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INTRODUCTION 

In its submission to the Royal Commission on 

Banking and Finance, the central bank includes as basic 

economic objectives; a) a high and stable level of 

employment, b ) price stability, c) sustained economic 

growth, d) an equitable sharing of economic benefits and 

burdens and e) the maintenance of a high degree of 

economic freedom. Except for the last two objectives, 

which are really ends in themselves, the first three are 

more accurately described as means to a more basic and, 

i . e . , the attainment of a rising general standard of living . 

The distinction between whether these objectives are means 

or ends is not so important as recognition of the fact that 

within the context of immediate goals certain conflicts may 

arise . For example,in an attempt to promote a high level 

of employment, critical pressure may be brought to bear 

upon the general level of prices . In Canada's experience, 

conflicts have also arisen between external and internal 

policies . For example ~ during 1962, when domestic policy 

was still one of monetary ease, priority was given to 

external policy resulting in higher interest rates to 
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ensure an adequate flow of foreign capital into the country. 

Also, during the immediate post-~var years t conflicts were 

evident between Canada's debt management policy, which kept 

interest rates low to minimize debt costs, and appropriate 

monetary policy which should have pressed for higher 

interest rates in view of rapidly rising prices. These 

conflicts are difficult to assess and perhaps can only be 

justified in terms of certain priorities that are inevitable 

during a time of crisis . In the following study we are 

principally concerned with the impact of financial intermed

iaries upon the economy and the stability implications 

arising out of their activities. Because our interests are 

addressed to the stability of "near-bank" operations, we 

therefore concentrate our attention upon the first two 

objectives; not because of priority considerations, but 

because they have come to be regarded as economic stability 

objectives. 

An economic policy aimed at stability is one which 

attempts to mitigate fluctuations in the level of economic 

activity . Two principal indicators of economic activity 

are the price level and the level of employment. As the 

economy moves from recession to boom, these indicators tend 

to fluctuate widely . During the upswing, increased capital 

and consumption exp~.!..'lditure produce inflationary pressures 

as the supply of goods and services tries to keep pace with 
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growing demand. As the surplus in available resources is 

eliminated, production costs increase with competitive 

bidding up of factor prices. Rising costs put additional 

pressure on final prices so that without some let up in 

demand the economy is subjected to a price-cost spiral that 

tends to offset the process of growth in the economyt s 

national product. In addition, this undesirable expansion 

will create excesses and distortions, overcapacity in some 

fields and deficiencies in others, and lead to a recession 

or depression which brings expansion, for a time, to an end. 

Clearly, the stabilizing rule of economic policy is to 

initiate, through the proper "mix" of fiscal, monetary, 

debt management, and other public policies, an influence over 

economic activity such as to prevent the above consequences. 

To the extent that these controls succeed in 

dampening rising demand, inflation; leading to recession and 

unemployment, may be curtailed. The difficulty facing the 

authorities cannot be too strongly emphasized, for their 

task is to achieve the t~lin objective mentioned above. 

Coupled with the desire to maintain price stability is the 

equally important, although not always compatible, goal of 

achieving a high and stable level of employment. 

In the following study, it is the intention to 

examine the influence upon stability of financial intermed

iaries, notably those intermediaries which have come to be 



c a lIe d "near-banks" . These institutions, together with 

the chartered banks, comprise the heart of the financial 

market in Canada . The institutional arrangements which 

make up the market provide a network of channels through 

which lenders and borrowers of loanable funds are brought 

together. The influence of the above intermediaries upon 

the economy derives from their activities in this market 

which entails the creation and exchange of financial assets 

and liabilities . These activities, which are distinct 
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from other enterprises dealing in ~hysical goods and non

financial services, chB.racteri zes the function of financial 

intermediation. The part played by financial intermediaries 

in facilitating the flow of loanable funds from lender to 

borrower is so vital to the economy that any alteration in 

their operations is bound to have important stability impli

cations. In the absence of this intermediate stage, the 

saving-to-investment flow of funds would be slowed down 

and significantly reduced as well as made more costly. 

Also, without the corresponding contribution to the stock of 

assets held by economic units, portfolios would tend to be 

much less diversified . 

Dur to their key position in determining interest 

rates and over-all liquidity in the economy, financial 

intermediaries are necessarily the focal point of central 

bank monetary policy. Effective stabilization policy must 



touch all the important channels through which credit is 

cres.ted . 
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CHAPl'ER I 

THE CONTRIBUTION TO THE STOCK OF MONEY BY THE 

NEAR BANKS AND OTHER FINANCIAL INTE~lliDIARIES 

PLUS A GENERAL ACCOUNT OF THEIR OPERATIONS 

a) Criteria for measuring the banking function of 

various financial intermediaries 

b) Chartered Banks 

c) Caisses Populaires and Credit Unions 

d} Trust and Mortgage Loan Companies 

e) Sales Finance and Consumer Loan Companies 

f) Mutual Funds and Pension Funds 

g) Insurance Companies 

h) Summary 

Note: The above sections are purposely arr.anged 

to present the contributions of the relevant financial 

institutions in a descending order of liquidity. 



a} Cr~tia for measYline yhg b~nking tynction Qi yat~oYA 
. f~np.ncigl inte[mediaries 
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Du e to their relative size and importance as key 

lenders, the chartered banks are the most prominent 

intermediaries in our fin~ncial system. Traditionally, 

however, banks heve been recognized mainly because they 

craB.te liabilities officially defined as money and it is 

largely for this reason that monetary policy has been 

directed toward·the banking; system. There are, neverthe

less, many other institutions in the business of creating 

eredi t ~'fh1ch do not come under the direct control of the 

monetary authority. This fact has, in recent years, raised 

considerable controversy over the effectiveness of monetary 

policy and its inability to influence those financial 

institutions outside the banking system. 

It is recognized that in addition to demand deposits, 

created by the chartered banks and officially defined as 

money, there are n number of highly liquid assets created by 

other intermediaries ,,:hich have come to be accepted as very 

good substitutes for money. An increase in money substitutes • 

. r·r so-ca.lled "near-moneytt, tends to cause $. surplus in the 

existing stock of' money crea.ted by the chartered banks. This 

is tho same thing as saying that economic units have shown 

El preference to'Hard holding near-money assets as opposed to 

money assets and thus the demand for money in the economy has 
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declined. Theoretical analysis has demonstrated that this 

can have substantial effects upon the level of liquidity and 

interest rates and hence upon economic activity. It is 

argued that to the extent that near- money serves as a sub

stitute for money, that is, fulfills the store of value and 

medium of exchange functions, it should be controlled in the 

same manner that the central bank nOvl controls money 

created by the banking system. This controversy turns on a 

question of terminology. If it is agreed that those insti

tutions creating money substitutes are, in fact, performing 

cr banking function, then it is perhaps reasonable to 

classify them as banks and as such, expect them to come 

under the central controls as outlined in the Bank of Canada 

Act. However , there is no apparent agreement as to what is 

the definition of banking. In an attempt to clarify this 

issue we will review a number of opinions that have been 

recently expressed. It will be our purpose to determine what 

const~tut ~s a banking business with a view to establishing a 

rough criteria that will serve to identify a number of 

financial intermediaries. 

If we be~in by examining the Bank Act it is apparent 

that there is nowhere included a clear statement on the 

description of the type of institution to which its terms 

apply. The closest the Act comes to a definition is where 

it defines a bank as "a bank to \'~hich this Act applies" 



(sec. 2), i.e. "each bank enumerated in schedule An (sec. 4), 

which lists the ten chartered banks incorporated at the time 

the Act was established. The Act really sidesteps any 

detailed description of ",That is to be understood by the term 
\ ' Ii 

bank. 

Many descriptions of banking include lists of various 

activities thought most characteristic of a banking business. 

Thus one observer recently provided the following: l 

1) making short-term loan5 on promissory notes 

2) discounting trade paper 

3) advancing to governments and municipalities large sums 

under their statutory borrowing powers 

4) dealing in foreign exchange 

The Canadian Bankers'Association, in its submission to the 

Porter Commission, expands upon the above list. They submit 

that among the essential features of a bank are: 

that it accepts deposits repayable on demand or short 
notice, some or all of which are normally transferable 
by cheque, and ' lends or invests the funds deposited 
with it. 2 ' 

The C.B.A., in addition, includes a number of activities which 

lJ.E. Rutledge, as quoted by The Financial Post, ~~y 
29, 1965, p. 47. y~ . Rutledge is president of Nova Scotia 
Trust Company . 

2The Canadian Bankerts Association, Submission to the 
Canadian Royal Commission on Bankin, and Finance {Supplement 
to the Canadian Banker, Spring 1963 , Paragraph 29 . 



they regard as typical banking functions: 

foreign exchange transaction~, buying and selling 
domestic or foreign bills of exchange , the collec
tion of clean or documentary bills, remittances, 
cheque clearing, issuing letters of credit, giving 
financial guarantees, safekeeping of securities or 
other valuables, rental of safety deposit boxes.3 

These attempts to describe a bank or banking function are 

really inadequate because there is hardly one of the ser

vices mentioned that is not offered by some financial 

institution other than a chartered bank . 

9 

Another approach that has been used is to define a 

bank as an institution having liabilities that are gener

ally acceptable for making and receiving payments, such as 

bank notes or chequing deposits. The Porter Commission 

adopted this approach. 

Whatever else it may embrace, the banking function is 
generally taken to include the issuing of claims 'ti'Thich 
serve as means of payment or as close substitutes for 
such money claims.4 

The Commission believes that all private financial insti

tutions issuing banking liabilities _should come under the 

federal banking legislation. It includes in its definition 

of banking liabilities: 

and 
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all term deposits, itJhatever their formal name, and 
other claims on institutions maturing, or redeemable 
at a fixed price, within 100 days of the time of 
original issue or of the time at which notice of with
dra't.<;al is given by the customer . 5 

This definition of banking is qualified to exclude! non

financial firms, provincial government agencies, those 

dealing with less than 50 people, those issuing short-term 

liabilities not redeemable on demand or short-notice and 

issued through independent agents or dealers under a 

prospectus, investment dealers and stock brokers, caisses 

populaires and credit unions. In addition the Treasury 

Board would be given authority to exempt others. The 

principal institutions included would be; the chartered 

banks, Quebec savings banks, many trust companies and 

mortgage loan companies, centrals of C'.aisses populaires and 

credit unions, and perhaps some sales finance companies . 

This recommendation is made on the grounds that for purposes 

of classification, and also control, the significant char-

acteristic is the maturity of the liabilities issued by 

relevant financial institutions. Thus, all financial 

institutions are to be regarded as banks so long as they 

issue liabilities of under 100 days to maturity . 

E.P. Neufeld, along with others, has pointed out 

5 
Ibid . , p. 378 . 
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that the practical application of the above institutional 

classification is really not satisfactory since it is un

constitutional . It is necessary to recognize that certain 

financial intermediaries referred to by the Commission, 

trust companies for example, come under provincial legisla

tion on matters of property. To follow the recommendations 

of the Royal Commission would be to suggest that the 

federal government override the constitutionally established 

powers of institutional regulation and control granted to 

the provinces. 

A second criticism by Neufeld entails the distinc

tion between money and near-money on the basis of the medium 

of exchange function~ 

It seems logical that the distinguishing characteris
tic of banking in Canada should be thought of in terms 

, of med.ium of exchange liabilities, and not the maturity 
of liabilities; a deposit which is not transferred to 
third persons is not a medium of exchange, wgile one 
that is transferred is a medium of exchange. 

Neufeld stresses the mediUm of exchange function of money 

and adds that what is important is not whether a deposit 

can be transferred, but rather, whether in fact, it i5 0 

Thus the question of whether an institution should require 

a banking charter, using this criteria, might best be 

determined if its chequing deposits playa significant part 

6E•P• Neufeld, "The Report of the Royal Commission 
Banking and Finance: A General View," Canadian Banker 
(Summer, 1964), LXXI, 31. 
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in the economy's payments mechanism:- we assume, of course, 

that a deposit will qualify for this distinction when it 

attains a certain average rate of turnover and reaches a 

certain volume. 
o 

~ The Royal Commission, on the other hand, tenddto 

~ stress the store of value function of money and noter that 

there is a variety of liabilities , issued by various insti

tutions, which are generally accepted by ultimate lenders as 

good substitutes for money . That is, not only do these 

liabilities serve as a store of value but they also have 

sufficient liquidity (some are perfectly liquid) to leave 

those giving up money balances with a substantially 

unchanged liquidity position . Thus the act of drawing 

savings from one economic section (ultimate lenders) and 

loaning out these savings to another economic sector 

(ultimate borrowers) serves to increase over-all liquidity 

in the economy and raises the velocity of turnover of money . 

It is the ability to perform this function that brings the 

Commission to include a number of financial intermediaries 

under the title of banks. 

Continuing to stres~ the function of creating liquid 

liabilities, Dr. Holtrop, President of the Netherlands Bank, 

told the Porter Commission that in the Netherlands, all 

institutions that receive dep~gits and make loans are 

classified as banks. He went on to explain that there were 

certain qualifications . For example , if the amount on 
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deposi t 'vas less than a certain minimum, or if the lending 

. activity was small relative to other activities the same 

institution "18S engaged in, then it was not considered a 

banking business. Dr. Holtrop noted further that if 

deposits turn over more than 1% per annum, according to 

his criteria this was pretty clearly a banking business. 

It seems apparent that the most useful approach 

to\tJards defining a bank is through its liabilities. It 

is this approach that "Ie adopt for our criteria because it 

fits in with the theoretical distinction between money and 

near-money. In the following study we will attempt to 

classify a number of financial intermediaries according to 

their banking functions . Some of the liabilities created 

by these institutions, which are assets in the hands of 

the public, may be regarded as the ultimate form of liquidity. 

That is, such liabilities will serve as a store of value and 
~ 

1-- be regarded as "an undisputed (even if not legally encorce-

~ble) means of final discharge of debt . ,,7 These liabilities 

'vill be easily recognized as money and will include Bank of 

Canada notes as well as demand deposits created by the 

chartered banks. Also in this category of money, v.le will 

include liabilities issued by other financial institutions 

which are characterized by a high degree of acceptability as 

means of payment. In addition , a second category will be 

7Dennis Robertl?on, "A Memorandum Submitted to the 
Canadian Royal Commiss~Dn on Banking and Finance", Essays 
in International Finance (May, 1963) p. 21. 
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identified. This will include a variety of highly liquid 

liabilities, not immediately serviceable as a means of pay

ment but nevertheless recognized as a good substitute for 

money; this will be referred to as near-money. In order to 

assess the relative importance of each liability as means of 

payment, its volume and rate of turnover vdll be noted. 

Thus it is our purpose to analyze the operation of 

vnrious financi al intermediaries by ~eference to their 

balance sheets. This will enable us to categorize these 

institutions according to the type of claim they issue in 

exchange for savings which they are successful in attracting. 

Those institutions that perform a relatively large deposit 

business and that issue claims of first order liquidity 

will be regarded as banks. Those institutions that similarly 

conduc~ a large deposit business, but issue claims that are 

less liquid, yet s till accepted SUbstitutes for money, will 

be classified as near-banks . In the third category vJill be 

a number of intermediaries, far divorced from this banking 

function, that issue claims of a long-term illiquid nature. 

they ~Iill be generally referred to as non-banking financial 

intermediaries. 

b) Chartered banks 

The chartered banks are the most important intermed

iary in the capital market. This is attributed, primarily, 

to their size and to the fact that they serve so wide a range 
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of customers, including other financial institutions . Bank 

deposits are recognized as the preferred form of cash hold

ings due to a variety of reasons among which must be included; 

the convenience of the branch system, the fact that the banks 

operate the clearing system, and the importance associated 

with u a good bank connection". In their day-to-day oper

ations the banks have a close working relationship with other 

financial institutions including investment dealers and 

finance companies who rely upon the banks for lines of 

credit. In short, the chartered banks are the biggest 

short-term lenders and borrowers, plus the principal admin

istrators of the payments mechanism. Because their finan

cial activities both directly and indirectly cover such a 

wide range, they maintain a pO';iilerful position in the financial 

system. 

The asset portfolio of a chartered bank reflects both 

tradition and law in its relatively strong liquid position . 

The banks have, over the years, shovm the influence of the 

"commercial loan" theory of banking by absorbing large 

quantities of short-term assets . Contributing to this 

liquidity position in recent years however, has been the 

required cash reserve stipulated by the Bank Act and amended 

to g% of deposit liabilities in 1954, as well as the non

statutory secondary reserve introduced by the central bank 

in 1956, requiring 7% of deposit liabilities to be held in 
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day loans and treasury bills. 8 Liquidity is further expanded 

by bank purchases of call loans and government of Canada 

bonds. These "more liquid" assets have continued to remain 

above 30% of total chartered bank assets, only dropping 

below this level once in the last four years. 

Since the last world war the distribution of char-

tered bank 'assets has sho~m some important changes. While 

during the war years purchases of liquid instruments were 

as high as 69.5% of tot,al assets, they have since continued 

to decline reflecting mainly an increase in personal loans. 

