Company are quoted,
but thinness of trading due to closely held shares of Canada Trustco probably calls into
question the validity of data relating to that firm. One (predominantly) insurance company,
Fairfax Financial Holdings, and two investment banks (Hees International and First
Marathon) were also included in the study.
Six event-days associated with four relevant events were identified: (1) July 2, 1986, the
first day the stock market was open after the cabinet reshuffle in which Thomas Hockin
replaced Barbara McDougall as Minister of State for Finance, thereby clearing the way for
a reversal of government policy; (2) November 12-13, 1986, the day on which the Bank of
Nova Scotia announced its clearance from the Quebec provincial government to establish
a wholly-owned investment subsidiary in the province and the day following that
announcement (precise time of announcement not known); (3) December 4 and 5, 1986, the
day of the announcement in the Ontario Legislature of the agreement between Monte
Kwinter, Ontario Minister of Financial Institutions, and Thomas Hockin with respect to the
amendment of the Banking Act to allow banks to own investment companies and one day

7

1989 Official Trading Statistics 7oronto Stock Exchange.

13

after the announcement (precise time of announcement not known); and (4) December 19,
the day following the announcement by the federal government in parliament of its new
policy regarding financial institutions as detailed in the "Blue Paper" to amend the Banking
Act (the TSE closed at 4:10 p.m., while the time of announcement 4:30 p.m.).
In this context, it is important to note that a common failure of event studies is their
inability to identify explicitly what constitutes "news," and precisely when that news becomes
public. This is especially true with regard to the formulation of government policy that is
carried out more or less as a public debate, without a clear beginning and a clear end. In
the case of the Canadian reforms considered here, the openness of the debate mitigated the
impact of the events on the market. Nevertheless, sufficient "new" information may have
been conveyed on the event days to justify analysis of this type.

Results
Risk Tests of Parameter Shifts. Table 3 shows the results of the risk tests. Total
variance generally increased throughout the sample from 1986 to 1987, 8 as one would
expect from the October 1987 worldwide stock market crash, which greatly increased
volatility. Toronto was no exception.

Only the variance of the insurance portfolio appears to have decreased
from 1986 to 1987. This reduction, however, is reversed when one considers
weekly rather than daily returns -- probably from the effect of thin trading in
the stock. Note that the insurance portfolio is a portfolio of one company, and
that it has an improbable (and statistically insignificant) beta of zero on its
daily returns. That the beta becomes a believable (and significant at the 15%
level) .75 when weekly returns are used. Hence, more credibility should be
attached to the weekly returns of the insurance portfolio. A similar argument
applies to the small banks portfolio. Note also that, since the number of
institutions in each portfolio varies, one can make no direct comparison of one
portfolio's risk with another's.
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Of greater interest in determining the change in the risk of financial institutions
concerns the undiversifiable risk, the covariance of returns with the market, scaled by the
variance of market returns. As Table 3 shows, the large-bank portfolio was statistically
significantly less risky in 1987 than in 1986, with its beta falling from 1.11 to 0.71. Judging
by daily returns, both the trust and the investment companies were statistically more risky
at the 5% level. In general, similar trends are evidenced in the weekly data, although
statistical significance is lost.
The data, on the whole, provide strong evidence that commercial bank stocks were less
risky in 1987 than 1986. Two caveats, however, are in order. One concerns the problem of
attributing the event's effect, and the other concerns the effect's statistical significance.
The betas of the large banks in Canada declined from 1986 to 1987, but the length of
the estimating period for the differential betas is so great as to beg the question whether the
only cause was the reform of the financial structure. In particular, the government of
Canada introduced several regulatory and supervisory policies . designed to improve the
safety and soundness of commercial banking itself, regardless of reform of the financial
structure. These policies followed the recommendations of the Esty Commission report of
October 24, 1986 and were confirmed both before and in Blue Paper of December 19. It
is impossible to disentangle the effects on stock riskiness of these policies from the reform
of the four pillars.
The statistical significance is also moot. In order to achieve significance in a regression,
high variance in the independent variables is desirable. In 1987, that variance was provided
by the stock market crash, during which large banks exhibited a lower covariance with the
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TSE 300 than they had in 1986. It may be argued, however, that the stock market crash also
introduced a qualitatively different kind of risk into the market.
To address this issue, we re-ran the regressions using a cutoff date of September 30,
1987. The results in Table 4 show that, whereas the negative sign for large banks is
preserved, its significance is lost.

