The Porter Commission
on Canadian Banking and Finance

For the second time in just over thi.rty years, a Royal C?lmt‘nls—
sion, after careful inquiry, has madc? a diversity of reczmmegnzggix;i
toward improvement of the workings of the Can'a ian i
system. In each instance appointment of thc. Commlts'mon 1wa‘1812:im;
sioned by the decennial renewal of Canadian banking cglsb on
under which all chartered banks and, more recently, the jc;cntrand athe
are incorporated. Ordinarily, re‘ncwals of the Ban.k ct a e
Bank of Canada Act involve relatively gon-controvcrsml cha.ngl;es that,
although discussed extensively in financial quarters, at;ralit %{t{t e aFﬁ:I:
tion from the public at large. In 1933, appointment of the :fl:jcml a 1
Commission arose from obvious malfunctioning of the 'nanzlat
system, cvidenced not only in consequences of the dcpr{elsmzn rlil
also in Canada’s premature departure from the gol?1 stan Tr eta; rg
in 1929. After surveying a relatively undeveloped .nan'cml ;ys 1;
the Macmillan Commission proposed structural modification t routgd
establishment of a central bank, a proposal subsequently {:néc ;:ﬂ
in 1934 (1). In contrast, appointment in 1960 o{.l tl;)c ?oyéom; is:
mission on Banking and Finance, now known as the Por e; Comouis
o, s D D ion with the performance of the
reflection of a growing dissatistactio . : e

i my during the late 1950’s when the rate of econo
g:;l‘:fﬁa;:s Z?I{:(r)lr% the sl%west of western economies and unemploy-

' : imes
ment continually exceeded 5 per cent from 1957 onward, at times

' he Canadian public had
h caks of 7 per cent. Moreover, t
1_‘3?: vi'rilaepsscd the c7lebacle of an open debate bc?twecn the Golv::rnaiz
Jof the Bank of Canada and the Minister of Finance over ultim

o a sion anki. d Curren. 1 nada Ottawa
(1) See chﬂﬂ f the Roy H Comm:': 1 on B kﬁﬂg‘ and Curre cy & Candas, ?
1933,
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responsibility for then current policies so inappropriate to Canada’s
circumstances, a debate climaxed by the resignation of the Governor.

The terms of reference under which the Porter Commission was
established were, in part,

to inquire into and report upon the structure and methods of opera-
tion of the Canadian financial system, including the banking and
monetary system and the institutions and processes involved in the
flow of funds through the capital market... (2

Further, the Commission was instructed to make recommendations
for improvement of the financial system, particularly in areas within
the scope of federal legislation. In summary, the Commissioners
regarded their task to involve examination of four key questions (3):

(1) the role of financial policies in attaining national economic
goals,

(2) the scope for improvement of monetary policy,
(3) the adequacy of safeguards to the public in dealings with

the financial sector,

(4) the ability of the financial sector to provide for the free
flow of funds from lenders to borrowers.

‘The Reporz of the Royal Commission on Banking and Finance,
a massive document of nearly 600 pages, represents over two years
of study by the Commission and its research staff, during which the
seven Commissioners received over 100 bricfs from interested parties
including the Bank of Canada, the Department of Finance, foreign
central bankers (4) and a number of eminent professional econo-
mists (5). In addition to the Report, an appendix volume will be
published containing supplementary ‘statistics and research, and cer-

(2) Repore of the Royal Commission on Banking and Finance, Ottawa, 1954, p. 9.
Hercafter references to the Report in footnotes will be by page numbers only,

® p. 7 £

(4) Among the foreign central bankers were Lord Cobbold, formerly of the Bank of
England: Marius Holtrop, De Nederlandsche Bank; Alan Sproul amd Woodlief Thomas,
Holtrop’s submission has been published as Monerary Policy in an Open Economy: Its
Objectives, Instruments, Limitations and Dilemmas, Essays in International Finance, No. 43,
Princeton University,

(5) The economists included E. M. Bernstein, Erik Lundberg, Sir Dennis Robertson,
Paul Satmuelson and Jacob Viner, The briefs of Robertson dnd Viner have been published as
Numbers 42z and 45 in Essays in International Finance, Princeton University. Samuclson’s

submission appeared as “ Reflections on Central Banking *, The National Banking Review, 1,
September 1963, pp. 15-28. '
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tain papers by the research staff will be available in mimcographed

form, .
The Report itsclf can be regarded as divided into three distinct

sections, The first describes four groups of primary participants in
financial markets (individuals, businesses, governments and foreign
investors) and considers their needs and behaviour in relation to
financial markets. In the second part the functioning of various
financial institutions and markets is assessed, Parts one and two,
which together provide what is on the whale a competent survey of
the operations of financial markets and their participants, are pritar-
ily concerned with the adequacy of safeguards to the public and
the flow of funds through financial markets, The third part, focused
upon financial policy and its impact on the economy, evaluates issues
relevant to the first two key questions posed by the Commission,
those questions oriented to cconomic policy.