Since 1945, personal loans and mortgages have increased from 

15% of total loans to 29% recorded in 1962 . This expansion 

is attributed to the increased competition launched against 

the installment finance companies, credit unions and small 

loan companies. It is believed that further increases in 

this business will be forthcoming if present rest:cictions on 

mortgage lending are lifted and other impediments to cotnpe

titio'n such a's the 6% interest ceiling on loans are elim

inated or revised. 9 Other assets of ~esser liquidity held, 

8Both these reserve requirements have been revised by 
the recent Bank Act amendments. The cash reserve is to be 
reduced to roughly 7% while the present liquid asset ratio is 
being eliminated. The central bank will retain the power to 
r aise the liquid asset ratio at its discretion; it may request 
a 6% liquid reserve at any time with calls to increase this 
r ate by 1% per month up to 12%. 

9The present revision of the Bank Act allows the banks 
to enter conventional mortgage lending on a competitive footing 
and also clears the way for the eventual elimination of the 
interest ceiling on loans . 
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include loans to business and government (provincial and 

municipal) as well as security purchases from these economic 

units . Loans to businesses, farmers, and municipalities 

have increased slowly relative to personal loans during the 

post-war period, with business loans making up close to half 

of all loans granted. Purchases of securities from the above 

units have declined, however, with business between banks 

and provincial government showing a marked decrease. lO 

The liability side of the chartered bank's balance 

sheet explains, in part, the liquidity position taken in 

their asset portfolio. In addition to holding liquid assets 

in order to meet requests for short-term credit, particu

larly during periods of tight money, the banks must protect 

themselves against changes in their reserve position. This 

position is affected by both day-to-day and long-term 

fluctuations in demand deposits and thus necessitates some 

adjustment of assets to compensate for the change . The method 

~f compensation requires adequate liquid reserves and draws 

the banks into close contact with the money market. 

Th 11. h . t b ki e current account 1S t e most 1mpor ant an ng 

laThe chartered banks continue to show a preference 
toward short-term loans. For example , only approximately 
13% of business loans outstanding have an original term of 
more than one year. 

llIncludes deposits of governments and other banks as 
well as public demand deposits and personal chequing accounts . 
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liability in the economy's payments mechanism. This demand 

deposit account is designed mainly for businesses and is used 

for all their normal payment needs and , to a limited extent , 

as a cash reserve. The government and other financial insti

tutions also use current accounts as cash reserves and ",forking 

balances. In 1945 current accounts comprised 49 . 4% of total 

Canadian dollar deposits but have since declined to 34 . $% 

in 1962 . In 1961 current accounts turned over 68 t imes 

during the year .12 

The largest deposit account category carried by the 

chartered banks is their personal savings deposit which has 

continued to grow since the "'ar and reached 57 . 9% of Canadian 

dollar deposits in 1962 . These accounts are used by individ-

uals, both as a savings instrument and as a means of payment, 

although the rate of turnover at l~ times per year is much 

less than the current account . Over one-hnlf of these accounts 

are used for chequing purposes and show an average balance of 

less than $100 . The bulk of the funds are held in a rela-

tively small proportion of accounts whose o"mers regard them 

as a more permanent, yet conveniently accessible form, of 

interest-bearing investment.13 

12The Royal Commission, pp. 117-119 . 

l3A standardi~ed rate of interest is paid on savings 
deposits . In mid-1960 it was 2 3/4% and by 1965 it had 
increased to 3%. With the advent of the ne'll Bank Act these 
are signs of these rates becoming much more competitive . 
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In 1957 the banks introduced non-interest bearing 

"personal chequing accounts" to accommodate those making 

active use of their savings . These accounts have not proven 

successful OI.;ing both, to their heavy cost of servicing, and 

to public preference for interest-bearing savings accounts o 

The rate of turnover of chequing accounts is approximately 

15 times per year. 

Increased competition from other intermediaries 

offering short-term investments has forced the banks to 

improve the attractiveness of their non-chequable term 

liabilities. Since 1950 these liabilities, including deposit 

receipts, have expanded from $300 to ~ ~OO million to $1 . 2 

billion in 1963. The 1955 to 1960 term rates on balances of 

$100,000 or more "Jere fixed just belo'w the current rates 

on treasury bills . Since early 1961 term rates have frequently 

exceeded the treasury bill rate vdth deposit instruments 

varying from 30 days to a year in maturity; also, the minimum 

acceptable balance has been revised down to 25,000 . Steps 

have recently been taken to expand this term business into 

the personal savings field and one chartered bank no,,'! offers 

a term instrument, convertible on demand, over a wide range 

of maturities for amounts as small as $1,000. This latter 

investment is clearly intended as one defense against the 

"gunranteed investment certificate" sold by the trust companies. 
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TABLE I14 

Selected Liquid Financial As§ets Held Mainlx BX Individuals 

~ 1.2.iQ 

$mn. % $mn . % 
Chartered 
Bank Per
sonal Sav
ings De
posits 

2,635 73.3 4,176 63 . 8 

Quebec 
Savings 
Bank 
Deposits 130 3.6 190 2.9 

Caisses 
Populaires 
and Cred-
it Union 
Shares and 
Deposits 135 3.$ 28$ 4.4 

Trust Comp-
any Depos-
its and Cer-
tificates 181 5.0 343 5.2 

Mortgage 
Loan Com-
pany De-
posits and 

156 27$ Debentures 4.3 4.3 

Deposits 
in Govern-
ment Sav-
ings Insti-
tutions 110 3.1 162 2.5 

Canada Sav-

l2.2i ~ ~ 

$r.m. % $Mn . % $Mn. % 
5,633 55.5 6,844 54.5 7,932 45 . $ 

247 2.4 274 2.2 324 1.9 

59$ 5.9 919 2.3 1,516 $.7 

597 5.9 $25 6.6 1,682 9.7 

469 4.6 602 4 . $ 1,055 6.1 

180 1.$ 195 1 . 6 206 1.2 

ings Bonds 248 · 6.9 1,104 16.9 2,433 24.0 2,895 23.1 4,620 26.7 

Total 3,595100.06,541 100.010,156 100.0 lZ,554100.o 17,335 100.0 

14The Royal Commission, p. 120. 
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Since the war the chartered banks have encountered 

strong competition from a number of financial intermed

iaries. These intermediaries have shown a particularly rapid 

gro'wth relative to t(he chartered banks, both in the 

savings they are successful in attracting, and in the assets 

they purchase. In an effort to maintain their share of cash 

flows the banks have introduced such innovations as term 

deposit certificates, special savings plans, and personal 

chequing accounts. Nevertheless, although savings deposits 

have grown more rapidly than current accounts, the banks 

have lost ground, in recent years, in the competition for 

funds. (see Table I, p. 2,0 ). The Porter Commission has noted 

a number of factors which influence this trend . 

The nature of the asset offered - whether money or a 
less liquid instrument - the ease or difficulty with 
which customers' may invest and withdraw their funds, 
the location of offices and hours of business, the 
risk of loss, and the other facilities available to 
the customer such as safe keeping and the possibility 
of borro'wing '''hen occasion arises, all enter as elements 
in the competition for funds.15 

The chartered banks have generally relied upon their wide

spread branch system and operation of the cheque clearing 

system to mop up most of the available savings in the country. 

Rather than competing through appropriate office hours in 

local competitive situations (experiments in some branches are 

15The Royal Commission, pp. 119-120. 



being conducted), or varying their prices, the banks have 

maintained a uniform service across the country and have 

concentrated their efforts upon extending their branches 

and enhancing the quality of their services. As a result, 

the banking field has become over populated at the expense 

22 

of efficiency. Two other factors noted by the Commission that 

have contributed to the bank's loss of position are; 1) their 

slowness in the savings field to offer more than one type of 

interest-bearing deposit to individuals with balances of less 

than $25,000 coupled with their inflexibility in extending 

free chequing privileges and 2) their inability to compete 

effectively for funds where interest rates are high, due to the 

6% ceiling placed on loans by the Bank Act. This second factor 

has been a significant restraint on the bank's competitive 

psoition since it limits the prices banks may offer to attract 

savings. 

c) Caiss§s Populaires and Credit Unions 

The c~isses. popularies and credit unions are 

cooperative organizations designed to hold the savings of 

their members and to pay interest which reflects the yields 

from such investments as security holdings and personal loans. 

The caisses populaires concentrate their business in rural 

Quebec; while the credit unions, although mainly in Ontario, 

British Columbia, and Saskatchewan, have spread from their 

origin in Nova Scotia to most of the other provinces. The 
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majority of the 4,700 caisses and credit unions are feder

ated in le distinct, and sometimes rival,leagues. They have 

established 27 central credit societies in which reserves are 

pooled and other financial operations managed. Since the war, 

the proportion of personal savings attracted by these insti

tutions, relative to other deposit taking institutions, has 

more than doubled . (see Table I, p . 20)~ Toal asset holdings 

have increased by 211% during the period 1955 to 1965 reflecting 

the fourth largest growth rate among Canadian financial inter

mediaries. 16 The asset portfolio of the caisses populaires, 

compared "Ji th that of the credit unions, tends to be more 

liquid. At the end of 1961 cash reserves were just over e .O~~ 
'while 38% of total assets were securities and 50% "'Jere loans 

and mortgages to members .17 In contrast, the credit unions 

loaned out 81% of their funds to members (mainly personal loans) 

'while holding investments of 12% and cash reserves of 4%. The 

credi t unions operate , .. Ji th relatively low cash reserves and 

security holdings, whereas the caisses populaires reflect a 

much more conservative policy. One reason for this is that 

while the credit unions concentrate their business on 

personal loans which have a r~p.id turnover, the caisses 

16 
The Financial Post, May 29, 1965. 

17The Royal Commission, p. 166. Personal loans are 
minor comprising approximately $% to 9% of total assets. 
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populaires are active mainly in mortgage lending 'which turns 

over only once in 5 to 7 years . It is therefore not so 

surprising that the liquidity needs of the caisses tend to 

be greater . 

TABLE II 

Combined Liabilities of Locals18 

(December 31, 1961) 

Caisses Populaires Credit Unions 

$l\'In • % $rrm. % 
Borrmvings and 
other liabilities 2.7 0.3 29.7 4.5 

Deposits 734.8 87.5 78.9 12.0 

Shares 56.7 6.8 499.8 76.1 

Reserves 38.1 4.5 25.4 3.9 

Undivided savings 7.6 0.9 23.0 3.5 

The asset side of the balance sheet is readily explained 

when we examine the liabilities listed for the two organiza

tions. The immediate distinction is that credit unions mainly 

issue shares, 'while caisses populaires concentrate upon 

deposits (see Table II). Share business by the caisses and 

deposit claims against the credit unions are relatively minor 

1$ 
The Royal Commission, p. 158. 
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and therefore v:e vvill first turn to discuss these liabilities . 

The deposits of credit unions are regarded as 

similar to the current accounts (or personal chequing 

accounts) of the chartered banks . In 1961 they totalled $79 

million showing a continuous declining groinlth rate relative 

to other liabilities . The rate of turnover of deposits is 

estimated at bet'Neen 20 and 40 times per year . 

Distribution of shares by the caisses populaires 

has been restricted in order to prevent dilution and the 

lo'wering of the established rate of dividend; they are equal 

to only 707% of deposits. Shares are thought to be similar 

to su~h instruments as term deposits of trust companies and 

offer a return d.n investment ranging between 5% and 7% per 

year. Demand for shares is strong resulting in an annual 

growth rate of 10%. However, distribution policy has resulted 

in some 80% of all members holding only one qualifying share, 

and others holding ','arying amounts up to the maximum permitted. 

Deposit claims are the most important liability of 

the caisses populaires and amount to S7 . 5% of totDl liabil

ities. These deposit claims are recognized as being close 

substitutes for chartered bank savings deposits in as much as 

they are chequable and widely used as a means of payment. The 

rate of turnover is approximately 2.7 times a year and has 

steadily increased since 1950 when it "Jas 2 . 5 . 

The caisses attract 25% of all savings deposits in 

Quebec. Since these deposits are chequab1e, it makes the 
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caisses an important link in the payments mechanism. Indeed, 

in one year it is estimated that over $1 billion is dra\'.Jn 

against local caisses . 19 Cheque clearing arrangements are 

handled by the caisses centrals and are comparable to those 

of the banks. For bank-to-caisses clearings a somewhat 

longer process is involved . For example, a caisses cheque 

cashed at a bank is first directed to the bank's clearing 

center in Montreal or Quebec City . Next , it is delivered 

to t he Provincial Bank of Canada from il'Jhich it is cleared 

to the Quebec or Montreal caisses central . In the next 

tHO steps the cheque is sent to the proper central and 

finally to the local caisses on \']hich it is drawn . 

The caisses populaires have proven effective com-

petitors of the chartered banks offering similar services 

as \,1ell as frequently higher rates of interest . They also 

have been competitive in terms of office location , hours 

of business and in providing additional services . 

'rhe credit unions dra\v the bulk of their funds from 

the sale of shares which amount to 76 .1% of their total 

liabilities. These shares have been compared to the non-

chequable savings deposits of U. S. financial institutions 

such as the mutual savings banks and the savings and loan 

19In Quebec $87 billion is annually drawn against 
the chartered banks . 
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associations. Similar to these institutions, the shares 

drawn on the credit unions turn over at the approximate rate 

of 0.5 times per year . This velocity could increase in 

future with the extension of chequing services offered by 

most of the large institutions . 20 According to the Porter 

Commission credit union shares seem to be part of the union 

member's long-term rather than short-term savings program. 

If this is true, then along with their non-chequable char-

,acteristics, shares vJOuld not appear to be close substitutes 

for money. Hm'Jever, it is apparent from the evidence in the 

working paper presented by Gilles Mercure, that there is no 

fine line of distinction between shares of the credit unions 

and deposits of the caisses populaires. In his conclusion 

the author suggests: 

that shares and deposits combined of both credit unions 
and caisses populaires have a velocity roughly compar
able to that of banks savings deposits, except for a 
small number of accounts of current nature . 21 

In his final analysis of the credit unions and 

20 
It is estimated that five years ago there \-lere 

only 50 credit unions with chequing facilities compared with 
the present number of 350. Of the 3, ~.18 societies it is 
believed that bet'\.·leen 600 and 700 are currently in a 
position to give "reasonably goodlY chequing services, assum
ing this requires $200,000 assets and a full time staff. 
See Gilles ~lercure "Credit Unions and Caisses Populaires ll • 

Vlorkin Pa er re ared for the Ro 1 Commis ion on B nkin 
and Finance, November, 19 2 109. 

21 
Gilles r.1ercure, p . $3. 



caisses populaires Mercure states that 

they issue liabilities that are all redeemable on 
demand in practice and fulfill one of the two 
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functions of money, that is to serve as a store of value 
in l iquid form . In all calsees populaires, and in most 
credit unions of some size, these are chequable 
liabilities and fulfill the second of the functions of 
money, that is to serve as a means of payment. The 
essence of banking is to extend credit while at t he 
same time to retain for the benefit of the ultimate 
lender the very utility of the money transferred to the 
ultimate borrower. Caisses populaires and credit unions 
are, or soon tend to become, banks . 22 

We must concur with Mercure since the liquid lia

bilities issued by these institutions achieve a high degree 

of acceptability as means of payment and also achieve a 

sizeable volume. In accordance with our criteria both the 

credit union and caisses populaires must be classified as 

banks. 

d ) Trust and Mortgage Loan Companies 

During the ten years from 1955 to 1965 the trust 

and mortgage loan companies have sho~~ the second and third 

largest gro~~h rates among the important Canadian financial 

intermediaries. 23 Throughout this period trust company asset 

22Ibid . , p. 180. 

23It should be noted that these grovvth rates are 
based on the percentage change in total asset holdings over 
a decade and are related to the asset holdings of other 
intermediaries such as banks, finance companies, mutual funds, 
and credit unions. A problem encountered in measuring the 
relative size of trust companies is that their asset struc
ture reflects book value rather than market value and there
fore tends to be undervalued. It has been observed that a 
large portion of their assets, m[;inly in E. T. &. A., have been 
carri~d on their books for long periods of time without being 
revalued to properly reflect current market rates . 



holdings increased 291% while for the mortgage companies it 

was 235% . Market shares have also expanded as indicated in 

Table I, page 20 . Individual holdings of trust company 

deposits and certificates have nearly tripled over the past 

decade, while holdings of mortgage company deposits and 

debentures increased over 100%. 

For the trust companies the "non-intermediary" 
involving 

function, / the administration of a great many trust and 

agency accounts, comprises the largest part of their 

operation . In 1958, funds designated nEstates, Trusts and 

Agency Funds" made up 85% of total liabilities. This 

figure, as high as 91 . 4% in 1946, has during the last four 

years, continued to reflect this downward trend . 

Since 1961, 25 of the present total of 55 trust 
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companies were formed with company offices doubling in number 

to a total of 400. Many of these new companies are con

cerned mainly with savings and loan operations indicat~ ng 

that it is in this area that they must first establish them"

selves before moving into the more sophisticated and less 

accessible business of E. T. and A. 24 This development has 

contributed to the diversified nature of trust company 

operations which is characterized by a wide range of invest

ments; some leaning toward mortgages and long-term bonds, 

2~he Financial Post, May 29, 196, . 
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others retaining a close ~ontact ".1ith the money market . 

The mortgage loan companies, on the other hand, tend to be 

more highly concentrated and to confine their operations 

almost exclusively to mortgage investment. 