Event Day Tests. Table 5 shows the estimates of the parameters for the event day
returns using SUR for the large banks, where the estimation of a single parameter would
be justifiable. The parameters take on the anticipated sign in three out of four cases but
the highest level of significance which is achieved is the 21% level for the third event day
period -- December 4th and 5th. A comparison with the OLS estimates of the portfolio in
Table 6 confirms that, whatever the theoretical increase in efficiency of estimation in using
SUR, the parameters of interest did not increase in significance. In some cases, where
reduction of the standard error was offset by reduction of the estimated parameter, they
became less significant.
The cabinet reshuffle, which occurred on Canada's national holiday of July 1
impacted the stock market at its openin g on July 2. Generally, there were gains for the
large chartered bank, investment company and insurance portfolios but losses for the small
banks and trusts, with the highest level of significance of the dummy variable being an
unimpressive 15% for trusts.
The second event period, occasioned by Bank of Nova Scotia's November 12
announcement, met the predicted market reception: Large chartered banks that could take
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advantage of their entry into investment banking showed positive abnormal returns, while
the other three pillars (plus small chartered banks) experienced negative abnormal returns.
Again, however, none of the dummy variables approached statistical significance.
The most important dates with regard to the change in government policy toward
eliminating financial separatism explicit in the "four pillars" came with the formulation of
that policy. This occurred at the undisclosed meeting on Monday 1 December 1986 between
Thomas Hockin, representing the federal government, and Monte Kwinter, Minister of
Financial Institutions of the provincial government of Ontario. The meeting's decisions were
disclosed to the public by Mr. Kwinter -- to the apparent embarrassment of Mr. Hockin -at a session of the Ontario legislature on 4 December, which was reported in the press on
the following morning. The positive dummy variable for large chartered banks was
significant only at the 20% level.
The formal statement of policy in the House of Commons at 4:30 p.m. (after the close
of TSE trading) on December 18 confirmed the Ottawa-Toronto deal struck 18 days earlier.
Assuming no leaks, its effect would be reflected in stock market prices on the following day.
The large chartered banks were unaffected. Negative (but insignificant) abnormal returns
accrued to the insurance and investment company portfolio. The only significant excess
returns was from the small banks. It is difficult, however, to attribute that gain to the
elimination of the investment banking/commercial banking separation. It may have had
more to do with the prohibition of incorporation of new trusts with significant commercial
interests and the waiver for small banks of the requirement that they be widely held within
10 years of incorporation, or perhaps from the confirmation that deposit insurance would
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remain.

Cumulative Event Period Tests. Figures 1, 2, and 3 plot the cumulative abnormal
returns calculated shown in equation (3) from the first event date (July 2, 1986) through to
the end of 1986 for each of the portfolios. It is apparent that the cumulative abnormal
returns of the trust company and investment company portfolios were strongly negative over
the period, while those of large banks were positive. The difference between the large-bank
and trust-company portfolios was approximately 26% by yearend, while the difference
between the large bank and the investment company portfolio was 28%. A distinctive
pattern does not emerge from either the small chartered bank or the insurance portfolio.
It is also apparent that the performance was neither restricted to nor centered around
the relevent event days. Instead, there seems to be a general evolution over the period, with
the trust portfolio capitalizing the bad news earlier than the investment company portfolio.
The slow evolution and the small sizes of our portfolios are responsible for the relatively
low statistical significance of these dramatic difference (see Table 7) -- 6.6% for the trust,
13.2% for the investment company and 18.0% for the large bank portfolio.