By the very scope of the Report, no review of present length
could ‘ever do justice to the Commission’s views on the numerous
issues contained in the Repors, Instead, attention will be directed
toward three issues that played important roles in the Report and
are likely to arouse CONtroversy. First, the Commission’s views on
government intervention in financial markets through both regula-
tion and direct participation will be examined, Next, consideration
will be given to the Commission’s approach to the formulation and
conduct of economic policy, a topic which involved nearly one third
of the Repors. In particular, the Commission’s views on appropriate
objectives for policy and their interrelations, and on the prospective
effectiveness and future role of monetary policy will be evaluated.
Since these considerations were given particularly close attention by
both the Radclifie Committee and the Commission of Money and
Credit, an attempt will be made to relate the Porter Commission’s
views to those of these previous groups. The final topic of the Report
to be reviewed, one integrating aspects of the former two, concerns
the multitude of issucs arising from competition between banks and

other financial institutions.

| - The Government and Financial Markets

Tdeally the Porter Commission expected the financial system “to
meet the legitimate present and prospective needs of lenders an
bortowers in an efficient, flexible, non-discriminatory and creative
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way ” i :
neeyds t(gio Tll;at frecl){ operating financial markets best meet these
floecs o ugh competition between lender and borrower provided
characiz 1.Ing point for t.he Commission’s analysis. Of the required
ot requirészfls' of ﬁna.ncml markets, creativity, particularly, was seen
1nnovative spiri i i
“in which price and Stillzflt most likely attainable under conditions
competition is too i i
fortable ” (), Resognini o intensive to be com-
. Recognizing that free-working fi i
; _ : nancial market
provide adequately for neither i : s may
) ublic protection fi '
ticular groups, the C ssioners di et Par
, ommissioners did not di i
for government i lissto iscount entirely the need
) atervention in financial
, v markets. In the
this belief in competiti i ¢ context of
petition constrained by the h i i
the Commission undert : ’ se other considerations
ertook a careful asses i :
' undel sment of the rationale o
government participation and regulation in financial markets :

A. Government Participation in Financial Mavrkets

U o ..
partidg;go S}ﬁﬁllma;on tlllle Commission found direct government
er through guarantee or direct lending i
of such widespread activiti T g in the finance
_ vities as exports, small busi i
oL Sue [ : X 1 business, agriculture
fs 1:::1;; ;ousulg anlcll home tmprovements, Though t,hefe govcrn,
t programs may have had a clear isi ;
_ urpose arising from real
of particular groups at so e in th B i rea) peeds
me time in the past, the C issi
o past, the Commission stressed
coiii ittlil;:;cs p{gﬁrams‘dbe carzfully reappraised in relation to current
. e evidence derived from consi i
‘ ideration of fi i
con : ) nancial
andd:hc;f (ifou%s mV(j)E.IVIeld, their alternative sources of available finance
eration of the government sch i i
I cmes pointed to direct
petition between some govern : eces of
ment program d pri :
pectic _ m ent programs and private sources of
WhiCheda;n(Iil, 1tn agdmon, ti administratively determined lending rates
ot reflect market forces and te i
nd to introd 1
e : _ uce elements
government subsidy to programs intended only as sources of

finance. In keepi : ' ats
- ping with their helief Cf .
financial markets, the CommeSinllC in the efficacy of freely-working

accordi .
gramzhggl)gr recommended... that some government guarantee pro-
5 ¢ discontinued, that those which are retained be made more

flexible and th
flexi at government lending agenci i
in line with market rates (8). 8 ngencics should keep their ate

-
©) p. 8.

) p. 8.
8 p. 562,
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The Commission did recognize that developman ..of .thc .ﬁn?:lnagl
system may require somme direct. government participation in 1I:1a -
cial markets but suggested an interdependence between regulatio
of financial markets and the need for government participation
such that |
the best way to ensure that gaps .call‘ing' for such spéfnal mciscwlur]:s
do not persist is to see that pri‘:'att: ms‘tlFL}tions are not . 1sc0uragcredi¥
legislation or government lending activities from meeting new
demands without recourse to guarantees (9).

B. Government Regulation of Financial Markets

Though provision of protection for the public in de.ahr{gs wllth
financial markets was recognized as providing possible ]ustlﬁc'at{on
for government regulation of financial markets, the Commission

helieved

.. an effectively executed and well-designed system need not lead to
ea'icessively rigid and detailed procedures whicl} increasc costs and
reduce the efficiency and fexibility of the financial system (ro).

To the Commission, the goal of public protection can best be
achieved by

legislation which provides for adequate disclosure and sets high

standards of self-regulation backed up by strong government super-

vision and powers to enforce proper practices (x1).

Retention of minimum cash reserve requirements for the banks
was accepted by the Commission, in part, from their useful yet 1non;
cssential role in monetary policy and, in_part, ?rom thgr role 3
formalizing working practices of spundcr institutions W.hllc upgi-ali
ing those of others (12). Where improvement of public protec ;«;n
was most urgent the Commission recqmmcnfied stronger snapf:{r;ns1 :
of credit unions, closer integration of security markets land. ealer
into the framework of government rcfgulatlon, and extension of méi);;
mum charges on personal cash lending. Elsewhere the .Commlssi) on
found certain existing regulations that made no contribution to pu

{9) p- 234.
{(z0) p. 357.
{11) p. 560.
(12) p. 391,
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protection and led to differentiated financial markets with reduced
competition among lenders; viewing such regulations in conflict with
their belief in freely competitive financial markets, the Commission
proposed removal of interest rate limitations and lending restrictions
for chartered banks, relaxation of valuation and equity rules for

insurance companics and extension of the permissible range of activity
of trust and loan companies,

Il - The Commission's Views on Economic Policy

As a reflection of the widespread dissatisfaction with Canadian
economic policy from the late 1950’s onward, the Porter Commission
devoted over 160 pages to questions of cconomic policy, its formula-
tion and conduct. To the professional economist, the analysis of
issues related to economic policy are likely to be the most interesting
sections of the Report. In addition, the research studies conducted
in the policy arca deserve careful consideration on their own (13).