TABLE III 

Mortgage Loan Companies25 

Assets 

Cash 
Short-term Securities 
Bonds 
}/1ortgages 

(end 1964-) 

Cd'n. Preferred and Common Stock 
Foreign Securities 
Other Assets 

Total Assets 

Liabilities 

Demand Deposits chequable 
non-chequable 

Term Deposits (debentures, etc.) 
Other Liabilities 
Shareholders Equity 

Total Liabilities 

$ mn. -L 

64 3.4 
10 0.5 

196 10.5 
1469 77.0 

56 2.9 
4 0.2 

109 5.7 

1908 100.0 

154 8.1 
166 8.7 
980 51.4 
361 18.9 
247 12.9 

1908 100.0 

p. 246. 

25 
Bank of Canada Statistical Summary (April, 1965), 
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The mortgage loan companies in 196~ held mortgages 

(mainly conventional residential mortgages) amounting to 

77% of their total assets; an increase of 24.5% over 1945. 

Security purchases, like mortgages, are generally medium and 

long-term claims and are primarily held against the federal 

government and corporations. The terms of these assets 

mirror the maturity dates. on debentures which are the prin

cipal instruments used to attract loanable funds. Most 

debentures are issued with maturities ranging from one year, 

the minimum allowed in Ontario t to ten years, and are held 

mainly by individuals. These liabilities are not regarded 

as liquid or marketable claims by either the companies or 

their holders . This fact, plus the convenience of the money 

market, has enabled the loan companies to maintain a very 

101'1 liquidity position (table III reflects a marked increase 

in cash holdings during 1964 of $37 million). 

Since the war, deposits and other demand liabilities 

have generally declined in the face of increased debenture 

holdings and comprise about 16.8% of total liabilities ox 

$304 million (approximately 1/3 that of the deposits held 

with caisses popularies). These deposits are not issued by 

all mortgage loan companies and those in use are held mainly 

by individuals. One-hal,f of the deposits are chequable with 

clearing arrangements established with the chartered banks. 

Finally, these deposits are not very active and reflect 
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velocity movements which are similar to chartered bank sav

ings deposits. 

In conclusion, it is evident that the banking function 

performed by the mortgage loan companies is a minor one . In 

view of this and the illiquid nature of other liabilities held 

against these companies, the appropriate classifications for 

mortgage loan intermediation seems to be a questionable 

near-bank. In order not to muddle the analysis with too 

many terms it is perhaps best to place the mortgage loan 

companies in the near-bank category while recognizing that, 

in fact, they really fall some'V'Jhere bet'VJeen other nea.r-banks, 

such as trust companies and finance companies, and non

banking financial intermediaries such as insurance compdnies, 

pension funds, etc . 

The two most significant liability claims against 

the trust companies are demand deposits (36.9% of total 

liabilities) and term deposits in the form of guaranteed 

investment certificates (53.8% of total liabilities. See 

Table IV p . 33) . The latter have shown the most rapid 

growth since the war with about 1/2 the funds coming from 

individuals while approximately 40% is drawn from business 

corporations. The G.I.C . is a specially tailored instrument 

designed to suit the investor and may range in maturity 

anY'''lhere up to five years with a minimum value of $100. The 

attractive yields of these instruments generally offsets 

their lack of marketability although some companies have been 



Assets 

Cash 
Short-term Securities 
Bonds 
~1ortgages 

TABLE IV 

Trust Companies 26 

(end 1964) 

Can. Preferred and Common Stock 
Foreign Securities 
Other · Assets 

Total Assets 

Liabilities 

Demand Depos~ts - chequable 
- non-chequable 

Term Deposits (investment certificates, 
Other. liabilities 
Shareholders Equity 

Total Liabilities 

* mn . 

82 
169 
$72 

1422 
68 

6 
170 

27$9 

506 
523 

etc . )1500 
21 

240 

27$9 

33 

J....-.. 

2. 9 
6 .1 

31 . 2 
51.0 

2. 4 
0 . 2 
6 . 2 

100 .0 

18.1 
18.8 
53 . 8 
0.8 
$.6 

100 . 0 

26 
Bank of Canada Statistical Summary (April, 1965 ), 

p. 246. The data gathered in the above balance sheet covers 
intermediary business ,/ Items are also listed at book value. 

it does not include esta te, trust, and 
agency funds. 



known to redeem them in unusual circumstances. Indeed, some 

of the bigger companies have developed a large market for 

certificates of one year or less in competition with other 

short-term investments such as commercial paper, chartered 

bank deposit receipts, and treasury bills . 27 It is this 

source of funds that has accounted for the recent rapid growth 

of some trust companies . It is an B.rea ltlhere other insti

tutions, notably the chartered banks, offer little con~e-

tition since interest rates seem to be the important factor . 

The trust companies pay between 5% and 5 ~% on their invest

ment certificates while the chartered banks are hard pressed 

to offer anything more than their standard personal savings 

account at 3% for balances of less than $25,000 for 

less than one year . 28 

period 

In 1964 demand deposits were approximately divided 

bet\'Jeen chequable and non-chequable \'Jith the latter sho'wing a 

marked increase over the last two years. This increase in non-

chequable deposits has been attributed to the efforts of some 

companies to discourage the active use of deposits by means 

of service charges . Nevertheless, cpequing privileges remain 

27 
The Royal Commission, p . 182. 

28 
The chartered banks offer term deposit accounts but 

the minimum value ' is usually $10,000 . There is evidence of 
change in this area. The banks na~e:be8\))17°recogni ze the need for 
lnore competitive instruments with lower minimum levels and 
more varied maturity ranges . 
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one of the feature attractions for loanable funds and 

these deposits turn over at the rate of three to four times 

a year; more than twice the rate of a bank savings account . 

The trust companies have been particularly competitive in 

attracting individual savings towards their deposit accounts. 

Evidence of expanding branches, higher interest rates, more 
, 

suitable hours and even gifts and bonuses testifies to the 

increased competition launched against the chartered banks 

and other intermediaries . 

The banking ~unction tends to be small among the 

larger trust companies, relative to their other non

intermediary operations . For many of the new companies 

hO'V>Tever, banking is their main business . It is evident 

that by the end of 1964, money totalling $506 million had 

been created, along with a sizeable volume of near-money in 

the form of highly liquid, low maturing investment certificates 

, and non-chequable deposits . The quantitative importance of 

chequable deposits alone is roughly 3% of the money supply . 

It therefore appears that trust companies in general, accord

ing to Ot~ criteria, qualify as near-banks, while a few must 

properly be termed banks . 

e) Sales Finances and Consumer Loan Companies 

The sales finance and consumer loan companies are 

leaders in the field of consumer credit, along with the 

chartered banks and credit unions . The finance companies 
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direct loanable funds tOvlard the consumer sector of the 

economy for the purpose of purchasing durable goods, notably 

automobiles. There are t'ltJO recognized forms c·F financing: 

the first is called-nretail financing" and .entails the pur

chase of installment contracts between dealer and consumer; 

the second is called "wholesale financing" 'where the contract 

purchased is entered into by the manufacturer and dealer.29 

While the finance companies have entered other fields such as 

financing purchases of equipment and machinery by businesses, 

the loan companies concentrate almost exclusively on con

sumers, granting cash loans to people not able to obtain credit 

elsewhere. 30 Finance and loan companies, having no deposit 

business, absorb loanable funds from the financial market. 

They are considered intermediaries in the flow of funds 

bet\,leen "the capital and money market on the one side and the 

goods market on the other. ,,31 

29Submission bI the Federated Council of Sfles Finance 
Companies, to the Roya Commission on Banking andinance, p. 7. 
Note that the latter form of financing does not directly 
qualify as consumer credit . HOt'lever , wholesale financing does 
facilitate the extension of credit at the retail level. 

30By 1963 consumer goods financing accounted for 54% 
of the finance companies main receivables," down from 64% 
recorded in 1955. Equipment financing has continued to grow 
steadily vJhile some companies have moved into interim 
financing on real estate and construction as well as property 
and equipment . The field is becoming increasingly diversified. 

31Canadian Economic Research Associates, Sales Finance 
Companies in Canada, Toronto, (1958), p. 7. 
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During the early post-war years the heavy demand 

for consumer credit resulted in the rapid growth of finance and 

consumer loan companies . HO'l(leVer, in the last decade the 

growth rates of these companies have lagged somewhat behind 

the trust companies and credit unions; even so, asset holdings 

during this period were doubled. This slower growth in part 

refle~ts the recent inroads made by the chartered banks into 

the personal lending field. The following chart indicates 

the grm-ling competition in consumer lending . Of particular 

note are the advances made since 1956 by the chartered 

banks and the credit unions and caisses populaires. 

Table V 

Balances Outstanding32 

Percentage Chiange From 

Dec . ~11126~ 1962 1960 1958 1956 
$mn. % % % % 

Chartered Banks 1,793 +52 +109 +224 +296 
Quebec Savings Banks 15 +15 +150 +150 +400 
Sales Finance Co's . 967 +21 + 17 + 26 + 28 
Consumer Loan Co's . 901 +26 + 64 +125 +153 
Life Insurance Policy 

+ 47 Loans 397 + 7 + 15 + 30 
Department Stores 508 +19 + 38 + 80 +108 
Furniture & Appliance 

169 Dealers + 1 -0.6 -0 . 6 + 4 
Oil Co . Credit Cards 59 +20 + 37 + 69 +127 
Credit Unions & Ca1sses 

Popu1aires 776 +34 + 79 +143 +243 

Total 5,585 +30 + 55 + 97 +125 

32
The Financial Post, May 29, 1965. 



The most significant feature of the finance com

panies' balance sheet is the liabilities column or sources 

of funds . These companies obtain almost all their funds by 

selling notes and debentures, to other financial institutions 

and by borrowing from the chartered banks . Rather than dir

ectly competing for the savings of ultimate lenders, the 

finance companies attract savings indirectly through the money 

and security markets . In these markets they offer a great 

variety of debt instruments as an alternative to bank term 

deposits, ~rust company investment certificates, and loan 

company debentures . 

Table VI 

Liabilities of Sales Finance Companies33 

Short- Long-term Other Capital 
Bank Term Notes and Liabil- and 
Loans Notes bonds and ities Revenue Total 

Debentures 
$mn . % $rnn . % $mn . % $mn . % $mn . % $rnn . 

1953 
% 

10 largest 
co's . 191 22 . 8 212 25 . 2 244 29.1 108 12.9 84 10 . 0 839 100.0 

1957 
10 Igst. 
co's . 156 12 . 1 409 31.8 420 32.7 158 12 . 3 14311 . 1 1235 100.0 

1962 
10 Igst . 
co's . 

'1 c;J62 
all other 

co's . 

1962 
Total 

90 5.0 515 28.4 691 38 . 1 277 15.3 241 13.3 1814 100.0 

65 26 . 9 49 20.2 44 18.2 37 15 . 3 47 19 . 4 242 100.0 

155 7.5 564 27.4 735 35 . 7 314 15.3 288 15 . 0 1056 100.0 

33The Royal Commission, p . 211 . 
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The sales finance industry is highly concentrated 

as indicated by the above table. Statistics produced by 

the D.B.S . show that the ten largest companies out of 150 

have about 90% of the total business. Although most of the 

smaller companies still rely heavily upon bank credit, the 

ten largest companies concentrate their borrowings upon 

short-term and long-term notes and debentures . The swing 

away from bank credit is largely the result of restraints 

placed on these credit lines during the tight money periods 

of the late 1950's . This action, initiated by the central 

bank, forced the finance companies to seek an alternative credit 

"cushion" . The finance companies are the principal borrow-

ers in the money market and the activities in this area 

continue to increase both Que to the above mentioned restric

tions and because interest costs are lower. 

The finance company debt instruments are generally 

issued through investment dealers. They are seldom traded 

on the market mainly because they are personally tailored 

to meet the specific needs of customers. Short-term notes 

have five specified maturities ranging from thirty days to 

one year. Other instruments are individually negotiated to 

meet particular needs, for example, securities maturing in 

less than 30 days. Most companies specify minimum accep

table amounts of $25 or $50 thousand however, even these 

companies "viII often take "nuisance" amounts as low as $5,000, 
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especially when market conditions are tight . 34 The cost 

of this money market borrowing fluctuates widely with 

changing economic circumstances, ranging from rates as low 

I ld! . as :"'"/<' ~n 

and 1959. 

1954, 55 and 5$, to those as high as 7% in 1957 

Long-term notes and de?entures comprise the bulk 

of all paper issued by the finance companies and varies in 

maturity anywhere up to 20 years. These notes are usually 

privately placed with insurance companies and other insti-

tutional investors. 

It is difficult to assess the extent to which finance 

companies carry on a banking business . They have tradi

tionally refrained from accepting deposit liabilities and 

therefore must be judged on the basis of their short-term 

note issues . These notes are effective substitutes for money 

in that they serve as a store of value while retaining a high 

degree of liquidity. Short-term notes are not ordinarily 

redeemable before . maturity and fe",;, are actually traded on 
I 

the market. HO\lvever, those notes , .. >lith maturities up to 90 

days appear to be in the majority of all short notes issuede 35 

Such evidence as there is does ,not justify that consideration 

be given these notes as means of payment nevertheless, their 

34 B. K. MacLaury, "The Canadian r.1oney Market: Devel-
opment' and Impact". Harvard University Thesis, (February 1961) 
p . 1$1. 

35 $ Ibid., p . 1 4 . 
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high liquidity readily identifies them as near-money . To 

the extent that some finance companies do redeem their notes 

on demand or short notice, they approach a banking business 

but by-and-large the finance industry would appear to be most 

appropriately placed in the near-banking category. It should 

be noted finally that some finance companies concentrate more 

heavili than others in placing long-tern paper thus reflecting 

longer-term investments in their asset portfolios. Such 

companies 'It-lould be most correctly regarded as non-banking 

financial intermediaries wince the liquid liabilities they 

create are small in proportion to the more illiquid claims . 

The consumer loan companies are not permitted under the 

Small Loans Act to accept deposits and therefore rely prin

cipally on t'\'JO main ~~O'L{y. ces for drawing funds. The larger 

companies obtain funds either from their American parent or 

Canadian owner, the latter generally being an installment 

finance company. The smaller companies must ~ely mainly upon 

the chartered banks and their o'ltm shareholders . For the 

industry as a whole only a very small proportion of their resour

ces are secured through short-term money market operations. 

A final observation, which is subsequently developed, 

concerns the cyclical fluctuation in the grollth rates of the 

finance and consumer loan companies. Lvidence has shovm that 

these fluctuations have an inverse correlation to the growth 

patterns of other intermediaries which maintain a broad 



similarity. It is evident that during periods of monetary 

restraint the finance and loan companies enjoy a decided 

competitive advantage in attrac ting loanable funds . This 

has been attributed in part to the inelastic nature of 

demand for credit by borrowers and thus their acceptance 

of higher interest rates. This necessarily al101'-'s for 
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higher rates on liabilities sold in drawing loanable funds. 

Another advantage noted is that these companies rely mainly 

upon the central financial markets, in both Canada and the 

U.S., for funds. Consequently, this more sophisticated source 

of funds, being more sensitive to interest rate changes than 

the general public, will make substantial amounts of' 

additional funds available to the companies if attractive 

rates are offered. 36 

The money market has bean -a boon to the finance and 

consumer loan industries both in terms of cost and availa

bility of credit. However, problems have arisen recently 

due to an over-dependence on this source of short-term 

funds. Some companies finance risky and long-term loans 

while borro~dng heavily in the short market. The problem 

arises that some companies are unable to meet their short

term commitments (lS a re·sult of -the ir illiquid asset position. 

The money market has expanded rapidly over th~ last few 

36The Royal Co~nission, p. 219. 



years with the increased business from finance and loan 

companies . Some observers fear that this growth is being 

undermined by elements of instability . 

f) Mutual Funds and Pension Funds 

43 

The investment companies are intermediaries selling 

securities to the public and invest ing the proceeds in 

diversified investment portfolios. There are tvJO types of 

investment companies in Canada. The first and traditional 

type is the closed-end company which periodically sells debt 

and equity claims in the same marmer as industrial companies. 

These liabilities are traded in securities markets while a 

large number of them are closely held. There are approxi

mately 23 closed-end companies with assets over $;125 million . 37 

The second type of investment company is the open

end company or ftmutual funds" . These companies issue lia

bilities in the form of "special" or "class A" shares which 

qre sold and redeemed at all times at prices based on the 

current value of the company's assets . The mutual funds 

have a great attraction mainly to small savers and have 

shovm a phenomenal growth rate in the past ten years . This 

gro'V'lth has been attributed largely to a booming economy 

with rising prices and stock values and increased savings . 

In 1962 there '\t~ere 65 different types of mutual funds most 

37 ·Ibid., p. 251 . 
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of them being established in the la.st 15 years. These com

panies have increased their asset holdings by 4$0% from 1955 

to 1965 Hith a present total of $1462 million. 3$ 

Assets 

Cash 

Short-term Securities 

Bonds 

l~ortgages 

Table VII 

Mutual Funds39 

(end 1964) 

Cd'n . Preferred and Common Stock 

Foreign Securities 

Total Assets 

Liabilities 

Shareholders Equity 

Other Liabilities 

a)at market value 

38Financial Post, May 29, 1965 . 

39Ibid • 

$mn . 