Conclusions
This study considered a sweeping financial reform -- the full conversion of a country's
banking system from functional separation to universal banking. The results tend to
confirm those of the earlier studies that deregulation tends to be pro-competitive. It
benefits commercial banks at the expense of investment banks, but the loss of regulatory
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protection of the investment banks leads to losses more dramatic than the gains of
commercial banks entering the formerly protected market. The efficiency gains, moreover,
appear not to be obtained at the expense of stability. In fact, in the Canadian case, the
commercial banks emerged from the Canadian reforms less risky than when they entered.
The study also provides insight into how the stock market anticipates changes in
public policy. Whereas the Canadian debate on banking system reform was carried out in
full public view, the final negotiation and formulation of policy was carried out in secret.
Nevertheless, the study has demonstrated that in revealing the results of those secret
meetings held in December 1986, the government was providing relatively little new
information to the market. The market, having read the various independent studies of the
banking system compiled in previous years, having heard the evolving views of the Minister
of State for Finance over the previous six months, and having observed the interaction of
government and business, had evidently anticipated the policies that would subsequently be
announced.
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Appendix 1: Summary of the "Blue Paper"
On December 18, 1986 Thomas Hockin, Minister of State (Finance) tabled the
policy paper New Directions for Financial Institutions which signaled the largest
reform of the Canadian financial structure in 60 years. The key proposals of the
"Blue Paper" were as follows:
1.

There would be no restrictions on the common ownership of financial institutions.
Separate corporate of jointly owned entities would be maintained for
regulatory purposes.
Either a holding company or direct ownership could be used (a new option
for banks which trusts formerly exclusively enjoyed).
Full networking of sales would be permitted except for retailing insurance.

2.

Increased powers would be granted to existing institutions.
All trust loan and life insurance companies would be granted full consumer
lending powers and trusts with over $25 million in capital would be given new,
full corporate lending powers.
Banks would be allowed to offer investment advice, portfolio management
and other fiduciary services.
Banks required non-interest bearing deposits at the Bank of Canada would be
phased out by 1990.

3.

Ownership restrictions would be made more equitable across types of financial
institutions.
The Minister of Finance would maintain discretionary power to approve
mergers and acquisitions among financial firms.
Acquisition of large institutions would, in general be discouraged.
No changes in policies regarding foreign ownership of financial institutions
would be made, except that foreign banks in Canada would be allowed to
purchase up to 50% of Canadian securities dealerships.
Small banks (below $750 million capital) would be exempted from the
previous restriction that their shares be widely held within 10 years of
incorporation.
Banks above the capital threshold would have to restrict ownership by any
single interest of any single class of shares to less than 10% (this confirmed
existing policy to encourage wide ownership). Holders of more than 10%
would not be allowed to increase shareholding.
Banks reaching the capital threshold would have to have 35% of shares
publicly traded within 5 years.
A prospective new trust would only be granted a license if its applicants had
no significant other commercial interests.
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Commercial interests would not be permitted to acquire or increase
ownership positions in non-bank financial institutions with capital over 50
million.
Non-bank financial institutions over the 50 million threshold with commercial
links would be required to have at least 35% of capital publicly traded and
widely held within five years.
All non-bank financial institutions over the 750 million capital threshold
would be required to have 35% of capital publicly traded and widely held.
within five years.
4.

New regulations regarding all of the financial service industry would come into effect.
Loans and investments to and purchase and sale of assets with non-arm'slength persons (not including intra-financial group) would be banned.
Use of greater disclosure and Chinese Walls would be made to combat
potential conflicts of interest.
As recommended in the Estey report, the roles and responsibilities of
directors would be strengthened and a review of bank auditing procedures
would be undertaken.
As recommended by the Estey report A new body, the Office of the
Superintendent of Financial Institutions would be created to bring all federally
regulated financial institutions under one authority.

5.