A. Relationships among Policy Objectives
Wb

With their realization that attainment of any commonly espoused
goal of cconomic policy has in itself no direct inherent value and
gains its purpose only through enhancement of economic, social and
individual well-being, the Commission conveyed greater awareness
of the essential intermediate nature of these goals of economic policy
than either the Radcliffe Committee or, to a lesser extent, the Com-
mission on Money and Credit. At its worst, the Radcliffe Committee
discussed the employment objective solely in terms of inherent values
resulting from achievement of full employment (14). In contrast,
the Porter Commission finds

there is no inherent merit in drudgery and even less in employing
half the population to dig holes and the other half to fill them in.

T

(13) The research studies to be published separately are listed on p. 576 of the Repore.
In addition to those listed, G. L, Reuber's study of the goals of policy is summarized in his
“ Objectives of Canadian Monetary Policy, 194g-61: Empirical Trade Offs and the Reaction
Function of the Authorities *, Journal of Polirical Economry, LXXII, April 1g6y,

{14) Great Britin, Committez on the Working of the Monetary System, Report, London,
1959, p. 18. Hereafter referred to as Radcliffe with appropriate references,
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in espousing jecd f full employment is, of
What we seck in espousing the objective o : _
course, the removal of the material and psycholfngcal shstrcss of the
uneméloyed and avoidance of the loss of production which unemploy-

ment involves (15).

Similarly in the consideration of other f)bjcctivcs:, whilf: many cl}t:-
ments of the relationship between the intermediate ob]'cctlves (the
targets of economic policy) and the ul‘timatc goals of society may l}:)le
present in Radcliffe and the Commission on Money and Credit, t c;
analysis by the Porter Commission’ provided a greater ficgrcc o
explicit recognition of the intermediate nature of economic targets,
a recognition vital to a proper approach to trade-offs among eco-
ic goals. o
nomi‘illg three reports examined the likclihood'and s1gmﬁcan£§ of
possible conflicts arising from attempts toward gmultaneous achieve-
ment of the enumerated goals of economic pelicy. . Afte%" c‘{aluatu;lg
the possibility of major conflicts amon_g_cc:onomic .Ob}?(‘.tltf‘gs, the
Commission on Money and Credit minimized their signihcance,

concluding

‘ ' ic growth, low levels
that all three goals -— an adequate rate of cconomic growth, cvels
ofqunemployrient, and reasonable price stability — can be .achxcvzd
simultancously, and that they are fundamentaily compatible if we do
not expect the impossible for each (16).

In contrast, in their brief treatment the Raécliffe‘ Cc')mnrnti.:cls’el
realized the possibility of inconsistency among major gb]ectwcs wit
“ the choice between conflicting alternatlves.:. a continuous proclj.ss
to be lived through all the time™ (r7). With the realization ¢ :ﬁ
“inherent and irreconcilable ” conflicts may mallke fulfillment o”f a
economic objectives impossible at any gi.v.en time (18), the Port}c:r
Commission followed the Radcliffe position; yet th.roughout ht e

" Report, the Commission developed the nature and likelihood of these
conflicts to a greater degree than its predecessor.

. 399, ) _ N
((1123 %eg?fft of the Commission on Monsy and Credit, Englewood Cliffs, N.J.; Prenfice

Hall Inc., 161, Hereafter referred to as C.M.C. with appropriate references.
{17) Radclife, p. 17.
(18) p. 417.
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In considering the goal of productivity growth, the Commission
distinguished carefully between once-and-for-all increases of producti-
vity that occur with economic recovery from more permanent in-
creases of productivity that occur over the long run (19). The goal of
growth in productivity was identified solely with long run improve-
ment. While the Commission on Money and Credit, through lack
of distinction between long and short run productivity increases, had
been led to identify achicvement of high level employment as synon-
ymous with attainment of long term economic growth (20), the
Porter Commission, on the basis of staff research, found that high
levels of demand may actually inhibit long term growth and sug-

- gested that experience shows both high and low employment asso-

ciated with growth of productivity in the past (2r). The Commission
concluded that the possibility of any basic incompatibility between
growth of productivity and other objectives of economic policy would
be improbable.

The most likely of the conflicts among objectives seen by the
Commission was between the attainment of price stability and full
employment. Despite the Commission’s view that the conflict need
not be severe, difficulty in reconciling these goals was expected with
unemployment below 4 or 5 per cent, that is throughout the entire
range commonly accepted as satisfactory for the employment goal

(22). In discussing possible reconciliation between these goals, the
Commission decided

the social and economic gains to be realized from reducing unemploy-
ment justify putting heavy emphasis upon this goal and on the search

for solution of the related problem of reconciling it with price
stability (23).