25 

48 

160 

12 

967 

227 

1462a ) 

1126 

14 

70 

1.7 

3.3 

10.9 

0 . $ 

66.1 

15.5 
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There is a variety of mutual funds, each following 

slightly different investment patterns . There are bond funds 

for example; \'~hich, as their name suggests, invest mainly 

in bonds and debentures (97 . 0% of total assets in 1962) . 

Alternatively, there are stock funds which purchase primarily 

common stock (92.0% of total assets in 1962). In addition 

the:re are sc -:-called "balanced tl funds that are more diversi-

fied in their portfolio and switch their assets when more 

favorable rates appear (in 1962 70.4% common stock and 

17 . 4% bonds and debentures) . The industry as a vJhole in

vests over 3/4 of its funds in common stock, primarily 

issues of well established companies , with all branches of 

industry represented . The mutual funds, through their 

dealings in the stock market, are considered to have a 

significant influence on equity prices . This is one area 
-

where the institutionalizing of investment has furthered 

rather than hindered equity financing . 

The share held by the individual investor represents 

a relatively liquid asset in that it can usually be redeemed 

on demand at its net value . However, these shares differ 

widely from those issued by the credit unions which we 

earlier identified as good money substitutes . An increasing 

proportion of shares are being issued on a regular payment 

or contract basis rather 'than through lump sum purchases 

and thus resemble the savings scheme developed in pension 

funds and insurance policies. Like the insurance policy, a 



46 

mutual fund contract is usually nloaded at the front-end" 

to bear the acquisition fees and other charges. As a result, 

if an investor wishes to redeem his shares early in the life 

of the contract he may suffer substantial loss . It is 

evident that the shares held against a mutual fund are 

tailored to attract long-term savings and are not to bB 

regarded as short-term liquid claims . 

The pension funds are similar to the mutual funds 

in being intermediaries for vlhich both lending and borrowing 

operations tend to be of a long-term nature . r40re than 30% 

of the country's personal savings are directed toward 

approximately 9,000 pension funds. The assets in "trusteed,,40 

funds have increased from an estimated $1180 million in 1952 

to $4,572 million in 1962. Durlng this decade the annual 

grol':th rate has declined from 16% to 131;. In addition to 

the "trusteed" pension plans, 'tlhich account for tv'lO-thirds 

of the total assets, there are smaller plans in the hands of 

life insurance companies and trust companies as well as 

annuity plans offered by the federal government. Although the 

trusteed plans hold the bulk of assets; in number they represent 

only 12% of the total pension pl~ns in existence . 

40The savings in this type of fund may be invested 
by a selected trustee VJhich could be either a corporate 
trustee (i.e . , a trust company), an investment company, or 
an individual or a group of individuals. 



In 1961 close to 75% of the assets of trusteed 

pension plans ""ere bonds, (provincial 32%, federal 15%, 

municipal 11%, other 17%). In addition 9 . 6% of total 

assets were stocks, 9.2% mortgages and 6 .5% were other 

assets. It is evident that these institutional funds are 

not so important in the stock market as are the mutual 

funds, nevertheless, 4'393.2 million in common and preferred 

stocks were held by trusteed funds in 1961 and this amount 

appears to be increasing. It is also evident that pension 

funds provide a principal source for government borrotoJing. 

While this analysis of the mutual funds and pension 

funds has been very brief it does serve to indicate gener

ally the nature of their operations . It is clear that both 

forms of intermediation are vital to the flow of savings 

to'ttTard the financing of long-term government and corporate 

expenditure. These institutions are quite different to 

the other banking and near-banking intermediaries described 

so faro The liabilities issued are contained in contract 

form assuring these intermediaries of a certain flow of funds 

virtually guaranteed against 1'1i thdrawal or depletion . The 

funds are specifically designed to take in long-term savings 

and to bear the risk in purchasing such illiquid assets as 

stocks and long maturing bonds . There is no doubt that the 

correct term of reference for the pension funds and mutual 

funds is non-banking financial intermediary. 



g} Insurance Companies 

The life insurance companies may be placed in the 

same category as the pension and mutuC?l funds in so far as 

they are also intermediaries specializing in purchasing and 

creating long-term claims. The liabilities issued by the 

insurance companies such as life insurance contracts, pen

sion and annuity plans, etc., &bsorb over 25% of personal 

savings in Canada; only Canada savings bonds and chartered 

bC',nks exceed this amount. The insurance industry is concen-

trated in 16 federally registered comp2nies out of a total 

of 105 (recorded in 1961) which hold over 90% of the in-

dustry's total assets. In addition, it is also highly 

international \-,Ii th 13 of 36 federal companies controlled 

outside Canada and holding 65% of the business. 

Savings are accumulated not only from the sale of 

annuities but also from the· "level premium" plan utilized 

in the sale of life insurance. Under this method : 

a fund or reserve must be accumulated in the early years 
to meet the rising level of claims that ,\,lill occur during 
the later years of such policies . These reserve require
ments lead to the accumulation of personal saving through 
life insurance.41 

The type of insurance plan is, of course, an important factDr 

in the volume of savings accumulated . The plans offered 

41Cauadian Life Insurance Officers Association, 
Submission to the Royal Commission on Banking and Finance 
(Toronto, 1962), p. 25. 
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include straight term insurance as well as a number of more 

sophisticated plans, including pension and annuity plans, 

vJhich embody a variety of saving features ~ In recent years 

term insurance hRS increased more rapidly than other plans ~ 

This trend reflects the competition for long-term savings by 

mutual funds, trust companies, pension funds, and various 

government retirement assistance plans . While the insurance 

companies have traditionally not had to offer high returns 

on savings, since the purchase of protection "ras the 

dominant need, grovJing competition from other more attrac

tive long-term assets is necessitating some gradual changes. 

TABLE VIII 

Federally Registered Life Insurance Companies42 

(December 1962) 

Assetsa ) 

Cash 
Bonds: 

Stocks: 

Government of Canada 
Provincial 
~1unicipal 
Corporate 
Foreign 

Canadian 
Foreign 

Mortgages 
Real Estate 
Policy Loans 
Other Assets 
Total Assets 

a ) Assets in Canada 

42 
Th~ Royal Commission, p . 244 . 

:Pron . .lL 
45 0 . 5 

677 7.4 
917 10.0 
651 6.7 

2005 21 . 8 
131 1 . 4 

4,345 47 .3 

220 2.4 
54 0.6 

3639 39 .6 
311 3.4 
372 4.1 
197 22 .1 

9,183 100 . 0 



The investments of federally registered insurance 

companies conform to certain legal restrictions set up by 

the federal government. The above table indicates their 

asset pos1tion which reflects important changes since the 
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end of the war. During this period the trend in asset hold

ings has been away from bonds. which were 77% of total assets 

in 1945, and toward mortgages which were only 10% of total 

assets. Also. bonds held against the federal government 

have decreased while corpo~&te 'bo nd holdings have continued 

to expand in the post-war period, largely due to th~ir more 

attractive yields. 

Generally speaking,insurance companies are long-term 

investors. Their holdings of securities are m.ginly in 

maturities over ten years imich make up approximately 80% 

of total holdings. The life companies do tend to move 

, into short~term holdings when interest rates are low and 

expected to rise but this change in assets is not observed 

to be gre£(t. 43 Changes in interest rates do not have the 

same influence on the insurance companies as they would 

have on others such as the chartered banks. Unlike the banks, 

restrictive monetary policy does not sharply reduce the flow 

of funds ~vailable for investment. Thus the insurance com

panies attract a fairly steady flow of funds and this 

43The Royal Commission, po 246 . 
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influencos the long-term nature of their investments 'hleh 

they usually hold until rnaturity.44 The general consensus 

is th~t insurance companies tend to be overly conservative 

in their investments. A principal example i5 where they 

ff shy a",mytt from equity pllrchases. They are allo\l/ed to hold 

15% of their total assets in common and preferred stocks but 

have in fact only averaged around 3%. This area has come 

under criticism during the post-war period due to the 

inadequate supply of equity funds for financing Canadian 

economic gro~~h. Toward this supply the insurance companies 

have made only minor contributions relative to their great 

potential. 

The insurance policy 15 similar to the liabilities 

issued by the pension funds and mutual funds in that it is 

designed to dra\'I/ a specified amount of savings over fl 

contracted period of time. This mnkea the insurance policy 

a non-m,;:rketable and generelly illiquid asset. Although 

the cash value thot is built up in specific policies is 

.:wnilable for lending at pre-established. interest rates, this 

source of credit is not widely used (see Table V. p. 37). The 

typical holder of a life policy or annuity regards this asset 

44Some life companies do have facilities for trading 
securities in the secondary market but other companies feel 
that securities held are too illiquid to warrant being traded 
to higher earning securities and that there is no real 
advantage in this operation due to the costs of trained 
personnel. 
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as a long-term investment having little, or no use in meeting 

current or short-term debts. The insurance company easily 

fits into the category of non-banking £inancial intermediary. 

h) Swmnary 

Up to this point ',;e have revie\>/od the oper~tion of 

a number of financial interm~diarieA and he.ve noted 1n 

particull.tT their contribution to the total financial assets 

held by the public. He have noticed that there is great 

similarity among many of the liabilities created as well as 

unique differences 'which characterize the institutions 

against which the liabilities are held . It has been our 

intention to identify each institution on the basia of 

its nearness to a chartered bank in terms of money crea

tion. In this re spect, it is clear that chartered banks are 

unique t being the only private institutions that create 

asets recognized by definition, as money. However, as we 

have sho~~, there ure a few intermediaries which create assets 

that serve exactly the same function as money. Such inter

mediories for example, ~s the caisses populaires, credit 

union~, trust companl~s, and mortgage loan companies) do, 

to ctiher a Inrge or small extent, create cheqU1:tble demand 

depoei ts "tolhleh serve as a store of value as "lell as means of 

payment. To the extent that these institutions perform 

this function they ere operating exactly in the same capacity 

as banks. The credit unions and calsses populaires are 
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readily recognized as banks because of the large volume 

of business devoted to a banking function . For the trust 

companies the banking function was much less prominent in 

their over-all operation, and almost negligible in so far as 

the mortgage loan companies 't-Jere concerned . 

In addition to creating money, many intermediaries 

create liquid assets \'lhich serve as close substitutes for 

money. We considered this function to be a second criteria 

of banking. In the case of the chartered banks, term 

deposits of short maturity were considered as near-money. 

Also in this category were trust company notice deposits 

and guaranteed investment certificates, finance company 

notes and debentures, and some credit union shares . The 

trust companies were classified as near-banks because they 

create a sizeable volume of both money and near-money 

assets, the latter being available in a number of short 

maturities which are occasionally redeemable . ~imilarly , the 

finance companies were plac.ed in the near-bank category due 

to the short maturities on their note issues which allowed 

them to be quickly liquidated and thus to serve as a means 

of payment. 

Two other institutions, the mortgage loan companies 

and the consumer loan companies, were briefly described. 

The former create only a small volume of demand deposits 

while their term deposits are subject to a minimum maturity 

requirement of one year. The latter rely mainly upon their 



parent companies and the chartered ,banks for credit, 

creating for themselves only a minimum amount of short

term paper. Both these institutions approach the banking 

function but not to the same extent as other near-banks. 
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We have classified these intermediaries as near-banks recog

ni zing that they, in fact, t'all somey-,There between the 

near-bank and non-banking f~nancial intermediary categories. 

In the final category of non-banking financial 

intermediaries we placed the mutual funds, pension funds, 

and the insurance companies. There is little doubt that 

the contributions made by these institutions to the stock 

of money, including near-money, is very limited . 

Even in the final analysis we are not sure if we 

have clarified the issue . We have offered, however, one 

version of the definition of banking and we have fitted the 

various financial institutions to it. We have produced 

some perspective among the intermediaries which enables 

one to see a relationship among the many liabilities 

they create. For example, one might visualize these 

liabilities ranked on a liner scale according to their 

nearness to money. At the end of the scale closest to 

money, liabilities are readily substitutable for one 

another in response to small differences in the rate of 



return . At the other end liabilities are not substitutable 

since it is difficult to find a substitute for the service 

provided by a life insurance claim or pension claim. This 

distinctinn between intermediaries may also be applied to 

the other side of the balance sheet. On the asset side the 
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financial intermediaries may be classified according to their 

liquidity position. In general , the near-banks and non

banking financial intermediaries ",Jill appear progressively 

less liquid than the chartered banks and their asset port

folios will generally be more specialized.45 

In our analysis we referred repeatedly to Table I, 

page 20, to indicate the relative growth rates of the var

ious intermediaries. These figures indicate that bet'\'leen 

1945 and 1962 the proportion of personal savings held at 

the chartered banks has declined from 73.3% to 45 . e%. It is 

evident that this can be largely attributed to the creation 

of Canada Savings Bonds after the 'war, but in addition, there 

is a notable increase of claims dr8,wn on the credit unions , 

caisses populaires, trust companies and mortgage loan 

companies . Considering that the absolute value of the above 

liabilities has increased some $13 ,740 millions during the 12 

year period, the grm·,lth in near-bank46 intermediation has 

45There are obvioas exceptions here; for example, credit 
unions are classified as banks and yet they are highly spec
ialized in making personal loans to their members. 

46F'~om here on, \Ale will use the term near-bank in general 
reference to any financial institution outside the banking system 
which creates liquid assets that are y ecognized as good sub
stitutes for money . 
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indirectly made a large contribution to the stock of money 

available to finance aggregate spending. 'We have made specific 

reference to a number of factors aiding in the rapid post-war 

growth of certain intermediaries. In summary , there are t'wo 

reasons given to explain the chartered banks loss in position. 

One writer states that 

the main reason for this development must be 
the structure of interest rates. It must be 
that in the last decade, interest rates have 
generally higher than at ~~ other time in our 
history.47 

found in 
remembered 
been 
financial 

We mentioned earlier the competitive problem created for the 

chartered banks by the 6 per cent ceiling on interest rates . 

While this does present a problem it should not be over

emphasized 0 For one thing, in addition to the loans 

restricted, the banks may purchase a number of securities. 

as well as mortgage agreements , on which the 6 per cent 

ceiling does'not exist . Also, when the banks have included 

service charges and taken account of re-payment techniques, 

the effective annual rate of interest may well be boosted to 

bet1tleen 9 and 11 per · cent .48 Finally, we should not forget 

47 
R.M. McIntosh, "Chartered Banks at the Crossroads," 

Business Quarterly, XXIX (Winter, 1964), 34. 

48The effective rate of interest on consumer loans is 
derived by taking into account the system whereby a loan i~ 
repaid. For ~xample, although a loan may in effect cost 6% 
simple interest for a year, the amount of the initial loan 
held, "'as cash in the pocket", is gradually reduced following 
each monthly repaymE:.Jllt. Thus a true or effective cost of a 
loan should be based on the net amount of money held during 
each month of a given year . 



to note the number of foreign currency loans ~ade without 

ceiling restrictions . 
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A second and perhaps more important reason for the 

banks' loss in position is noted by the Porter Commission. 

It is their observation 

that the banks have been somewhat slow to adapt to the 
changing situation by developing new types of deposit 
instruments tailored to the requirements of their 
customers. 49 

There are probably many other less obvious reasons 

for the post-war outgrowth of near-banks and other financial 

intermediaries. Nevertheless, time and space demand a 

conclusion to the first part of our discussion . The impor

tant single observation is that attention has been centered 

on the development of near-banks and non-banking financial 

intermediaries not simply because of their obvious implica

tions for the future of chartered banking, but also due to 

their influence 'upon over-all liquidity in the economy. This 

latter consideration \,lill be important when we turn to 

examine-the stability implications of near-banking intermed

iation . In preparing for this analysis, -the first step 

\-vill be to develop the counterpart to the money stock concept 

of financial intermediation. That is, the function of 

49 
R.M. McIntosh, Ope cit . 



financial intermediaries in facilitating the flow of funds 

from ultimate lenders to ultimate borrowers. Once this is 

accomplished it will be evident that financial intermediaries 

have important stabilizing effects upon the level of interest 

rates and thus upon the general level of econom~ acitivity . 

We now proceed to the second chapter to pursue this task. 



CHAPTER II 

THE ROLE OF THE NEAR-BANKS AND OTHER FINANCIAL INTER~ 

MEDIARIES IN FACILITATING THE FLOW OF LOANABLE FUNDS 

FROM SAVING TO INVESTMENT AND THE STABILITY Il.\lPLI

CATIONS DERIVED FROM THIS FUNCTION. 

a) Contemporary Versus Traditional Vie\'ls of Financial 

Intermediaries 

b) The Market for Loanable Funds 

c) Market Equilibrium and Stability Implications 

d ) The Gurley-Shaw Thesis 

e) Elasticity of the Demand for Money and Income Velocity 

of Circulation of Money - Reaction to the Gurley-Shm'l1 

Thesis 

1) elasticity of the demand for money 

2) destabilizing portfolio shifts 

3) destabilizing movements in velocity 

f) A Review of Recent Cormnission Reports 

1) United States 

2) Britain 

3 ) Canada 

f 
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In this chapter it will be our intention to examine 

further the relationship between chartered banks and other 

financial intermediaries. In addition there will be a more 

det ailed analysis of the activities of these institutions 

and their economic implications. 