The role of the Canadian Deposit Insurance Corporation was confirmed.
The Governor of the Bank of Canada and the CIDC would be empowered to
require the Superintendent to carry out special investigations of specific
banks.
As recommended by the Estey Report, the powers of the CIDC in assuming
and managing failed insured institutions would be increased.
Insurance rates would be raised to eliminated, over time, the deficit.
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Appendix 2: Chronology
March 25, 1985 The Bank of Canada implements a rescue of the Canadian
Commercial Bank, a young, Alberta-based bank suffering deposit
outflow.
April 15, 1985

Barbara McDougall, Minister of State for Finance, releases the Green
Paper of the Regulation of Financial Institutions, a discussion
document proposing that trust companies and insurance companies be
allowed to establish holding companies which could acquire banking
subsidiaries (a new category of bank called "Schedule C Banks" to
distinguish them from "Schedule A" Canadian commercial banks and
"Schedule B" foreign owned banks) but restricts banks from
establishing such holding companies. The proposal is seen as
hastening the change of the "Four Pillars" to two: one with banks,
insurance and trust companies and the other with securities companies.
Bankers are hostile to the proposals for their lack of even treatment
for banks and criticizes proposal as tolerating and encouraging the comingling of financial and non-financial interests.

Sept 1 1985

The Department of Finance of the federal Ministry of Finance, The
Bank of Canada and the Inspector General of Banks announce that
credit will no longer be provided to two Alberta banks, Canadian
Commercial Bank and Northland Bank, that curators are being
appointed to take over management of the banks, that all insured
depositors will be covered by the CIDC and that parliamentary
approval for full reimbursement of uninsured depositor will be sought.
These are the first Canadian banks failures in 62 years. In subsequent
months, rumors of financial distress for other small banks, Bank of
British Columbia, Mercantile Bank, and Continental Bank, cause
liquidity difficulties and tapping of BOC lines. Within a year and a
half, all three have been merged into other banks (Mercantile with
National Bank of Canada, Bank of British Columbia with the Hong
Kong Shanghai Banking Corporation, and Continental Bank with
Lloyds Bank of Canada, a subsidiary of the U.K. clearing bank).

Sept 30, 1985

Judge Willard Z. Estey appointed as commissioner of the Commission
of Inquiry on Certain Banking Operations to report on the causes of
the failure of Canadian Commercial and Northland and recommend
system changes.
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Nov 7, 1985

Commons Finance Committee makes its 11th report. Known as the
Blenkarn Report after its chairman, by Don Blenkarn, the report's
recommendation for reform are contrary to most of the ideas in the
Green Paper. The proposals concern increasing Ottawa's bank
supervisory and enforcement powers, but also calling for an early
opening up of the system to permit financial supermarkets.
McDougall, in contrast, favors a three stage implementation: rapid
regulatory strengthening followed by increasing powers of trust
companies and insurance companies and in 1990, with the 10 year
review of the Banking Act, changing of the powers of banks as then
deemed appropriate. McDougall appoints Coopers and Lybrand to
conduct study of implementation of tighter bank supervisory system.

March 1986

Imasco Ltd. acquires Genstar Corp., holder of 99% of the shares of
Canada Trustco Mortgage Corp, the country's largest trust company,
adding fuel to the debate about commercial-financial ties and potential
conflicts of intere st therefrom.

May 1986

Senate banking commission releases report calling for maximum
freedom and flexibility for Canadian financial institutions, but reaffirms
that banks must wait until 1990 for any changes in status.

June 1986

Monte Kwinter, Liberal Party Ontario Provincial minister of Financial
Institutions announces October 1 deadline for introduction of
legislation to increase role of foreign securities firms (up to 30% of
industry) and allow holdings of up to 30% of securities firms by other
financial institutions. Coordination with Ottawa would be needed for
successful implementation of proposed reforms.

July 1 1986

In a large cabinet reshuffle, Thomas Hockin is named to replace
Barbara McDougall as federal minister of state for Finance. Hockin
indicates that he is averse to industrial companies owning financial
institutions and that banks could be included in current round of
financial system overhaul.