In spite of both this avowal of the need to emphasize the employ-
ment goal and the Commission’s strong endorsement of careful
weighing of consequences of choice among alternatives, the Report
is pervaded with undue concern for the failure to attain price
stability, a tendency reflected in price stability alone among prox-

{19) CM.C., p. 38,
(20) C.M.C,, p. 31.
(21) p. 417.
(22) p. 419.
{23) p. 419.
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imate goals of policy - being regarded as having dcsirabili.ty for its
own sake (24). In addition, inflation is described as leading

to higher unemployment, instability and an impaired rate of produ;—
tivity increase by undermining busincss confidence, [and] the
willingness to save (25)

and, further, as

a drug whose dose must continually be increased to get the .satr:.;.
effect; if the authorities permitted the economy to become addl'CtZ i
the inevitable return to reality could bring about very paintu

withdrawal adjustments (26).

While all these effects may be valid in a-prolongcd period of
rapidly rising prices, the total price increascf in Canada fror}r: 1957
to 1962 barely exceeded 7 per cent — an increase below t ath‘exl;
perienced by most competitors in the mtemgtmnal ecohomy whic
may even be partly accountable throu'gk.l inherent bias in prl;e
indexes (27). Even though the Commission ca.refully lstrc‘sscd the
need to examine costs of failure to attain various o.blcctwes, 'thc
overly forceful statement of the need for price lstab111'ty provlu%es
further rationale for continuing preoccupation w1th' price stability
at the expense of other economic objectives (28) Dism:lssmn-o[ the
cost of nonattainment of price stability more in keeping with Fhe
treatment of other goals would have provided a sc?undfu.' foundation
for rational choice in the formulation of economic pohcy.. .
In contrast to the Commission on Money and' Credit, wlhmh
ignored the external objective (29), anc‘l the Radchﬁc. Cctm'mlttc;c,
which regarded the external goal solely in terms.of maintaining to)
pound through strengthening London’s 11.1ternat10na1 rcscrvcsi (3 i
the Potter Commission rejected formulation of the external goa

{24) p- 399-
(25) p 419
(26) p. 419,

. 400, o '
g?) E];‘o:r‘}dor:umentation of this prececupation with inflation, see Reuser, op, ¢if.
(z9) C.M.C., p. 12,
(30) Radclitfe, p. 19.
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in terms of intermediate objectives as current account surplus, stable
exchange rate, or size of equity capital import, stating

the wider objective must be an external financial position which
enables us to pursue national goals — including the broad political

aim of promoting a stronger world economy — with as much
independence as our obligations to an interdependent world will
allow (31).

The Porter Commission. stressed that no single measure adequa-
tely summarized the external objective and that choice of inter-
mediate goals for internal policy must vary with changing circum-
stances, Conflicts between objectives requiring short run subordina-
tion of domestic goals to external, as during the exchange crisis of
1962, were recognized; yet the Commission emphasized that if
domestic objectives are reasonably attained, conflicts between domes-
tic and cxternal objectives would be unlikely except as a result of
particularly unfavourable international developments (32). Although
the Commission presented a thorough comparison of the workings
of flexible and fixed exchange rate systems, its analysis of Canada’s
external economic relations is based upon an acceotance of the
present fixed exchange rate system (33). In this analysis, despite
realization of the need for rate changes with fundamental disequi-
librium, the Commission discounted possible exchange rate adjust-
ments to such a degree that little guidance is given for recognition
of fundamental diseouilibrium (34).

The objectives of economic policy put forward in the Repors
— rising productivity, high and stable employment, price stability,
and a sound external position — did not represent any deoarture
from usual practice; nevertheless the analysis of these goals and
their interrelations provided an aooreciable advance bevond both the
Radcliffe Committee and the Commission on Money and Credit.
First. the Porter Commission nlaced the obiectives of economic
policy in the persnective of their roles as means to the ultimate
goals of society to a greater degree than either oredecessor. Tn
addition and more significant. the treatment in the Report of the

—_—

(31} p. 4or.
(32) p. 419,
(33 p. 480,
{39) p. 503.
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interrelationships among objectives of economic policy, in particular
the possibility of conflict, provided a cons1der3}bl'e improvement Ove(li
both the inadequate analysis of the Commission on Money an

Credit and the limited treatment of the Radcliffe Committee.

B. Short Run Resolution of Conflicts

When confronted by conflicts that reduce the eflectivencss of
policy, the responsible authorities were scen by the Commission to
have two alternatives: the acceptance of lower stand'ards.for certain
goals and the improvement and extension o.f. .pohcy instruments
available to the authorities (35). The Commission, reggrdmg the
former as the only possibility in the short run, rcfgamefl from
suggesting relative priorities to be attached to goals, observing

the priorities assigned to the different objectives should re.ﬂect a
careful consideration of the cost and bcn§ﬁts of ab.a}r:donﬁng Er
modifying each goal.. [which] in turn will vary wit 'wlat the
public believes to be acceptable and desirable, with particular cir-
cumstances of the fime, and with the record of the recent past (36).