Considerable controversy has been stimulated in 

recent years over the findings and reports of such author-

ities as John Gurley and Edward Shaw of the United States, 

and the Radcliffe Committee in Great Britain . These studies 

have prolnpted a re-exaInination of interest-rate theory to 

include the influence of a number of rapidly developing 

financial intermediaries which are outside the direct con-

trol of the monetary authorities. It has been observed 

that these intermediaries, by performing in much the same 

way as commercial banks are able to effect a multiple 

expansion of credit and thereby satisfy demands for funds 

by spending units. This activity has stimulated attention 

because it may take place even while monetary restraint is 

restricting credit operations of the banking system. 

The theoretical analysi s that is developing on the 

above subject is still very much in its infancy, judging 

from the sharp disagreements on certain of its basic tenets. 

While the theory itself does not receive broad acceptance, 

the policy conclusions are even more in question due largely 

to a serious lack of statistical evidence. Nevertheless, 

monetary theory is undergoing some major renovations on the 
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subject of financial intermediaries and it will be our 

purpose to examine them. 

Before proceeding to the following analysis a 

further question of terminology must first be clarified. 

In our study repeated reference will be made to financial 

intermediaries in which case it will be necessary to 

distinguish betvJeen banks, near-banks, and non-banks . There-

fore, since attention is to be centered upon intermediaries 

outside the direct control of the central ballk, it will 

be useful if we regard these institutions as outside inter-

mediaries, as opposed to inside intermediaries or chartered 

banks. 

a ) Contemporary Versus 'l'raditional Viev'/s of Financial 

Intermediaries 

The traditional distinction between chartered banks 

and outside intermediaries is that only the former issue 

liabili ties "'Thich serve as vddely accepted means of payment . 

Commercial banks nre the only private institution 'whose 
debt serves as a generally accepted medium of exchange , 
as money. Money is a unique asset; some others can 
substitute for it to some degree in some uses, but 
there is no fully adequate substitute . l 

In addition, the rather dubious distinction is made about 

1 
J.M . Culbertson, IIIntermediaries and Monetary 

Theory", The American Economic Reviev! , XLIX (195$), 128. 
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chartered banks; that public preferences play no role in 

determining their tota.l volume of chequable deposits or 

the total quantity of money. It is argued that increases 

in bank deposits r~sult from increases in bank assets 

(bank credit extension) while outside intermediaries cannot 

increase their assets (extend credit) until they receive 

additional funds from the public. That is, outside 

intermediaries are unable to create money in the form of 

chequable deposits but must i-vai t upon the public to provide 

them. As a result these intermediaries are regarded merely 

as brokers in the flo'tJ of funds from saving to investment. 

Under a fractional reserve system, commercial banks 
can create loanable funds: their operations can make 
ex 'post s avings exceed e.:,c ante savings. In contradis
tinction, other private financial institutions -
collectively as well as individually - can lend no 
more than they have received from depositers and, 
therefore cannot create loanable funds either in an 
€..y.. post sense or in an "€."t\ 'ante sense. 2 

Traditional theorists emphasize the medium of 

exchange function of money, a function in which money, 

defined as currency and chequable bank deposits has vir

tually no effective substitute. For this reason it is 

a rgued that control of the stock of money will have a sig

nificant influence on the flow of expenditure. This in-

fluence may be direct, in that a reduction in the money 

2 
Joseph il.schheim, "Commercia l Banks and Financial 

Intermediaries, Journal of Political Economy, LXVII (1959), 
66 . 
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supply reduces liquidity and leads to a decrease in spending 

by the public in order to restore their cash balances. Or, 

it may be indirect, first creating an unwillingness by the 

public to part with money, thus raising interest rates, and 

secondly, leading to a contraction in demand for credit and 

a decline in loan-financed expenditure . 

Another view, important to our analysis, has been 

labeled Ifpre-Keynsian". This is the view that the demand 

for money function is perfectly interest inelastic. If 

such were the case, a decline in interest rates, following 

an increase in the money supply, would not cause a build-

up of idle cash balances;3 total adjustment toward equilibrium 

would be made only through an increase in active transactions 

balances. Under these circumstances the resulting change 

in income is exactly proportional to the initial change 

in money and therefore the income velocity of money is 

regarded as a constant. Studies conducted since the Keynsian 

revolution have attempted to show that velocity is really 

quite stable and although there have been significant var

iations from trend these variations move in direct relation

ship to changes in the quantity of money.4 

30ash balances are recogni zed as i dle if held for 
a period longer than the interval between income receipts. 

40lark Warburton, "Monetary Velocity and Monetary 
Policy" • Revie\v of Economics and Statistics, XXX (1948), 
309. 



In the world described above, monetary policy, con

centrating its direct influence upon the money supplYt would 

have a most effective control over economic activity since a 

decrease in money would be complemented by a corresponding 

decrease in its rate of turnover . On the contrary, as the 

demand for money function develops traces of elasticity, 

the effectiveness of monetary policy decreases. In this 

second ",lorld, idle cash balances will acc l:pulate as interest 

rates decline and will serve to finance expenditures even 

while money is being tightened. The traditionalist argues 

that idle balances, save for exceptional periods like after 

the war, do not exist in any significant scale . 5 The 

traditionalist therefore, by discounting the influence of 

idle balances, seriously questions a basic tenet of Keynesian 

interest rate theory . 

Contemporary theorists find much to disagree with in 

the above traditionalist views. To begin with, there is 

strong criticism brought against the traditional distinction 

between banks and outside intermediaries . Those who would 

consider banks unique because of the liabilities they issue 

are reminded that: 

f rom the point of vie\'l of the pressure of effective 
demand, the crucial step is that which increases the 

5A•B• Cramp, "Financial Intermediaries and Monetary 
Policy", Economica: New Series, XXIX (1962), 147-150 . 



64 

power to acquire goods and services, on the part of 
people inclined to exercise it immediately; and banks 
are by no means the Qnly firms to place this power in 
the hands of others .6 

While banks have traditionally been considered the 

only institutions capable of creating money, and are there

fore unique in the role of credit creation, it has been 

shown that outside intermediaries are equally important credit 

creators . In fact, outside intermediaries, such as credit 

unions or trust companies, are quite capable of initiating 

a mUltiple expansion of credit and, in addition, they in

crease the potential amount of credit that may be extended 

for any given increase in the money supplyo It will be a 

useful exercise to briefly examine the credit-creating pro-

cess of a near-bank. 

We assume, at the outset, that attempts by a Lea~

bank to attract funds are successful and its new customers 

transfer their savings from chartered banks . When the 

near-bank receives these deposits, it deposits the sum in 

its own bank account, leaving the total deposits of the 

banking system unchanged (omitting the small amount of 

currency withheld by the near-bank for its day-to-day oper

ations). The result of this transfer of funds is merely to 

change the ownership of bank deposits; the deposits of private 

individuals have fallen, being replaced by investment 

6 
R.S. Sayers, "Monetary Thought and Monetary Policy 

in England", Economic Journal, LXX (1960), 713. 



certificates, shares, etc . , and the deposits of the near

bank have risen by the same sum. The near-bank now uses the 

newly-acquired funds to finance mortgage loans, personal 

loans, etc., extending credit for active transactions pur

poses. In one sense the near-bank has merely transferred 

bank deposits, formerly in the hands of non-spenders, into 

the hands of those actively engaged in spending. In another 

sense, since the loans and investments of the banks are 

unaffected by the shift in deposits, loans by the near-

bank represent a net addition to the credit extended to the 

public. 

A near-bank will generally retain some cash reserve 

(= r), in the form of a bank deposit. It can therefore lend, 

in the form of mortgage loans, etc., an amount equal to l-r 

times the increase in its deposits . The follo1rJing simple 

example is often used to demonstrate credit creating abil-

i ties of a chartered bank; it can be applied e~frually well in 

the case of a near-bank . 

Let the shift of n 'mds from the chartered banks to 

near-bank equal $1,000. Out of this amount a cash reserve 

"Jill be retained equal to 20% or 1/5 x $1,000=$200. The 

amount loaned out will therefore be 1-1/5 = 4/5 x $1000 = 
$800. Now, the initial balance sheet position for the near

bank is; 
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Assets Liabilities 

increase in 

deposits ••• $ 1,000. $ l,OOO ••• 

newly issued 

claims 

and the final balance sheet position is; 

Assets 

cash reserves on 

deposit at chartered 

banks • • • $ 200. 

Total loans in form of 

chartered bank deposits * 800. 

Liabilities 

$ 1,000. 

Thus, $800 credit is created on a cash reserve base of 

$200. If any portion of this increase in credit extend3d 

by the near-bank should result in a further rise in near

bank deposits, a further increase in credit '''lill be possible 

in a manner analogous to that in ",hich the bank mul tipler 

works. Richard Thorn has identified this so-called "nonbank 

multiplier" and notes that its value depends on two factors: 

1) the percentage of reserves held by the near-bank 
against its liabilities, 

2) the proportion of near-bank loans and investments 
that returned as deposits . 9 

The size of the !lnonbank multiplier" "iill vary directly 
------ --

9~ichard Thorn,~Nonbank Financial Intermediaries, 
Credit Expansion and Monetary Policy; International Monetary 

.;Fund Staff Papers, VI (1957-58), 371. 
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'with the return flow of savings and inversely ,,'lith the 

reserve ratio. Thorn reports that from evidence gleaned 

from United States experience the multipl~appears to be 

some,,,here bet''''een 0.8 and 1.3.10 . Its nearness to unity 

suggests that a near-bank can expand its loans and invest

ments by an amount roughly equal to any increase in its 

::eposi t liabilities. For example, an increase in deposits 

of $1,000 . will permit a multiple expansion of credit, after 

successive rounds of income periods, amounting to $1 ,000 . 

While both banks and outside intermediaries are 

capable of expanding credit, in the above sense, there 

still remains certain distinguishing features . Warren 

Smith has dra~m attention to the fact that the time periods 

involved in the credit expansion are entirely different . 

Multiple expansion through the banking system is much more 

rapid since: 

the restoration of reserves to the commercial banking 
system wi thin a fe'-; days of the time they are lost 
through lending is a built-in fe ature of our payments 
mechanism. • • .11 

Thus while bank credit expansion is closely related to the 

operation of the payments mechanism, the credit expansion 

of outside intermediaries is much slower being related to 

lOIn Canada , excluding cash leakages and assuming each 
bank is £'ully loaned-up, a comparative credit multiplier for 
the banking system illiould be 12 ~ . 

11\varren Smith, HFinancial Intermediaries and :r.Ionetrry 
Controls", Quarterly Journal of Economics LXXX 111 (1959), 536. 



the time bet'ween income periods . That is, the . funds loaned 

out for expenditure purposes return to outside intermed

iaries in the form of savings retained from monthly or 

bi-weekly pay receipts. 

A second notable distinction between the credit 

expansion of banks and outside intermediaries is that the 

latter are subject to more important leakages . Whereas 
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the entire flow of funds goes through the banks during each 

round of spending (payment turnover period) only the portion 

allotted to outside intermediaries goes through these insti

tutions each round (each income turnover period ).12 This 

all adds up to saying that the banks are distinctly more 

powerful in expanding credit, not only because they are by 

far the largest single type of credit institution, but 

because they enjoy certain advantages attributed to pre-

sent financial arrangements.. These advantages hOl'1eVer, are 

not altogether cleD.r in Canada . In Quebec, for example, the 

caisses populaires play a large role in the provinces pay

ments mechanism. It is apparent that present cheque clearing 

facilities operated by these ins t i t utions, ensures a compara

tively rapid return flo'\l1 and hence speeds up the 'operation of 

l 2We are ignor ing the l eakage that results when coin 
and currency ar e ItJi thdr avm to circulate outside the banking 
system. 
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the credit multiplier . 13 

Earlier "-le mentioned certain views that v'/ere assOc-

iated \'Ji th traditional monetary theory . Nmv ' that vIe have 

examined certain contemporary vie'\vs regarding outside inter-

mediaries, it 'will be useful to relate these vievJs to their 

theoretical underpinnings. 

While tr&di tional theorists m ve emphasi zed the 

medium of exchange function of money, contemporary observers, 

. such as the Radcliffe Committee and the Gurley-Sha'l,.lJ group, 

may be regarded as ,emphasizing the store of value function 

of money. This latter function is one in which money has 

a number on close substitutes capable of offsetting the 

influence of spending brought about by a reduction in the 

money suppl~. This new view focuses on the demands for, 

and supplies of, a v1ide spectrum of assets (not just money), 

and regards structure of interest rates, asset yields, and 

credit availabilities (rather than the quantity of money ) as 

the linkage beti:v!een monetary and financial institutions 

13It was pointod out in Chapter I that 25% of the 
provinces savings "Jere held in chequable deposit accounts 
operated by the caisses populaires . We also noted that these 
insti tutions are capable of clearing their ovm cheques "Ji th
out access to the banking system although inter-clearing 
arrongements have been established for clearing cheques be
tween the banks and the caisses populaires. Because of their 
relative size within the province, the leakage effect on the 
caisses populaires multiplier tends not to be as great as it 
is for other near-banks in other parts of the country. Of 
course, outside Quebec , cash leakages from the caisses become 
very large. 



and policies on the one hand, and the real economy on the 

other. l4 

Contemporary theory recognizes that the strength 
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of the effects on the flow of spending from a given change 

in the stock of money is highly indeterminate. In the first 

place, it will depend on the degree to which the direct 

change in money is offset by induced opposite changes in 

highly liquid money substitutes . 

1'h :e. more adequate the non-monetary financial assets are 
as substitutes for money in transactions, precautionary. 
speculative, and •• • diversification balances, the 
smaller may be the money supply for any designated level 
of national income . For any level of income , the money 
supply is indeterminate. until one lmows the degree of 
substitutability bet,\-leen money created by banks and 
financial assets created by other intermediaries . l 5 

It is possible to imagine, for example, the case where an 

increase in money substitutes completely neutralizes the 

intended effects of a change in the money supply . 

Even if one assumes a net change in liquidity, as a 

result of monetary policy, there is still no assurance that 

there will be significant effects on spending. This in turn 

must depend upon certain important conditions . Firstly, one 

must take into account the marginal responsiveness of interest 

l4James Tobin, "Commercial Banks as c reators of 
Money", Banking and Monetary Studies, ed. Deane Carson (Homewood, 
Illinois: Richard D. Irwin, Inc_, 1963), 414 . 

15 John Gurley and Edward Sha'\-l, "Financial Intermed
iaries and the Saving-Investment Proc'ess", Journal of Finance 
XII (1956 ) , 25S . 
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rate~ to changes in the money supply. In the particular 

case ,,>,here idle cash balances in the economy develop to 

sizeable proportions, the response might well be zero. Such 

a situation is depicted graphically by the Keynsian liquidity 

trap and is characterized by a perfectly elastic demand for 

money function. Any increase in the money supply by the 

monetary authority merely piles up in idle balances with no 

attendant change in the level of interest rates necessary 

to induce people to hold these balances. In this case, 

velocity is no longer regarded a8 a constant function of. 

the money supply (contrary to traditional thinking) since 

e. change in the level of idle balances, in order to accom

modate a change in spending, will change velocity without 

requiring a corresponding change in the money supply. 

This. of course, creates problems for monetary control since 

a change in the money supply could be offset by an opposite 

change in velocity. 

The above situation need not necessarily exist and, 

in fact t a more normal environment is one where the demand 

for money 1s only moderately elastic. Under these condi-

tions interest l" ates might be expected to respond more strongly 

to monetary pressure. t~everthele8S t even in this case the 

desired chonge in the flow of spending ~ill only be realized 

if there exists a responsiveness bet~een spending (essen

tially investment spending) and changes in interest rates 
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and loan availability. If the marginal efficiency of capital 

is rising, owing to confidence in investment prospects, 

responsiveness will tend to be strong. However, if there 

is a "collapse of confidence", due to a depressed economy, 

responsiveness will be weakened. 

In summary it is apparent that a number of impor

tant factors must be considered before attempting to predic± 

the economic effects of a given change in the money supply. 

Some contemporary observers, recognizing its shortcomings, 

are quite skeptical of the so-called "supply of money" 

approach to monetary policy_ Others argue that existing 

control techniques are adequate but must be broadened to 

touch more directly a number of near-bank institutions . 

While there may be disagreement in emphasizing policy chan

ges, there is general agreement among these groups that 

effective monetary policy is no longer a direct route from 

the banking system~ through the money supply, and into the 

spending stream of the economy. 

An important buttress of contemporary monetary 

theory is the existence of idle balanees. Indeed, one writer 

notes that without them the so-called "Radcliffe expansion~~ 

would be impossible.16 The truth of the matter is that the 

16 
A.B. Cramp, p. 143. The "Radcliffe-expansion" 

takes place when a rise in interest rates on money substi
tutes induces holders of money balances to transfer part 
of their balances to the near-banks, who then re-lend them 
to finance expenditures. 



Keynsian liquidity preference theory depends upon changes 

in the hoards of idle balances. Lacking idle balances 
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there is no '!flay in which intended investment can be financed 

other than through the creation of new money . If we assume 

that the banking system is fully loaned-up and that the 

central bank allO'\."s no change in reserves, the only '!flay ne,,; 

spending can be financed is through drawings from the stock 

of idle balances . These drawings can be made in three 

different "Jays . The first viay may be sImply that the public, 

including non-financial institutions, increases its demand 

for money to be used for transactions purposes . Such an 

alteration in the public's spending habits may be motivated 

by expected price and income changes or perhaps by factors 

-al tering'the system of payments in the community. Any of 

these expected changes might create an increase in current 

expenditure which is fed by the activation of idle balances . 