Oct 24 1986

Estey Commission report recommends merger of Office of Inspector
General of Banks with Canadian Deposit Insurance Corporation into
a supervisory body called the Canadian Deposit Insurance Commission
with increased powers and roundly criticizes auditing practices.
Newspapers speculate that swift legislative action will be forthcoming
on implementing report findings and that restructuring of financial
system will have to wait until 1987, since no clear consensus has been
achieved and that the "Four Pillars" will be left intact.
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Nov 12, 1986

The Bank of Nova Scotia announces that it has received permission
from the Quebec provincial government to establish a wholly owned
provincially regulated securities company. -Under national Banking Act
legislation, bank can own a securities company for up to two years (the
law was to allow bank workouts of troubled securities firms). The
move is seen as forcing Ottawa's decision as to whether or not to
reform the Act before its 1990 expiry.

Dec 1, 1986

Tom Hockin and Monte Kwinter reach agreement for Ottawa's
appointment of a "super agency" to regulate banks, trust and insurance
companies and to allow banks, trust and insurance companies to own
up to 100% of securities companies.

Dec 4, 1986

Monte Kwinter announces to agreement to the Ontario Legislature.

Dec 11, 1986

The Canadian press reports that a federal cabinet split is delaying the
federal government's announcement on financial structure reform.

Dec 18, 1986

Thomas Hockin announces the federal government's reform policy in
parliament by tabling the "Blue Paper", officially entitled New

Directions for the Financial Sector.
May 7, 1987

Bill C-56 Introduced into Parliament to effect ownership regulatory
reforms proposed in the "Blue Paper'.

July 1, 1987

C-56 becomes law.
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Table 1
The Acquisitions of Investment Dealers by Canadian Chartered Banks

Acquiring Bank

Acquired Investment Dealer

Canadian Imperial Bank of Commerce Gordon Capital

Date
7/17/87

% Acquired
indirect
through JV
formation

Bank of Montreal

Nesbitt Thomson

78/13/87 75

Bank of Nova Scotia

McLeod, Young, Weir

9/30/87

Toronto Dominion Bank

Guardian Group

10/16/87 100

Royal Bank of Canada

Dominion Securities

12/1/87

75

1/26/88

65

Canadian Imperial Bank of Commerce Wood Gundy

100

National Bank of Canada

Levesque Beaubien

7/1/88

73

National Bank of Canada

Geoffrion Leclerc

2/6/89

60-90

Royal Bank of Canada

Pemberton Securities

4/18/89

90

Source: Kryzanowski and Ursel [1990)

Table 2
Companies Included in the Study
Financial Company

Abbreviation Used in Subsequent Tables

Large Banks
Toronto Dominion Bank
Royal Bank of Canada
Bank of Nova Scotia
Bank of Montreal
Canadian Imperial Bank of Commerce
National Bank of Canada

TD
RBC
BNS

BOM
CIBC
NBC

Small Banks
Montreal City and District Savings Bank
Bank of Alberta

MCITY
BOA

Trust Companies
Canada Trustco Mortgage Company
Montreal Trustco Inc
First City Trusts Company

CTR
MTR
FCTR

Insurance Company
Fairfax Financial Holdings, Ltd,

FF

Investment Companies
Hees International Corp.
First Marathon Inc.

HEES
MAR

Table 3
Changes of Risk: 1986 to 1987
model:

r

it

=a

+ h' i r mt

E

4

;

1=

I' j.dj + a

2i

.5

0

+

clg

idO

r mt

E

st

(a) Risk Parameters for Daily Returns
Total Risk
Portfolio

1986
a r 1;

1987

Probability

0.0143
0.0267
0.0183
0.0263
0.0204

for Weekly

0.000
O .000
0.000
0.956
O .000

Portfolio

Large Banks
Small Banks
Trusts
Insurance
Investment Companies

a

r,

0.0213
0.0361
0.0254
0.0488
0.0434

Probability
t>tfl

1.1139
O .1857

O .5076
-0.0192
O .3605

0.000
0.136
0.000
0.949
0.049

Probability
0=0

dp

-0.4024
O .3292
O .3430
0.7341
0.4921

0.000
0.197
0.020
0.024
0.012

Returns

Total Risk
1986

p

r,

Large Banks
0.0093
Small Banks
0.0157
0.0116
Trusts
0.0293
Insurance
Investment Companies 0.0165
(b) Risk Parameters