Though the Commission pointed out the necessity for ch(.nccdamong
objectives to reflect current conditions, a ne<‘:d still remained to ?et
out principles for determination of. costs 0{‘5 fa_]lur.c to attain p;lrucu I;r
goals. At one point, the Commission did indicate costs 0611ne -
ployment in excess of 4% per cent during rg61 and 19 2(37)
With just this beginning the treatment by the Porter Comn:u.ssiol;
advanced bevond both the Commission on Money and Credit anl
the Radclife Committee, for the for{ncr by acceptance of mimla.
compatibility had precluded considerations of choice Whllfﬁ: the agtgz
had merely indicated dangers of prolonged pursuit o anyl one
objective and provided no guidance for choice leaving relat ‘
weights to be determined by government (38). Further extensio

i5si i ide simi nattain- °
of the Commission’s analysis to provide similar costs of no

ment for other objectives could lead to a public enlightened to the

{35) p. 420,
(36 p. 420.
(37) p- 421,
(18) Radcliffe, p. 2I.
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implications of alternative policies, a force regarded by the Com-

mission as conducive to the formulation of appropriate econotnic
policies.

C. Resolution of Conflicts in the Longer Run

In the longer run, any conflict that may arisc among objectives
of economic policy may be lessened

by improving the timing and effectiveness of existing instruments,
by co-ordinating and balancing differing policies better and — if
necessary — by adding to the range of instruments used (3g).

Scope for improved timing of policy could arise through shortening
the inside lag, by reducing cither the recognition lag (the time
between need for action and recognition of this need) or the action
lag (the time between recognition and taking the action). Reduction
of the recognition lag depends on increasing knowledge of the
economy and further developing ability to interpret current economic
conditions. Expressing the hope that steps would be implemented
toward improved collection of economic statistics, the Commrission
realized the limits to the immediate prospects of reduced recognition
lags imposed by the slow progress possible in improved collection
of statistics (40). From the Report's documentation of the continual
persistence of inappropriate economic policies long after changed
conditions became apparent, possible shortening of the action lag
seems more feasible. As the Commission emphasized

the recent discontent in Canada with the general instruments of
policy, and the increasing resort to more specific measures, is not
a necessary result of the difficulties of using broad monetary and
fiscal instruments effectively... [but] the process has stemamed at
least as much from an unwillingness to use these instruments in
the way necessary to achieve national goals (41).

Certainly the Commission’s admonitions for flexible choice among
economic objectives to reflect relative costs of nonattainment provide
a sound basis for reduced action lags; however, the Repore provides

(39) p. 421
{49) pp- 534-35.
{41) p. 524.
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only few proposals toward assurance of appropriate use of these
instruments towards national goals in the future.

Close coordination of various strands of ecopomic policy in a
proper sct was believed by the Commission to lcad to a scale effect
in which the total impact of economic policies taken in concert
exceeds the sum of effects of the various policies taken separately (42).
In emphasizing need for close coordination, the Porter Commission
followed closely traditions set by its predecessors: the Radcliffe
Committee which felt weakness and limitations to individual policies
required general financial policy (43) and the Commission on Money
and Credit which stressed proper mix rather than reliance on any
single policy (44). Closer coordination would require each separate
element to be available for use in direction and degree dictated by
current conditions and economic objectives; yet elsewhere in the
Report doubts were raised to the possibility of such single-minded
use to any objective. Despite the Commission’s recognition that .debt
management can make appreciable contributions toward achieve.
ment of economic goals, the Commission conceded

a countercyclical policy pressed in season and out might also involve
the authorities in operations which would disrupt the market (45).

Similarly, though the external objective was regarded as a means
to domestic goals, the nced to apply monectary policy toward the
external objective was recognized as requiring temporary abandon-
ment of domestic targets (46). Moreover, inflexibilities in use of
fiscal policy were seen to vitiate its effectiveness, particularly in the
short run (47). While all financial policies are unlikely to be diverted
from pursuit of domestic objectives at any time, it is equally uncer-
tain whether concerted use of financial policy toward domestic goals
can always be attained. Though the Porter Commission expected
coordination of elements of economic policy can be improved
sufficiently to provide more satisfactory attainment of economic
objectives in the future, neither justification for this belief nor con-
crete proposals to this end were provided in the Report,

{42} p- 537.

(43) Raddiffe, p. 183,
{44) C. M.C., pp. 242-58,
(45) p- 56,

(46) p- 419.

{47) p. 521.
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The remaining alternative for improved performance of eco-
nomic policy, the extension of techniques available to the authorities,
was on the whole dismissed by the Commission because

direct intervention in financial markets can disrupt unnecessarily

and may in the long run inhibit the best development of the
financial system (48).

Use of sclective controls was scen to lead to evasion through
development of alternative sources of finance which could cause
permanent damage to the functioning of credit markets. Moral
suasion was discounted for '

¥narket participants cannot be expected to act against their own
interest except temporarily and in exceptional circumstances (49).

While, on the whole, use of variable asset requirements for banks
Was‘regarded as undesirable, provision was retained for infrequent
use in emergencies but only with specific government approval (50).
In keeping with the Commission’s views on use of specific monetary
measures, specific fiscal measures were rejected because of both
possible disruptive effects and difficulty in achieving necessary
exactness of timing in the current institutional framework (s1).
Despite a predilection toward use of indirect measures detived
logically from belief in the efficacy of free functioning financial

m}?’kﬁzts, the Commission did admit the possibility of conditions in
whic

it may be better to accept the costs and inequities of direct measures
than allow excess demand pressures to remain unchecked (52).