A second way in 'which the liquidity provided by idle bal

ances is used to finance expenditure plans, is through the 

Us'witching" operations of chartered banks . During a period 

when credit is scarce and demand for loans is strong, the 

banks may exchange short and medium term securities for idle 

balances , thus increasing their reserves and allo'Y'Jing an 

expansion of loans. The result of this process, like the 

first, is not to ~hange the value of the money supply but 
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only to increase its velocity.17 The third way in which 

the level of idle balances may be dra'l;...;n dO\t,]n is through the 

activities of near-banks and other outside intermediaries 

'I.'Iho bid for these balances by offering various money substi

tutes (including insurance policies, mutual fund shares 

and pension contracts ). This latter process also tends 

to increase the velocity of circulation of money assuming, 

of course, that these intermediaries loan out the idle 

balances for expenditure purposes. In summary, 'He might 

picture a given stock of idle balances being activated by 

either the chartered banks, the public, or outside intermed-

iaries. In addition, the government may be considered a 

fourth contestant competing for idle balances, while the 

central bank, in attempting to tighten the money supply, 

will be a fifth party bidding for these idle balances . In 

fact, it will be the purpose of the monetary authority to 

absorb these idl e balances through open-market operations, 

in order to prevent their being activated and thus adding 

to inflationary pressures . An abundance of idle balances 

means that monetary policy can be effective only if relatively 

large amounts of money are wi thdral,·m from the economy.. Only 

when these balances have been reduced, will policy measures 

17Strictly speaking an increase in velocity is 
analogous to an increase in the money supply . A 25 per cent 
rise in velocity, from an acc ounting standpoint, amounts to 
the same thing as a 25 per cent increase in the quantity of 
money (with velocity fixed ) so far as monetary demand is 
concerned . 



become an effective deterrent upon the flo\'J of expenditure 

in the economy. Thus, given an adequate supply of idle 

balances, any of the above mentioned ways for activating 

these balances can be an effective impediment to monetary 

policy, necessitating lVider and stronger mea.sures by the 

aurhotirites. 
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Idle balances have been shown to exist in relatively 

large quantity. In 1947 J ames Tobin empirically tested the 

value and nature of idle cash balances .18 'l'obin' s approach 

vias to subtract from total deposits an estimate of active 

balances gained from the maximum recorded velocity of 

circulation. He also discovered a rough relationship between 

idle balances and interest rates which plotted on a graph 

described an interest elastic liquidity preference function 

(i.e., demand for money function). Another \'Jriter observes 

that there is significant statistical evidence pointing 

to the existence of ample idle balances.19 For example, 

in England there has been a noticeable growth of deposit 

accounts (largely idle balances) while the ratio of money to 

income has remained constant . In Canada also, during the 

18 
James Tobin, "Liquidity Preference and I\>fonetary 

Theory", Review of Economics and Statistics, XXIX (1947), 
pp . 124-131 . 

19 
A.B . Cramp, pp . 150-151 . 



post-war period, savings deposit accounts (a good portion 

of which consist of idle balances ) have shown a rapid 

growth. 20 A.B. Cramp notes finally that in England there 

has been: 
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evidence of balances held, well in excess of those required 
for transictions purposes, regardless of changes in 
the money to income ratio of the economy . 21 

Traditionalists regard idle balances as a fixed 

stock which gradually diminishes as various drawings, which 

were described earlier, are made. Thus they would conclude , 

for example, that the process of credit expansion through 

outside intermediaries must be halted when the stock of 

idle balances is exhausted . We are reminded, however, tha t 

balances directed into the spending stream by near-banks and 

other outside intermediaries will be absorbed as income by 

the suppliers of goods purchased. 

If the marginal propensity to save is positive, new 
savin gs will result, and they will accrue initially 
in money form. Thus the process of credit expansion by 
intermediaries will in some degree have replenished the 
stock of idle balances. 22 

20Reference was made in Chapter 1 to the rapid growth 
of savings accounts not only at the chartered banks but also 
those at caisses populaires, credit unions and trust companies. 
Savings accounts at the chartered banks turn over approxi
mately l { times per year. It was pointed out that the bulk 
of these funds are held in a relatively small proportion of 
accounts whose owners regard as a more permanent, yet conven
iently accessible form of interest bearing investment. 

21 A. B. Cramp, Ibid . 

22Ibid • 
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There is, therefore, no such close limit to the credit 

expansion process as some might suggest. 

This is not, of course, to say that there is no 
limit to the expansion . As income velocity rises, 
average money holdings must tend to fall. 23 

b) The Market for Lopnable Funds 

The principal function of financial inter-

mediaries is to purchase primary securities from 

ultimate borrowers at one stratum of interest rates 

and to issue indirect debt for the portfolios of 

ultimate lenders at a lower stratum of interest rates. 

The market within which these transactions take 

23 
Ibid. With a shift from deposits to shares 

the stock of money declines and hence raises income 
and transactions velocity. At the beginning of the shift 
hoards of precautionary and speculative balances may be 
used to satisfy rising transactions demands by the pub
lic and intermediaries, but these hoards have limits. 
"Eventually, further economizing with a declining stock 
of money becomes difficult because money and near-
monies do not provide, of course, equivalent quantities 
of liquidity to the holder . Money ~ a special asset 
whose marginal rate of substitution rises as near-
monies are substituted for it. In any given set of cir
cumstances, consequently, unlimited shifts to shares by 
the public seem to be controllable by these automatic 
market adjustments, and therefore the potential expan
sion of intermediaries is limited." See Donald Shelby, 
"Some Implications of the Growth of Financial Intermed
iaries", Journal of Finance, XIII (195$), 539. 



place is depicted below. 
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In the above mOdel ultimate borrowers represent 

deficit economic units who wish to increase cash holdings 

and/or for whom expenditures on current output exceed 

their current income. They comprise consumers, business 

firms, and government units who are forced to seek finan

cial assistance to supplement their deficit money 

balances. In exchange for cash to spend ultimate borrowers 

issue interest bearing primary securities of generally low 

liquidity and high risk.25 For example , corporations and 

24John Gurley "Liquidity and Financial Insti
tutions in the Postwar Period," a submission to the Joint . 
Economic Committee (Washington: January 25, 1960), p. 21 . 

25There are obvious exceptions here . For example, 
treasury bills are to be regarded as primary securities but 
are usually issued in short maturities of 90 and 120 days o 



municipal and provincial governments float stock and bond 

issues in order to finance capital investment and con

sumption expenditures . Individuals too sell mortgage and 

installment contracts in order to raise funds to meet 
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current needs . To the extent that treasury bills and other 

short-term instruments of the public debt serve to finance 

current expenditures, they would also qualify as primary 

securities. Hovlever, \Alhen bills and other instruments 

come to be traded in secondary markets they no longer 

qualify as primary security issues. In this intermediate 

stage they are being traded for speculative and other 

similar purposes and while they may influence prices and 

yields of other paper of various maturities , they do not 

serve to finance current expenditure on goods and services. 26 

Primary securities may be sold to businesses , consumers , 

governments and financial intermediaries. 

Ultimate lenders are individuals, including cor

porations, who wish to reduce their cash holdings or those 

for whom expenditures are exceeded by current income . This 

surplus income is in the nature of savings and is transferred 

to ultimate borrowers in order to effect the necessary ex post 

26We might qualify this statement by pointing out 
that the proceeds from primary security sales may not go 
directly into current expenditures for goods and services . 
For example, they may be used to purchase or retire other 
primary security issues . 



equality between savings and investment . Such is the flow 

of funds in the economy; from income to expenditure units 

by way of financial transactions and back to income units 

again in the form of i'Jages, rents , profits, and interest . 
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Current expenditure may be financed in two ways: 

either internally from accumulated savings or current 

income, or externally from borrowing . In a world of bal

anced budgets the former will predominate while in a world 

of deficits and surpluses the latter will be a popular form 

of finance. In the United States a rough historical esti

mate places the amount of external finance at an average 

of approximately 10 per cent of GNP . 27 If we take the 

current 1965 GNP in Canada to be $50 billion this repre

sents $5 billion of our present annual expend~ture that is 

financed externally. 

External finance of current expenditure may be 

carried out in three \-Jays. The first is a form of direct 

finance whereby ultimate borrowers sell primary securities 

dire ctly to iJ.l tima te lenders in exchange for money, i. e. , 

chartered bank deposits or currency. In this case no 

intermediation takes place and loanable funds are created 

by transferring cash balances from lender to borrower via a 

brokerage firm or investment dealer who creates no credit 

and thereby merely serves the function of bringing the 

trading parties together . Thus liquidity in its highest 

27 John Gurley and Edward Sha\'l, "Financial Intermed
iaries and the Saving-Investment Process", 00ur na l of Finance , 
XI I , 258 . 
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form (i.e., money) is moved from an idle position to an 

active position in exchange for interest bearing securities 

of high risk and 101.'1 liquidity. The important observation 

follmll ing this transaction is that there has been no net 

change in the economy's over-all liquidity position. 

A second form of external finance depicted, is 

ultimate borrowers acquiring their necessary funds through 

the sale of primary securities to outside intermediaries. 

In order to purchase these securities the intermediaries, 

. including near-banks and non-banks, utilize loanable funds 

they have been successful in drawing from ultimate lenders 

who accept in exchange indirect assets (for example, guar

anteed investment certificates, credit union and mutual 

fund shares, time and checking deposit certificates, deben

tures, insurance policies, etc.) As a result of these 

transactions, the borrowers have acquired additional 

liquidity while the lenders have been able to maintain a 

substantially unchanged liquidity position. Z$ Thus, con

trary to the first form of financing, the economy's over-all 

liquidity position has been expanded. The amount of this 

expansion is measured by the quantity of indirect assets, 

28 This statement, of course, assumes that ultimate 
lenders switch from hold~ng idle cash balances to holding 
liquid claims on outside intermediaries. Public preference, 
hO\,lever, might tend to\'Jard insurance policies, mutual fund 
contracts or pension plans. In this event liquidity· is 
substantially altered for ultimate lenders and the result of 
creating loanable funds by outside intermediaries resembles 
more closely the first form of financing described above. 
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in the form of near-money, created by the outside inter

mdediaries. We note also that there has been no change in 

the money supply (as it is officially defined). In an 

earlier example 'we indicated that this process merely 

results in transferring ovmership of chartered bank deposits; 

first, from ultimate lenders to outside intermediaries, and 

finally, from outside intermediaries to ultimate borrowers. 

A third financing possibility pie:tv,red, is ultimate 

borrowers acquiring cash balances by issuing primary secur

ities to the chartered banks . The banks themselves purchase 

these securities by creating loanable funds (i.e . , deposit 

liabilities). The ability of the banks to perform this 

function depends upon their reserve position i<'/hich is 

controlled by the central bank. In Diagram 1, page 7~, 

hovJever, it is shown that the ultimate lender has an in

fluence over the bank's capacity as a purchaser- of primary 

securities. This is very much the case and places the banks 

in direct competition with outside intermediaries in bidding 

for the savings of ultimate lenders. The fact is that if 

the banks fail to attract these savings directly, and 

instead they go tm-vard purchasing claims on outside inter

mediaries, they are bound to suffer a relative decline in 

their position in the financial community . This can come 

about as a result of the increase in money substitutes, 

created by outside intermediaries J \'Ilhich renders the existing 

money supply excessive in the light of current demand. 



Ultimate lenders have indicated that they prefer to hold 

near-bank claims rather than money . The central bank 

may now desire to remove the excess money from the system. 

In so doing, bank reserves, earning assets, money issues, 

and profits are contracted. 29 

If ";e assume that the central bank does not take 

action to eliminate the excess supply of money it will 

leave the banks with excess reserves. These excess reserves 

reflect the loss, to the banking system, of its responsi

bility for sustaining a flow of money payments - a loss attrib

uted to the competitive operations of outside intermediar-

ies. While money balances have been rejected in favour of 

liquid near-bank claims, thus leaving the banks with excess 

reserves, the banks can "force these balances out again" 

thereby regaining control of the money supply.30 However, 

this can only be accomplished; 

by accepting a reduced margin between the yield of 
primary securities they buy and the cost to them of 
deposits and currency they create • • • • The banks can 
restore the money supply, but the cost is both a decline 
in their status relative to other financial intermed
iaries and a reduction in earnings o31 

Thus it becomes apparent that the ability of the 

banks to grow, measured in terms of primary asset holdings, 

depends on their success in persuading others to hold their 

29 John Gurley and Edward Shaw, XII, 261 . 

30Ibid . 

31Ib · , 
~., p. 262. 



liabilities . 

If the banks retaliate (against competing outside 
intermediaries) by raising their own deposit rates -
within the limits set by their earnings - they will 
restrict the ability of outside institutions to grow 
at their expense . 32 

External financing of current expenditure through 

the banking system differs in one important respect from 

the other two forDls of financing already described. When 

the banking system creates loanable f unds, by purchasing 

primary securities, it ~ ot only adds to the CODlmunity's 

over-all liquidity position, it also brings about an in

crease in the money supply . The operation of outside inter

mediaries is distinguished by the fact that the liquid 

claims created for their customers do not qualify as money . 

It is for this reason that increased spending, as a result 

of the lending activities of outside intermediaries increases 

the velocity of turnover of the existing money supply _ The 

influence upon velocity is not solely characteristic of out

side intermediaries but it is a significant result of their 

lending operations. 33 Velocity therefore becomes an impor

tant tool for measuri ng the impact of these intermediaries 

32Report of the Royal Commission on Banking and 
FinAnce, (Ottawa: Queen's Printer, 1964 ) , p . 111. The 
Commission notes in addition, however , that "the fact that 
one institution worked to a lower cash ratio than another 
would place it in a stronger competitive position than its 
rival, other things being equal , since its p~cportion of 
earning assets would be higher". Ib~d _ , p . 109 . 

33The velocity of circulation of money may also be 
influenced by such factors as bank switching; government 



upon the economy_ 

f) Market Equilibrium and Stability Implications 

In turning to examine the stability implications of 

financial intermediaries, it 'will be of use if we nOVi examine 

more carefully the supply and demand functions in the market 

for loanable funds. The demand for loanable funds is simply 

the total amount of planned net issues of primary securi

ties offered in financial markets by ultimate borro .... -!ers . On 

the other hand, the supply of loanable funds reflects the 

demand for primary securities by ultimate lenders, the char

tered banks, and outside intermediaries . Underlying this 

demand is the planned s aving of ultimate lenders, plus any 

increase in the stock of money, and minus any increase in 

the demand for money to hold as idle balances. The supply 

of loanable funds is perhaps made clearer if we consider 

that its absolute amount is increased in the event that any 

of the following take place: 

1 . Ultimate lenders increase their demand for primary 

securities, 

2. Ultimate lenders increase their demand for indirect 

assets drawn against outside intermediaries, 

3. There is an increase in the stock of money . 34 

retirement of securities from the banks, individuals includ
ing corporations, or outside intermediaries; and changes in 
the public's spending hab~ts. 

31j. 
John Gurley, 1fFinancial Institution in the Saving

Investment Process," Money and Economic Activity, ed . 
Lawrence Ritter (Boston: Houghton Mifflin Co_, 1961), p. 324. 



The point to note in the above is that the supply of money 

is only one of three important items comprising the total 

supply of loanable funds . It is possible that the supply 
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of loanable funds will increase as a result of either or both 

of the other two factors increasing while the money stock 

remains fixed. 

The conditions for market equilibrium are met when 

issues of primary securities by ultimate borrowers are equal 

to the demand for primary securities by ultimate lenders, 

the banks, and outside intermediaries . When demand for 

loanable funds is i n excess of supply, the interest rates on 

primary securities rise and other terms of lending tighten . 

Alternatively when the supply of loanable funds is in excess 

of demand, the interest rates on primary securities fall and 

other terms of lending are eased . The rise and fall of 

interest rates, of course, due to their influence upon 

spending, can have positive or negative effects. Any stimulus 

to aggregate demand during periods of less than full employ

ment is a positive factor toward raising the level of gross 

national product; but fluctuations in interest rates may be 

destabilizing if they tend to encourage investment and 

consumption expenditure at a time 'Vlhen all e.vailable resources 

are being fully employed . Under these circumstances, 

inflationary pressures will tend to offset the real growth 

of productivity leading to inequities and inefficiencies 

in the economy . We are primarily interested in examining 
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the stability aspects of the activities of outside intermed

iar-ies. One way this can be accomplished is to observe the 

inf.1'-,l(mCe of these intermediaries upon the general level of 

interest rates. 

In an economy where there is no financial intermed-

iation all deficit spending, financed externally, is done dir

ectly by the savings of ultimate lenders. In the event that 

the demand for loanable funds exceeds the existing supply, 

the necessary ex post e'quali ty between these t'\"lO variables 

is achieved through a rise in the ..rate of interest. This rise 

in interest cost will continue until such time as ultimate 

borrow~-as are willing to curtail their spending plans, due 

to the hi'gh cost of obtaining funds, or until ultimate len

ders are attracted to bear the risk of holding additional 

primary securities in exchange for their savings. It is 

likely however, that ultimate lenders will desire to hold 

assets that bear less risk, more liquidity, and are of 

greater diversification than is possible of most primary 

securities. To the extent that this is true and to the 

extent that ultimate lenders are attracted by the service 

features and other benefits offered by financial intermed

iaries, they will choose to purchase claims on these latter 

institutions.3 5 

35In Chapter 1, we described in considerable detail 
the financial operations performed by various intermediaries. 
It is clear that these intermediaries exist to serve a great 
variety of needs expressed by the public . One particularly 
significant feature of their operations is the ability to 
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Claims purchased on the chartered banks take the 

form of money, as do the loans, extended by the banks to 

borrowers. This ability to create money and thus increase 

the supply of money in the economy has been described earlier . 