Undiversifiable Risk

Undiversifiable Risk

1987
a

r

i

0.0303
0.0432
0.0337
O .0559
O .0504

Probability p
F
0.007
0.102
0.023
O .168
0.145

0.9442
0.8660
0.5874
0.7234

Probability
t>tp
0.000
0.010
0.019
O .153
O .080

dP
-0.3388
-0.2165
0.0716
-0.2743
0.2739

Probability
dp-o
0.119
0.548
0.791
0.619
0.528

Probability F give the probability that an F statistic (df 1987, df 1986) will exceed the
value of e2ro987/°2ro986
Probability t>tp gives the probability that a T statistic would exceed the calculated value
of the t statistic of the estimated coefficient.
Probability 0=0 gives the probability of an F statistic (1, df regression) exceeding the
value of (e*'e* - e'e)/(e'e/(n-k)) where e* and e are the vectors of residuals of the
restricted and unrestricted regressions and (n-k) are the degrees of freedom in the
unrestricted regression.

Table 3 ... continued
Changes of Risk: 1986 to 1;87
(a) Other Parameters for Daily Returns
model: r, t.+

pi rmt

+

V si ..,r ii s • + cr 2i 5 o

+ c10,60r

it

Insurance

Large Bank Small Bank Trusts

Invest. Co

0.0015
0.066

0.0032
0.065

0.0019
0.061

-0.0175
0.411

-0.0160
0.193

0.0092
0.733

0.0019
0.905

F2

0.0028
Probability t>tr 20.636

-0.0045
0.765

-0.0073
0.405

-0.0128
0.504

-0.0087
0.453

3
0.0066
Probability t>tr 30.266

-0.0075
0.619

0.0021
0.811

0.0061
0.750

0.0019
0.873

0.0033
Probability t>tr 40.694

0.0579
0.007

-0.0004
0.971

0.0049
0.856

-0.0054
0.741

0.0001
ali
Probability t>t, 10.826

0.0005
0.733

F1

0.0009
Probability t>t ri0.912

r

r„

-0.0005
C1 2,
Probability t>t ca 0.506

- .0009

-0.0016

0.396

0.399

-0.0021

-0.0036
0.142

0.150

Table 3 ... continued
Changes of Risk: 1986 to 1987
(a) Other. Parameters for Weekly Returns
model: t it -

alt

/3 i rmt +

+ 0 205 0 +

-t- eit

Large Bank Small Bank Trusts

Insurance

Invest. Co

Probability t>t “ ,

0.0011
0.713

0.0009
0.851

0.0077
0.042

0.0147
0.059

0.0140
0.022

I' 1
Probability t>tr l

-0.0089
0.667

-0.0190
0.583

-0.0761
0.535

0.0291
0.582

-0,0313
0.451

F2

Probability t>tr 2

0.0092
0.657

-0.0216
0.530

-0.0063
0.809

-0.0147
0.781

-0.326
0.0432

F3
Probability t>tr 3

0.0065
0.756

-0.0358
0.301

-0.0050
0.847

0.0182
0.730

0.0460
0.270

F,
Probability t>tr 4

0.0105
0.612

0.1237
0.001

-0.0236
0.363

0.0035
0.995

-0.0398
0.338

-0.0029
0.484

-0.0065
0.341

-0.0051
0.327

-0.0161
0.127

-0.0139
0.094

a1,

a21

Probability t>t 4, 2

Table 4
Changes Undiversifable Risk: 1986 to September 30, 1987
model: r it = a 11 + p , rmt +

ji(Si + d o a 2 + 6o$irmt + Ei,
Daily Returns

Portfolio
Large Banks
Small Banks
Trusts
Insurance
Investment Cos.