D. The Working of Monetary Policy

. .In discussing the effects of monetary policy, the Porter Com-
mission, consciously avoiding explanation in terms of mechanistic
relationships between economic activity and quantity of certain
specified financial assets, sought to explain the influence of monetary

{48) p. 414.
{49) p. 476,
{30} p. 476.
(31) p. 518,
(52) p. 474.
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authorities over expenditure in terms of “credit conditions”, an
approach presented in the bricf of the Bank of Canada (53). Credit
conditions, which include

the cost, terms, general availability of credit to borrowers, and con-
sequently the terms and yields on which savers invest their funds (54),

were seen to influence spending because expenditures can be increas-
ed only by either

reducing the rate of current savings in the form of financial assets,
by borrowing, or by disposing of real or financial assets accumulated
out of past income (55).

Quoting the Bank of Canada, the Report continued:

cach of these methods of financing involves an impairment of the
spender’s position compared with what it might otherwise have
been. Every spending unit must continually weigh the alternatives
and advantages of an increase in spending against the risks, difhi-
culties and disadvantages involved in financing it... (56)

Recognizing that the supply of money and other liquid assets must
be considered as important determinants of credit conditions, the
Commission did observe that changed credit conditions could also
arise from other sources (57).

To a degree the Porter Commission’s view of credit conditions
resembled the liquidity arguments of the Radcliffe Committee;
however, on closer scrutiny fundamental differences on the working
of monctary policy become apparent. The similarity of view can be
best demonstrated by the observation by the Radcliffe Committee
that :

a decision to spend depends not simply on whether the would-be
spender has cash or “money in the bank ”, although that maximum
liquidity is obviously the favourable springboard. There is the
alternative of raising funds either by selling an asset or by borrow-

ing... (58)

(53) p 433.
{(54) p- 423.
(55) P+ 424.
(50 p- 424.
(57) p. 425.
(58) Radcliffe, p. 132,

4
H
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Despite Radcliffe Committee’s concern. with non-monetary financial
assets, the quantity of money was still allowed significant influence
on variables relevant to expenditure decisions (59). Divergence
between the approaches derives from their views of the means by
which monetary policy affects credit conditions and, through credit
conditions, expenditure. The Porter Commission placed reliance on
direct effects of changed interest rates on the level of expenditure, a
view rejected by the Radcliffe Committee. Agreeing that changes in
liquidity are an important influence on expenditure, the Commis-
sions then took opposite views on the relationship between interest
rates and liquidity. The Porter Commission asserted

enhanced liquidity will be associated with lower interest rates, easier
credit conditions in financial markets generally, and greater induce-
ments to spend on real goods and services (6o);

whereas the Radcliffe Committee argued.

that movements in the rate of interest have a central part to play in
bringing about changes in liquidity (61),

and that

decisions to spend on goods and services — the decisions that
determine the level of total detnand — are influenced by the liquidity
of spenders... (62).

These statements make it apparent that while the Radcliffe Com-
mittee regarded interest rates as influencing expenditure through
liquidity, the Porter Committee believed the impact of changed
liquidity to be manifested through changed interest rates (63).
Although the Porter Commission’s description of the workings of
monetary policy, in part, used the language of the Radcliffe Com-
mittee, the Porter Commission rejected the theoretical basis of the
Radcliffe position and favored a more conventional approach to the
description of policy.

(59) Radcliffe, p. 133.

(60) p. 425.

(61) Radcliffe, p. 131.

{62) Radcliffe, p. 132.

(63) For a view denying any distinction between ® interest incentive * and * liquidity »
offects, see A. E. Jasav, *The Workings of the Radcliffe System *, Oxford Economic Papers,
XII (1960), pp. 170-80,
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E. The Effectiveness of Policy

From the studies of its research staff, the Porter Comrmnission
presented a sector by sector evaluation of monetary policy (64). In
the corporate sector, the reliance on internal funds, the unimportance
of interest costs relative to the uncertainty of cost calculations, and
the availability of alternative sources of finance were found to mean
neither higher interest costs nor decreased availability of funds
would be likely to have any appreciable effect upon investment.
Similarly because of the political necessity of providing certain
services, effects of changed credit conditions on government expen-
diture were expected to be only minimal. On the whole, though
consumer expenditure would be influenced only slightly by changed
credit terms, reduced availability of N.H.A. mortgage funds would
lead to decreased housing expenditure during periods of credit
restraint. Finally, with a flexible exchange rate the maintenance of
persistent interest differentials between Canada and other countries
would through exchange rate movements affect foreign trade which
in turn would influence the domestic economy. From this analysis
of effects of monetary policy, the Commission declared

aside from the substantial effects which have on occasion resulted
from sharp alterations in the availability of National Housing Act
mortgage funds, the domestic effects of monetary policy have been
quite limited in the short run. Morcover, while the time taken to
implement changes in policy, and for the effects of such changes
to effect employment and output, does not necessarily rule out the
use of monetary and debt policies to exert a stabilizing measure in
the short run, there are significant lags of this kind which mean
that actions taken late in one phase of a short-run fluctuation -can
easily spill over into the next phase of the cycle when the require-
ments of stability may call for pressure in the other direction (65).