It is important now to note that to the extent that chartered 

banks enter the market to satisfy the excess dumand for 

loanable funds (assumed above), they provide a stabilizing 

influence . That is, banking intermediation serves to supple

ment direct financing and eases the upward pressure on 

interest rates . In fact , where additions to the money supply 

persist, through the creation of bank credit, the rising 

trend of interest rates could be reversed . 

The ability of chartered banks to facilitate the 

movement of loanable f unds from ultimate lenders to ultimate 

borrowers is also shared by outside intermediaries . Indeed , 

ample evidence Was provided in Chapter 1 showing how these 

absorb a ssets of higher risk while issuing highly liquid 
liabilities . This ability may be attributed to some of the 
following factors: (1) administrative economy and expertise 
in negotiating, accounting, appraising and collecting, (2 ) 
reduction of high risk per dollar of lending by the pooling 
of independent risks with respect both to loan default and 
to deposit withdrawal, (3) government guarantees of the lia
bilities of the institutions and other provisions {bank 
examination, investment regulations supervision of insur
ance companies, last-resort lending~ designed to assure the 
solvency and liquidity of the institutions . See James Tobin 
and William Brainard, "Financial Intermediaries and the 
Effectiveness of Monetary Controls lf , American Economic Review 
Papers and Proceedings, LIII (1963), 383 . 



intermediaries have proven themselves to be highly success

ful competitors of the chartered banks . Particularly 

during periods of ~ising interest rates, outside inter m~a 

iaries; notably the near-banks, have been able to provide 

attractive benefits and services to ultimate lenders with 

little change in the latter's liquidity position. Although 

the credit created by the near-banks has no effect on the 

money supply (as officially defined), it does provide for 

additions to the supply of loanable funds. Since this is 

true the near-bank operation is analogous to the operations 

of chartered banks in being able to offset upward pressure 

on interest rates. In concluding '\IJe might add, that where 

both the chartered banks and near-banks (and also other 

outside intermediaries) prove to be stabilizing influences, 

the implication is that they both might very well prove to 

be destabilizing influences . For example, in the case 

where the monetary authority regards higher interests rates 

as the desired weapon to combat inflation, any increase in 

loanable funds will only serve to aggr~~ate an already un

happy situation . 36 

36In Chapter 1 we briefly discussed the concept of 
stability. As a reminder we note that when reference is 
made to stabilizing or destabilizing influences we are 
thinking in terms of final impact on the economy. For 
example, an undesired increase in expenditures on current 
output, fed by additions to the supply of loanable funds, 
may lead the economy through a period of inflation and toward 
a period of recession and unemployment. 
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(d) The Gurley-Shaw Thesis 

At this state of our analysis it is clear that 

both chartered banks (inside financial intermediaries and 

near-banks) and non-banks (outside financial intermed

iaries) have similar effects upon the economy. Indeed, 

both can create an excess supply of loanable funds, can 

effect an over-all excess stock of money,37 can produce an 

excess of ex ante investment over saving, and in so doing 

can change the economy's rate of growth . It has always 

been recognized that the chartered banks can do this because 

they can create money: that is, they affect the supply 

Dide. The significance of the thesis submitted by John 

Gurley and Edward Shaw is that it has been shown that 

outside intermediaries can also produce these effects 

because they influence the demand side for money. In order 

to demonstrate the influence of indirect liquid assets 

(issued by near-banks) upon the demand for money we will 

utilize the following theoretical model. 

37 
A given stock of money is rendered excessive 

when demand for this money declines. 



lJIONEY SUPPLY 

Note: A) represent three demand 
B) for money functions 
C) 
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L represents the total 
demand for liquid 
assets (including 
money) function 

In the following analysis we assume that the level 

of income and total primary securities are both given and 

that, initially, there is a certain supply of money assoc

iated with some long-term rate of interest. In addition, 

we assume there are near-banks which create claims on 

themselves that the public accept as Herfect subst:k,t.utes 

for money.39 These claims are indirect liquid assets, 

but they are not counted as part of the money supply . The 

38 
John Gurley, "Liquidity and Financial Institutions 

in the Postwar Period tl , p. 53. 

39It is logical, of course, that if this assumption 
'-.Jere true these claims \vould be identical with money. 
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sum of the two is the public's holdings of liquid assets . 40 

Case 1 begins where the interest rate is rl ' the 

money supply is OM , indirect liquid assets are MA , and the 

tots.l liquid assets are OA . The monetary authority, impos

ing a tight money policy upon the economy, no"" moves to 

reduce the money supply to OMI by selling primary securities o 

We assume that, at the same time, near-banks purchase primary 

securities and create indirect liquid assets exactly equal 

to the decline in the money supply . Therefore, at the end 

of the process, total liquid assets remain unchanged at OA 

and the rate of inte~est stays at r l • In this first case 

the offsetting increase of indirect liquid assets produces 

a demand for money function that is perfectly interest 

elastic (see curve labelled A) . Attempts by the monetary 

authority to raise the level of interest rates, in order 

to curtail spending, have been rendered ineffective by the 

activities of near-banks. 

In Case 2~ we continue to assume the perfect 

substitutabili ty bet'ween money and indirect liquid assets . 

Like Case 1 , we examine the effects of a decrease in the 

money supply; however, this time, instead of indirect liquid 

assets increasing, they remain constant . Total liquid assets 

hO 
We are abstracting from other liquid assets such 

as treasury bills, bankers' acceptances, and bank time 
deposits . In this demonstration we assume that these liquid 
instruments and others like them remain constant . 
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are reduced by AAl (i.e., from OA to ~Al), equal m the 

decline in the money supply ~wtJ and the economy moves to 

pOint 12 on the total liquidity schedule , The reduction in 

liquid assets raises the interest rate to r 2 and produces a 

less elastic demand for money function (see curve labelled B). 

Thus, with no offsetting liquidity created by the near-banks, 

monetary policy is shown to be more effective in influencing 

interest rates. 

In Case 3, the money supply is again reduced from 

OM to O~. This time however, indirect liquid assets are 

also reduced so that total liquid assets fall by more than 

the money supply (something more than MMl ). The economy 

moves to point 13 on the total liquidity schedule and the 

interest rate rises to r 3 • With both the money supply and 

indirect liquid assets reduced, interest rates have risen 

from rl to r3 describing again a less elastic demand for 

money function (see curve labelled C) . This serves to 

demonstrate that when both banks and near-banks are directly 

controlled in their ability to create liquid assets, 

monetary policy is able to influence greatly, changes in 

the level of interest rates. 

In the above cases the three different shapes 

developed in the public's demand for money function indicate 

how the latter is very much dependent upon whether indirect 
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assets, rise, remain constant, or fall. The analysis 

indicates that the commonly accepted relationship bet\'1een 

the supply of money and level of interest, incorporated into 

the familiar Keynsian model of the L2 curve, is not suffic

ient. Although in the above cases, the rate of interest 

and money supply are perfectly correlated, '\:lie may not 

conclude that the rate of interest depends only on the 

supply of money. It is sho\'m to be dependent upon both the 

supply of money and the supply of indirect liquid assets, 

all other things remaining equal. 

The foregoing analysis assumes that the relation

ship between money and indirect liquid assets is one of 

perfect substitutability, that is, both serve equally well 

-as stores of value and means of payment . In more realistic 

terms, hO\>Jever, indirect liquid assets are not perfect 

substitutes for money and therefore any increase in their 

supply will reduce the demand for money less than propor

tionately _ 41 Thus, an increase in indirect liquid a,ssets, 

accompanied by an equivalent decrease in the money supply" 

\'Jill lea:ve the public with less liquidity which will be 

associated with a higher rate of interest. Each of the 

above cases may be considered using various degrees of 

41 
John Gurley, Op_ cit. In his analysis Gurley 

assumes that an increase in indirect liquid assets reduces 
the demand for money on the average by one-half of the 
given increase . 



substitutability. 42 Eeen though the influence of indirect 

liquid assets upon the demand for money will not be as 

dramatic, the following conclusion still holds. 

1. Given a constant money supply, the creation of money 

sUbstitutes reduces the public's demand for money balances 

thus rendering the existing stock of money excessive. 

2. In the short run outside intermediaries will spend the 

excess money balances on primary securities, thus depres-

sing interest rates to a level where the public is willing 

to hold all of the unchanged money supply. 

3. The decline in interest rates will tend to stimulate 

investment which in turn places upward pressure on price 

levels and wage r ates. 
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4. In the long run the latter adjustments will lower the 

real value of the money supply (thus tending to raise 

interest rates slightly) and in general leave the economy 

with a higher price level and a lower rate of interest than 

in its original equilibrium position . 

In summing up the implications of their thesis, 

Gurley and Shaw note that monetary policy 1$ not very effec

tive in preventing inflation; concentrating only on the 

4280 long as the money substitute is less than per
fectlyelastic (i.e., substitutable) any desired effect on 
the rate of spending in the economy can still be achieved 
by the monetary authority; although it will require a larger 
change in the money stock to bring it about, the greater are 
the elasticities of substitution and supply. See Abba 
Lerner, "Financial Intermediaries and the Effectiveness of 
Monetary Controls; Discussion", American Economic Review 
Papers and Proceedings, LIII (1963), 402 . 
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banks, it doe5 no~ seriously impair the lending activities 

of other institutions. In addition, monetary policy is not 

eonsidered equitable; it places most of the restraint on 

the banks while allowing other insitutions ' to expand~ 

Finally, _ Gurley and Sha\'l recommend that similar controls, 

such as reserve requirements of some sort, be applied to 

other institutions besides banks, to make monetary policy 

both more effective and more equitable. ~-3 

(e) Elasticity of the Demand for Money and Income Velocity 

of Circulation of Money - reaction to the Gurley-Shaw 

thesis 

It would appear that the central issue is not whether 

the development of outside intermediaries leads to a secular 

decline in the demand for money44, but rather whether the 

43 
Gurley and Shaw also emphasize the implications of 

unrestricted near-bank development upon economic growth . 
Gurley suggests that this unfair competition facing the 
chartered banks weakens the latter's position in attracting 
sufficient amounts of capital to sustain litheir ability to 
participate vigorously in the risky frontiers of economic 
growth. They might gradually, due to lack of adequate capital, 
seek to hold safer and safer assets as they become less viable, 
;} situation \'lhich at the same time \'lould invite further 
'propping up' of the banking system by subsidies in various 
forms." See John Gurley, "Agenda for a National Monetary 
Commission: Discussion", American Economic Revie\'] PaRers and 
and Proceedings, XLVIII (1958), 105. 

44It ' has been pointed out that a relatively smaller 
stock of money increases the leverage effect of monetary 
controls. This is held to be true since a small money stock 
behind income, transactions, and assets, will yield greater 
effects from any changes in its total volume. See Donald 
Shelby, 1180me Implications of the Growth of Financial 



97 

liabilities of outside intermediaries are such close sub-

stitutes for ,money that they increase the interst- elasticity 

of demand for money . This latter issue: 

• •• is an empirical question; and the empirical evidence 
so far is that shifts by the public from money into 
thrift assets in periods of monetary restraint have not 
had a significant influence on velocity.45 

A number of views have been expressed regarding the 

destabilizing influence of outside intermediaries upon the, 

economy. Perhaps the above opinion can best be examined 

by briefly reviewing three interrelated topics; 1) elasticity 

of the demand for money, 2) destabilizing portfolio shifts, 

3} destabil' z ': ng movements in velocity . 

1) Elasticity of the demand for money 

Don Patinkin adapts the 'Gurley-Shaw thesis to a 

Keynsian model in order to visually demonstrate,that follow

ing an increase in money substitutes (indirect liquid assets), 

the demand curve for money both shifts left\vard and becomes 

Intermediaries, Journal of Finance, XIII (195$), 540 . There 
is however, some question as to the potency of this increased 
leverage. As one writer observes, it may tend to weaken 
monetary control due to the increased uncertainty concerning 
short-run impact on the total supply of liquid assets; since 
its effects are less predictable there may be further reluc
tance to use it. See David Fand, "Intermediary Claims and 
the Adequacy of Our r·~onetary Control T1, Banking and Monetary 
Studies, ed., Deane Carson (Home0ood, Illinois: Richard D. 
Irwin, Inc., 1963), p. 243 . 

45 
Harry Johnson, "Monetary Theory and Policy", .Allliu::-

ican Economic Review, LII (1962), 373-74 . 



more elastic.46 

Diagram 3 
s s ' 
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In the above diagram if the demand curve shifts from D to 

D't it follo'\'vs that, if the real supply of money remains 

constant at OM, the rate of interest must decline from r l to 

r
2

• Now, the implication is that if the monetary authority 

wishes to raise the level of interest rates from r 2 to r
3

, 

through open market operations, it must decrease the real 

46Don Patinkin, "Financial Intermediaries and the 
Logical Structure of Monetary Theory" , American Economic 
Review, LI (1961 ), 109. The greater the supply of liquid 
assets which are close substitutes for money , the greater 
the elasticity of liquidity preference is likely to be . 
Alvin Marty, hOVlever, denies that there has been any 
adequate proof that elasticity will increas e . !II know of no 
theoretical presumption that the introduction of a rival 
asset does increase the m~rket elasticity of demand for money 
at every rate of interest, : See Alvin Marty , ftGurley and 
Sha,vJ on Money in a Theory of Finance It , Journal of Political 
Economy, LIX (1961 ) , 59 . 



money supply progressively more as the presence of outside 

intermediaries influences both the position and elasticity 

of the demand for money function. In addition, it is 

evident in the above diagram that when near-bank claims are 

introduced which serve as perfect substitutes for money, 

the money supply function 3M is dislodged from its assumed 

perfectly inelastic position. This adds an additional 
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element of instability to effective monetary control. This 

later influence is not so evident in the United States where 

perfect substitutes for money are rare. HOvlever, in both Canada 

and Britain chequable deposits accounts are operated outside 

the banking system and comprise a small, but significant, 

near-bank money supply. It is therefore argued that when 

the above theoretical evidence is presented, chartered 

banks are discriminated against when monetary policy must 

compens<:~t'e for the activities of near-banks. 

There is no doubt that near-banking intermediation 

has had some impact upon the elasticity of the demand for 

money function. The difficulty arises however, in attempting 

to anSvJer 1::he. question - how much? In order to gain some 

perspective on the role played by the near-banks it will be 

useful to consider briefly the following interesting viewpoint. 

While there is general agreement that an increase 

in money substitutes will increase the elasticity of the 

demand for money, it does not necessarily follo'\tJ that the 
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recent growth of near-banks is the only contributing factor . 

Warren Smith indicates that the development of a broader and 

more efficient government securities market has also played 

an important part. 

The existence of a highly developed open market in 
government securities has tended to turn cash holdings 
of the private non financial sector of the economy into 
a common pool on \vhich all can draw to finance expendi
tures and thus has mobilized these resources more effec
tively in support of economic activity . 47 

Since our own money market was formally established in 1954, 

Canadians have increased their efficiency in handling cash 

balances, having become more sensitive to interest rate 

differentials. The market has also contributed to the flow 

of funds from inactive to active balances -by providing the 

means 'll'lhe-reby assets are more readily transferable from one 

economic unit to another. In addition to offering a source 

of funds to the near-banks, such as the finance companies , 

the money market provides funds for government, bank , and 

corporate_ borrowing . It has been observed that the develop

ment of the Canadian money market has: 

l} undeniably increased the liquid ass et holdings of the 
non-bank public . 2) undoubtedly facilitated the trans
fer of these assets from one economic unit to another 
within the public sector; 3) and possibly removed an 
obstacle "lhich had previously stood in the path of 
"switching" operations by the banks during periods of 
restriction . 48 

47viarren Smith, liOn the Effectiveness of Monetary 
PolicytT, Money and Economic Activity , ed . , Lawrence Ritter 
(Boston: Houghton Mifflin Company, 1961) pp . 335-36 . 

48 Bruce MacLaury , "The Canadian Money Market: 
Development and Impact", 336. Also see Hyman Minsky for an 

MIllS MEMORIAL LIBRARY 
McMASTER UNIVERSITY , 
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2) Destabilizing portfolio shifts 

There are many factors which influence the flow of 

savings into near-bank claims. Arthur Benovie notes that 

this flow is positively correlated with such independent 

v~~iables as the rate of interest on near-bank claims, 

and changes in the money supply and personal saving . 49 

Alternatively, a negative correlation exists with the 

interest rate on corporate bonds and treasury bills, chan

ges in stock prices, the growth rate of GNP., and the stock 

of individual indebtedness. We have already emphasized the 

economic significance of one important shift; that is, 

shifting from money to near-bank claims as interest rates on 

these claims rise. It wa s observed that the result of this 

shift was to effect an overall expansion of credit. In 

addition, another important shift must be noted . 

interesting thesis regarding money market development through 
institutional innovation . It is Minsky's view that an 
increase in money substitutes (through institutional innovation) 
leads to a decline in liquidity, leaving money market assets 
more vulnerable and increasing the chances of insolvency and 
illiquidity . Minsky explains that during a period of increas
ing economic activity little is kn'()~n (or from appearances, 
cared to be known) about the limitations of ne'w institutions 
2nd paper in the money market since throughout the boom there 
is little concern regarding a financial crisis . Thus , the 
new found profit opportunities are generally exploited to 
such an extent that the market becomes unstable . As this 
instability spreads, any slight deviation from equilibrium may 
have widespread repurcussions . Perhaps the prevailing Canad
"ian situation reflects in part this um'>lholesome development. 
See Hyman ~Iinsky, "Central Banking and Money Market Cahnges lt 

}IJ:oney and Economic Activity, ed . , 1a\-'Jrence Ritter (Boston: 
Houghton Mifflin Co . , 1961), p. 3L}4 . 