p

Probability

1.1104
0.1881
0.5103
-0.9053
0.3672

t>tp

0.000
0.387
0.000
0.976
0.038

weekly returns

d/3

Probability

-0.0745
- 0.0809
- 0.0301
0.7602
0.3551

df3=0

0.546
0.790
0.852
0.069
0.149

0
0.9417
0.8398
0.5769
0.7499
0.7107

Probability

t>tp

0.000
0.010
0.013
0.101
0.059

d/3 Probability

-0.1110
-0.5778
-0.1175
-0.4222
-0.0082

dp-o

0.964
0.182
0.705
0.492
0.987

Probability t>t/3 gives the probability that a T statistic would exceed the calculated value
of the t statistic of the estimated coefficient.
Probability d/3=0 gives the probability of an F statistic (1, df regression) exceeding the
value of (e*'e* - e'e)/(e'e/(n-k)) where e* and e are the vectors of residuals of the
restricted and unrestricted regressions and (n-k) are the degrees of freedom in the
unrestricted regression.
Estimates of other parameters are available from the authors.

Table 5
SUR Estimation of Model for Large Banks
January 2 to December 31, 1986

model:

E4 J -1 rj 6 j + Elc

r,,

a l + fii r mt.

r 2t

a2

P2rmt

4j-11-..j6j

E2t

r st = a 6

1661int

E4j.-1rj6j

t6t

Individual Parameters
Large
Bank
TD
RBC
BNS
BOM
CIBC
NBC

a

-0.0001
0.0001
0.0005
-0.0002
-0.0004
0.0006

P a

0.866
0.877
0.438
0.737
0.637
0.416

f7

1.2499
0.7969
1.1793
1.2562
1.1740
1.1320

P 0

0.000
0.000
0.000
0.000
0.000
0.000

Jointly Determined Parameters
Dummy Variable
Date

r

July 2
November 12-13
December 4-5
December 19

0.0001
0.0023
0.0058
-0.0008

pr
0.993
0.624
0.211
0.901

The P values give the probability that a t-statisticwould exceed the sample t
value
Estimates of other parameters are available from the authors.

Table 6
OLS Estimation of Model for Portfolios
January 2 to December 31, 1986
model: T

it = a.

Portfolio
Large Banks
Small Banks
Trusts
Insurance
Investment Cos.

i mt + E

+ p r

4

. rS.
..

1= 1

11

E

l. t

1.1129 0.000
0.8876 0.004
0.5130 0.001
0.7153 0.143
0.3634 0.C52

ri

P[t>t ] r2

P[t>t[3]

0.0009
-0.0189
-0.0160
0.0308
0.0021

0.893
0.543
0.157
0.543
0.900

0.0028
-0.2142
-0.0072
-0.0130
-0.0085

PEt>tul
0.569
0.490
0.366
0.797
0.468

r3

0.0066
-0.0357
0.0020
0.0200
0.0020

P[t>t1.3]
0.181
0.250
0.795
0.693
0.865

r4

P[t>t1.6]

0.0001
0.1169
0.0009
-0.0146
-0.0040

0.991
0.000
0.933
0.772
0.810

Note: To adjust for the infrequent trading problem of the small banks and insurance
portfolios, weekly returns are reported in those rows. Large banks, Trusts and Investment
companies are reported as daily returns. Estimates of other parameters are available from
the authors. See footnote 3 and tables 3 and 5.

Table 7
Cumulative Abnormal Returns
from July 2 to December 31 1986

Portfolio

CAR

0.0735
Large Banks
0.0271
Small Banks
-0.1899
Trusts
-0.1384
Insurance
Investment Cos -0.2066

Normalized
CAR

Probability

0.9162
0.3387
-1.5083
-0.4192
-1.1175

0.180
0.367
0.066
0.338
0.132

Probability gives the probability, for the large bank and small bank portfolios,
that a standard normal value would exceed the normalized CAR and, for the trust,
insurance and investmen: company portfolio, that a standard normal value would
be less than the normalized CAR.

Figure 1

Cumulative Abnormal Returns
Large Banks versus Trusts
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