Despite both the apparently pessimistic conclusions about the
size and timing of the impact of monetary policy on real expenditure

and the lack of any definite prospect for improved timing and

(64) p. 428 L.
(65) p- 430.
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coordination, the Porter Commission, following the example of the
Commission on Money and Credit, concluded

in all but the very shortest cyclical fluctuations the actions of the
authorities can play a uscful stabilizing role... (66).

An alternative choice before the Commission was acceptance of the
Radcliffe relegation of stabilization policy to the provision of a
suitable long term environment for the attainment of the economic
objectives of policy (67). Since curzently this opposing view in one
form or another has gained considerable support among economists,
the Porter Commission should have provided a clearer justification
of their choice, particularly apropos this alternative.

fil - Competition between Financial Institutions

In Canada as elsewhere, competition among financial institutions
and its implications for both monetary control and the functioning of
financial markets are contentious issues generating considerable deba-
te, Compared with the United States, in Canada the problem is
further complicated since a distinguishing feature of banks — that
they are sole custodians of the payments mechanism — is absent,
for checkable demand deposits are issued by some near banks.
Furthermore, eight chartered banks are incorporated under the
Banke Act and subject to cash reserve requirements, limitations on
lending rules, and restrictions upon lending; yet nowhere in
legislation is the scope of banking defined (68). Originally during
the early development of banking, note issue was regarded as a
prerogative of chartered banks that distinguished them from other
financial institutions; but thé subsequent de-emphasis of notes with
the expansion of deposit banking and the ultimate transfer of sole
right of note issue to the Bank of Canada eradicated this distinction
between banks and other financial intermediaries. Though com-
petitive with the chartered banks over a broad range of activity,
the near banks are unrestrained by the restrictions of the Bank Act
thar limit the actions of the chartered banks. In their brief to the

—_

(66} p. 438.
(67} Raddliffe, p. 197,
(68) p. 362,
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Porter Commission, the Canadian Bankers” Association stressed the
fundamental similarity of banks and near banks and maintained
differential treatment of chartered banks was not only inequitable
but detrimental to the operation of monetary policy (69).

The Repor: presents ai analytical treatment of competition
between banks and near banks that is a model of lucid presentation
and provides a proper perspective for the basic theoretical issues (70).
The essential similarity of banks and near banks reflects their
common need to induce the public to substitute their liabilities for
cash if any expansion of financial assets is to occur. Just as indi-
vidual banks grow or contract relative to other banks in relation
to their ability to attract deposits from the public, the position of
any financial institution or set of financial institutions is determined
not by any difference in kind but by their success in meeting the
public’s demnand for liquid assets. Under the present reserve arrange-
ments by which near banks hold cash reserves at the chartered
banks, with a given cash reserve basc, expansion of near bank
liabilities either through shifts in public preferences or in response
to changed interest rates will not directly reduce deposits or earning
assets of the chartered banks since no absorption of reserves by near
banks occurs. Any shift by the public towards liabilities of
near banks leads to transfer of bank deposits from one member of
the public to another through the intermediary with direct diminu-
tion of neither bank reserves nor deposits.

Although the Porter Commission recognized that the presence

of near banks holding cash reserves at the chartered banks permits .

expansion of indirect financial asscts beyond the limits for a bank-
ing system in isolation, the Commission stressed that present arran-
gements posed no serious problems for monetary control (71). The
Report suggested chartered banks would impede expansion of near
banks by meeting any increase of returns paid on near bank liabi-
lities (72). Even though increased competition from other interme-
diaries may reduce the banks' share of total financial assets, if
reserves and total deposits at chartered banks are not reduced by
growth of near banks, chartered banks as a group would not have

{6g) Canadian Bankers' Association, Submission to the Royal Commission on Banking
and Finance, 1963, pp. 95-102.

(7o) See particularly pp. Bg-112.

(71) p. 303

{72) p. 13z,
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any direct incentive to raise rates paid on their deposits for the result
would be greater interest costs on the same quantity of deposits,
Any expansion of near banks under present reserve arrangements
would expand total financial assets unless the central bank inter-
venes by reducing the supply of reserves available to the banking
system,

If the central bank should take account of growth of near banks
through limiting cash reserves available to the chartered banks, the
reduction of cash reserves, as pointed out in the Canadian Bankers’
Association brief, would further erode the competitive position of
the f:hartcred banks in the financial system (73). Paradoxically the
credit restriction would be the result of the present arrangement by
which chartered banks serve as repositories for near bank reserves.
If under alternative reserve arrangements near banks were required.
to hold their reserves with the central bank, shifts in deposits by
the ppbli.c from banks to necar banks would reallocate reserves and
deposits among financial institutions without increasing indirect
debt. With this alternative reserve scheme, to meet rivalry of near
banks the chartered banks could maintain their absolute position
only l.)y competing for their share of the reserve base by attracting
deposits from the public. With banks and near banks holding
reserves at the central bank, compensating central bank action
would be unnecessary and any loss of reserves by the chartered
banks would occur directly from increased competition from near
banks.

_Two policy issues concerning reserves — the range of appli-
cability of reserve requirements, and the appropriate form of reserves
ff)r near banks -— arose from the Commission’s analysis of competi-
tion between banks and other financial institutions. For the former
issue, both on grounds of equity and because of potential difficulties
for monetary control that could arise from growth of *outside
banks ”, the Commission rccommended application of 8 per cent
cash reserve requirements on all demand deposits and 4 per cent
on all notice deposits of less than one year (74). By applying reserve
requirements to liabilities that serve either as means of payment or
as close substitutes without regard to issuing institution, the Porter
Commission has avoided the pitfalls of extension of reserve require-

(73) Sce Canadian Bankers’ Association, Submission, p. 101
@4) pp. 391-92.
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ments to ncar banks suggested by the Radcliffe Committee which
maintained

further growth of new financial institutions. would allow 'Eh'e situa-
tion continually to slip from under the grip of the authorities (73).

After adoption of the Porter Commission"s proposals, once an inter-
mediary competes directly with the banking system by issuing any
liabilities maturing within 100 days, it would have to beco_mc
subject to banking legislation and the resulting cash reserve require-
ments. ' .

Despite the basis of the recommendation for extcnsion of reserve
requircments upon the Commission’s careful comparison of the r-oles
of banks and near banks in financial markets, it must be recqgmzcd
that as long as near banks continue to hold their reserves with the
chartered banks, extension of minimum reserve requirements to near
banks would not by itself eliminate the necessity for compensatory
restraint upon bank reserves to ofisct growth of near banks. On
the second issue,

for the purpose of improved relationships betwc.en_ the banks apd the
near banks, and moreover, because the Commission could thmlft of
no valid reason why some banking institutions should be required
to hold reserves in one form and others not (76),

the Commission propbsed all reserves of banks and near banks,
other than till money, be held with the ccx}tral bank. AS. shown
above, implementation of this recommendation Would'obwate the
need for authorities to use instruments of monetary pc:hcy to coun-
teract shifts in public holdings of liquid assets. DESPltC thc- Com-
mission’s emphatic avowal that these recommendations did not
reflect concern with problems posed for monetary control '-undclr
present circumstances, these proposals for extension of reserve requi-
rements further the Commission’s search for general principles with
a continuing validit .

Although the Y(3(071'Z1)mission’s realization of the fugdarnggtal
similarity between banks and near banks led to proposed imposition

{75} Radcliffe, p. 134.
(76 p. 393
(77 p. 10.
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of banking legislation to near banks, the Commission also realized
that subjecting near banks to bank regulation could cause a deterio-
ration in the near banks present competitive position. A balance on
equity was achieved by extension of access to clearing facilities and
by granting the privilege of discount at the central baok to all neat
banks subject to the Bank Act. In addition, it was recommended
both near banks and banks be relieved from certain competitive
restrictions under a

regulatory framework... designed to encourage the financial system
to be adaptable and creative within a competitive and non-discrimi-
nating environment in which there will be fewer arbitrary legislative
distinctions and prohibitions than are now to be found (78).

IV - An Overall Assessment

Following both the Commission on Money and Credit and the
Radcliffe Committee, the Porter Commission had its task made
casier in some respects and more difficule in others, The Porter
Commission’s task was made casier through avoidance of well
established pitfalls. In most cases careful provision of background
for both views and recommendations combined with a more
sophisticated level of analysis made for greater enthusiasm in the
reception from the profession of economists than had been accorded
the Commission on Money and Credit. An overall concern for
consistency that pervades most of the Reporz — except perhaps the
policy sections — should help prevent the cries of “ not unanimous ”
that greeted the Radcliffe Committee. On the other hand, the
close succession to previous reports meant the Porter Commission
faced a more difficult task in attaining an independent viewpoint.
While it is not argued independence in itself is inherently desirable,
a report with a fresh viewpoint or approach to its problem would
be far more likely to receive notice from economists and the finan-
cial world in general. Certainly the rescarch carried out by the
Commission was heavily influenced by comparable studies for the
Commission on Money and Credit; the present world of complex
financial arrangements lent appeal to the overall concern with
liquidity expressed by the Radcliffe Committee; and the view that

———

78 p. 396.
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monetary policy to be effective must be supplemented by other
policies reflected opinion of a large group of economists. In contrast,
the Commission’s treatment of application of reserve requirements
to non-bank financial institutions diverged sharply from both the
Commission on Money and Credit and the Radcliffe Committee.
For certain topics the Porter Commission could not aveid drawing
upon the work of previous studies in its analysis; however, overall
the Report reflects a judicious assessment of © conventional wisdom ”,
one which integrated that believed worthwhile and supplemented
where judged necessary. _

The sclection of criteria for judgement of a document such as
the Report of the Royal Commission on Banking and Finance is
made difficult by its multi-varied functions. As a description of
participants of the Canadian financial system and their activities in
financial markets, the Repore should likely serve as an irnportant
reference for many years to come. As a technical document (cer-
tainly not its chosen role) certain sections, particularly the descrip-
tions of interrclationships among financial institutions, include ex-
positions that could contribute to clarifying much hazy contemporary
thought. Most important, as a document to shape public policy, the
Report presents a set of recommendations that are a sound beginning
for revision of the Bank Act. Whether implemented or not, the
Commission’s suggestions will necessitate carcful reappraisal by all
Canadian financial institutions of their relative competitive posi-
tions. Finally, but certainly not least important, the Report provided
the raw material for a reawakening of the tradition of enlightened
comment by economists that once characterized Canadian monctary
and financial affairs.

Joun F. ChHANT
Kingston, Ont.