49 
Arthur Benovie, "Financial Intermediaries and the 

Effectiveness of Monetary Policy: Discussion" American Economic 
Review Papers and Proceedings, 1III (1963 ) , 410. 
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For example, in the event that a tight money policy reduces 

the availability and increases the cost of credit , a shift 

from near-bank claims to money is not an unlikely result . 

Suchaa shift, of course, would reduce the overall expansion 

of credit. 

In the United States, David Fand has conducted a 

study of portfolio shifts of liquid assets during the period 

1952 to 1962. 50 Fand's analysis is based on the assumption 

that if destabilizing shifts are significant, it is expected 

that claims drawn on near-banks (savings and loan companies 

and mutual savings banks) would grow relative to, or at the 

expense of, claims on the banks or currency during the 

expansion phase of the business ~ycle. The findings of this 

study indicate that savings and loan shares reflect a steady 

growth with "no discernible cyclical patternu • Also, 

deposits at mutual savings banks tend to accelerate in reces-

sions thus proving to be stabilizing rather than destabilizing. 

The only real destabilizing portfolio changes appeared to be 

between demand and time deposits at the commercial banks . 

In an experiment, similar to the one above, vTarren 

Smith has tested the period from 1953 to 1957. In his con

clusion, Smith notes that portfolio shifts between demand 

50David Fand, "Intermediary Claims and the Adequacy 
of our Monetary Controls", Banking and Monetary Studies, ed . 
Deane Carson (Home"V'!ood, Illinois: RichB-rd D. Irwin, Inc ., 
1963 ), p • 243 . 
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deposits and near-bank claims have not been important. While 

holdings of near-bank claims have increased more rapidly than 

the money supply during the postwar period ; 

the growth has been steady and has shown no dis eernible 
tendency to spe€d up when interest rates have risen or 
to slow down when they have fallen . There is certainly 
no indication of systematic cyclical shifts between 
money and these intermediary claims . In the absence of 
such systematic shifts , there is no reason why the fact 
that the public's holdings of these claims has been 
increasing faster than its holdings of money balances 
should create any particular problems for the monetary 
authorities . 51 

Near-bank switching is also examined by Smith, for 

in addition to raising funds by selling their own indirect 

assets, outside intermediaries, like the banks, may activate 

idle balances by s\-litching short term and medium term assets 

for loans, mortgages, etc . After observing the pattern of 

switching operations (during the recession of 1954 and the 

tight money period between the end of 1954 and middle of 1957) 

Smith does not find significant destabilizing sales by near

bank institutions . During the tight money period he finds 

that spending, financed by the activation of idle balances, 

was facilitated largely by commercial banks . 52 In Canada too, 

it has been observed that s\'litching operations, leading to 

51 
Warren Smith, "Financial Intermediaries and 

Monetary Controls, American Economic Review, LXXIII, 546 . 

52Commercial banks obtain $14.5 billion or 64.4% of 
the funds they advanced to the priVate sector through sales 
of treasury securities, whereas the corresponding magnitudes 
for outside intermediaries were $0 . 8 billion or 1 . 7% . See 
ilU,g . , p. 548. 
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perverse fluctuations in velocity, may be "primarily attrib

utable to the acitvities of the banks n • 53 There are a number 

of reasons 't"lhy this is true. In the first place the 

chartered banks ? portfolios have shorter maturity structures 

'which facili tates switching by reduclng the capital loss on 

security sales. On the contrary, near-banks and other out

side intermediaries are more specialized in providing long 

term funds for mortgage finance, fixed capital investment, 

etc. Also near-banks tend to maintain their holdings and 

depend upon repayment flows, and their success in attracting 

current savings, for portfolio adjustments. 54 

3) Destabilizing movements in velocity 

The problem of income velocity change, as related 

to the problem of econonuc stability, centres , not so much 

53 R.C . I~cIvor, "Some Aspects of Canadian Financial 
Intermediaries", (unpublished ) May, 1964 . 

54Marvin Rozen offers the interesting view that 
during a ~isht money period, so long as idle balances are 
large, cred1t expansion through bank switching will predom
inate, while, after these balances diminish, the flow of 
current savings, presumably going mostly to the near-banks, 
will become more important. Rozen supports this view by noting 
that idle balances are likely to be held by large holders 
sensitive to changes in financial asset prices (thus anxious 
to purchase bank securities when interest rates rise ). On 
the other hand, he notes that the current flow of personal 
savings is likely to be spread more widely in smaller amounts, 
and to gravitate to near-banks (only when idle balances are 
limited do rate differentials between banks and near-bnnks 
widen sufficiently to attract the small savings holder) . See 
r..1arvin Rozen, "Credit Controls and Financial Intermediaries", 
American Economic Review, LIl (1962), 189-190 . 



on its secular increase, of which there is ample evidence 

during the postwar period (see Chart I, p. 113a),55 but 
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rather, on its cyclical fluctuations. In our earlier analy

sis we emphasized the pOint that in addition to the influence 

on velocity by outside intermediaries, there are influences 

from other economic units including the banks, government, 

and public. As a result, it appears that there is little 

agreement as to the extent of the role played by outside 

intermediaries in effecting cyclical changes in velocity. 

But what of velocity itself? Is there reason to believe. as 

the Gurley-Shaw group implies, that velocity movements are 

highly destabilizing? Apparently not, for the views on this 

subject are ,,,,ell divided into t,\]O distinct camps. 

In the one camp, velocity fluctuations are recognized 

as having considerable impact upon the economy. Hyman ~linsky 

contends that the techniques discovered for economizing cash 

balances during periods of restraint are not forgotten during 

periods of ease; and as a result, changes in velocity are not 

symmetrical in both directions. 56 The Radcliffe Committee have 

clearly stated that they see no limit to velocity fluctuations; 

••• we cannot find any reason for supposing, or any exper
ience in monetary history indicating, th9t there is any 
limit to the velocity of circulation •••• ~( 

55R•C• McIvor, "Some Aspects ••• ,tt p. 112. 

56Hyman IVIinsky, "Central Banking ••• ", pp. 182-4. 

57 Committee on the \-Jorking of the Monetary System, 
Ope cit., p. 133. 



106 

In Canada also, there have been those of the opinion that vel

ocity is capable of moving almost without limit. TO'V'lard the end 

of the 1950 t s the former governor of the central bank, James 

Coyne, held the follovJing view: 

••• to my mind that is the central problem of monetary policy, 
how you estimate or try to influence that velocity of 
circulation ••• 
Senator Leonard: Of 6ourse, there is an effective limit to 
an increase in velocity of circulation. 

Mr. Coyne: we have never found it. It might be 
gerous to try to find it. I think most periods 
tion ••• have come to an end before the effe~tive 
velocity of circulation has been reached.58 

very dan
of infla
limit in 

Economists in the opposing camp do not regard velocity 

changes with the same alarm. Lawrence Ritter, for example, 

notes that anti-inflationary monetary policy is often criticised 

for being ineffective but also it is criticized for being too 

drastically effective if it is effective at all . That is, it 

may precipitate an economic collapse through shattering confi

dence in financial markets. Ritter therefore remarks that: 

changes in velocity • •• provide the needed safety valve, 
tempering and graduating the impact of monetary policy and 
thereby enabling the central bank to apply more restraint 
than it might otherwise risk.59 

In his study Ritter shows that there is a close relationship 

between velocity and interest rates. He observes it to be 

evident that when intereDt rates are loV',; and idle balances 

large, a small rise in interest rates is likely to result in a 

5$ 
Canada, Senate, Standing Committee on Finance, 

Proceedings on the Threat of Inflation (Ottawa, 1959) p o 448 . 

59La''lrence Ritter, trIncome Velocity and Anti-inflationary 
Monetary Policy," Money and Economic Activity, 4d., Lawrence 
Ritter (Boston: Houghton Mifflin Co., 1961), p . 351 . 
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large transfer of funds to active balances, thus increasing 

velocity substantially. 

In this phase there is considerable truth to the "offset" 
view point. But as interest rates continue to rise , due 
to continued monetary restraint and persistent demands for 
funds, idle balances are likely to approach minimum levels . 
Correspondingly, velocity is likely to encounter an upper 
limit, a rough and perhaps flexible ceiling, but a ceiling 
nevertheless . As it becomes increasingly difficult to 
obtain the release of additional funds from the no'w depleted 
idle balances, velocity will be subject to new constraints, 
economic activity \1ill become increasingly responsive to 
monetary policy, and further expansion of GNP . will be 
inhibited.60 

George Garvey also supports this view, velocity changes need 

not pose a great threat to effective monetary policy. It is 

his belief that the monetary authority merely needs to take 

expected velocity changes into account when setting up their 

policy measures . He notes that in the United States existing 

financial arrangements are such that: 

the occurrence of sharp upsurges or reverses,in velocity that 
would interfere to any significant extent with the execution 
of monetary policY is highly unlikely.bl 

Perhaps at this point it will be useful to revie"1 our 

our pObicion. At the outset we recogniz8d that, independent 

of monetary control, a number of factors have operated to 

effect both secular and cyclical changes in the velocity of 

circulation of money. The extent to which near-banks have 

60 
!.QiQ.., p . 352 . 

6lGeorge Garvey, "Structural Aspects of Hone¥ E 
Velocity,t! Quarterly JOllrnal of Economics LXXIII (1959), 447 . 
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contributed to these destabilizing pressures can only be 

roughly estimated. Finally, we have examined velocity itself 

and discovered that there are t'lJJO contradictory vie't'ls. On<:. is 

that velocity may be stretched almost without limit and thus 

may become highly destabilizing; while the other view holds that 

velocity fluctuations are indeed limited. and provide a space 

for breathing inside the confining walls of monetary controls . 

Gurley and ShaN have indicated that the recent gro"JVth of out

side intermediaries provide a potential offset to effective 

monetary policy _ Both in their secular and cyclical develop

ment it is contended that near-banks pose first, a threat to the 

chartered banks in being able to operate unimpeded by monetary 

controls, and secondly, a threat to the economy through destab

ilizing pressures upon prices and "rages . The problem is obvious

ly one of degree and because of the serious lack of statistical 

proof and satisfactory means of measurement, the variety of 

emphases placed on near-bank development cannot be resolved into 

any conclusive statement. Perhaps the best anSi"ler to our prob

lem is to conclude this chapter by briefly reviewing some of 

the comments made by the commissioners of recent studies con

ducted in the United States, Canada and Britain. 

f) A Review of Recent Con@ission ReRorts 

1) United States 

In the United States the Commission on ~'ioney and 

Credit do not believe that velocity effects, due to the movement 

of funds out of currency and demand deposits and into near-bank 
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62 claims, have been great. The major influence upon velocity 

fluctuations is observed to be households and non-financial 

corporations who are the primary holders of demand deposits . 

Evidence collected shows that shifts in corporation savings 

balances are generally into short-term treasury securities 

rather than into near-bank claims. As for households, the flow 

of tL e~r idle balances appears to be stabilizing rather than 

destabilizing. That is: 

the cyclical effect of the flow of funds into the savings 
institutions is more likely to increase velocity in 
recessions than in booms and thus to ~ssist rather than 
offset the effect of monetary policy . b) 

The switching operations of near-bank institutions 

from "bills" to long-term loans are also thought by the Com

mission not to be a significant contribution to cyclical 

variations in velocity. In so far as the Commission is 

concerned, evidence is only fragmentary as to the extent 

that near-banks are responsible for either cyclica.l or secu-

lar movements in v~locity. 

The evidence of the post-war years indicates that the 
increase of money substitutes has played' a role in the 
rise in velocity, but the~e is disagreement as to its 
relative importance. There is also Itttle agreement 
as to whether money sUbstitutes are likely to have a 
significant ro~~ in influencing the trend of velocity 
in 'che future . 4 

62 
The Re ort 

(New Jersey: Prentice Hall, 19 1 , p. 78 . 

6)Ibid., p. 79 . 

Mone and Credi , 

&1 
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Direct control of the near-banks is therefore not 

felt to be warranted. It is, in fact, believed by the 

Commission, that any effects the near-banking sectDr has on 

velocity over the cycle are too small to warrant controlling. 

Over the long run any effects \vill be stabilized by regu

lating the long-run money supply. 

2) Britain 

The Radcliffe Commission in Britain is more prepared 

to support the Gurley-Shaw thesis . It is apparent that 

there is reason to doubt the effectiveness of monetary policy 

in controlling near-bank operations (velocity fluctuations) 

through discriminatory variations of commercial bank reserves. 

In fact, the tfsupply of moneyU approach to the control of 

aggregate demand is rejected on the grounds that it concen

trates on only one form of credit, (i . e . , money) and fails to 

include within its immediate reach all of tpe other credit 

creating institutions in the financial sector of the economy . 

In addition, the committee stresses that a more direct and 

broader influence over the entire structure of interest rates 

is essential if monetary policy is to be effective. The 

Radcliffe people advocate extensive use of debt management 

counter-cyclical policies in order to influence "general 

liquidityn; only a so-called "change of gears" in the level 

and structure of interest rates will bring about a significant 

influence on both the cost, and more importantly, the availa

bility of credit. 
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It is important to note that a highly developed 

financial system adds considerable weight to the degree of 

substi tutabili ty that exists bet'\l{een other, liquid assets and 

money. It is probable that the growth of near-banks and other 

intermediaries throughout the financial sector of Britain 

have proven to be a more obvious constraint to monetary policy 

than was in evidence in the United States . 

3) Canada 

In Canada there is no real agreement over the ability 

of the central bank to control near-bank intermediat ~on. 

Governor Rasminsky expresses the view that present monetary 

controls exert ample influence over the supply of loanable funds 

to effectively curtail spending - given a reasonable length of 

time for the restrictive measures to permeate the market. 64 

A much different impression hm/~ver, is derived from former 

Governor Coyne's stauement to the senate committee in 1959 . 

He said in his testimony that 

[In addition to the banks] there are many other institu
tions granting credit, and many which are in the business 
of taking deposits. There are many other forms of securi
ties - the short-term notes of installment finance com~ 
panies, the financial paper of large corporations, the 
promissory notes which in the hands of a holder are very 
nearly the equivalent of money, and which in total can 
be very important and have a very significant effect on 
the total rate of spending throughout the country, but which 
are not directly subject to any 

64Submission by the Bakk of Canada to the Royal 
Commission on Banking and Finance, May 31, 1962 . 
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regulation by thg
5
central bank, or very much regulation 

of anybody else . 

The most serious offenders cOming under ~~ . Coynets 

charges would appear to be the installment finance and con

sumer loan companies. In his 1956 annual report. the Governor 

envisioned "a rival banking system" developing . During the 

1950's, on several occasions, direct controls were brought 

to bear against these companies . "For example, in 1955, 1956, 

c~ nd 1959. limits were placed on the credit lines extended to 

the finance companies by the chartered banks. As \1aS noted 

earlier in Chapter 1, this has had no real effect upon the 

growth of finance companies since they merely switched their 

borrowing operations to the money market . 

The Royal Commission on Banking and Finance gen

erally reflects Governor Rasminskyts view. It observes that 

the impact of monetary policy generally influences all 

financial institutions . The exact timing and relative impact, 

however, ""ill " tend to vary among different institutions for 

several reasons: some are slower than others to respond, all 

may work to slightly different cash ratios at different 

times, cash may shift between institutions working to some

what different ratios, and market imperfections may alow or 

impede the transmission of cash through the system. Never-

65 
Canada, Senate, Standing Committee on Finance, 

Proc,edin~s ~n the Threat pf InflatiQn ln Canada, (Ottawa, 
1959 , p. 44 • 
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theless, the real effects of such factors as these are shown 

in the Commission's mathematical Appendix to be relatively 

minor. In general, the Commission concludes that 

if the institutions are able to compete for funds on 
reasonably e~qal terms, action by the central bank will 
affect them all, whatever their cash reserves and wherever 
they may be held1 by affecting the terms on which they 
borrow or lend. bo . 

Both banks and outside intermediaries are regarded as 

fundamentally the same in their ability to expand credit. 

The major supply of idle balances is drawn by the outside 

intermediaries from the . chartered banks. 111is leads to a 

multiple expansion. of credit and further spending, and 

suggests a competitive problem. That is, the banks could 

prevent this from happening by raising their rates of inter

est on deposits. . 

Changes in velocity, 'YJhich may be attributed to the 

activities of both banks and outside intermediaries, are 
, 

recognized to keep l'lithin tfa reasonable limit". The Porter 

Commission observe·s that an increase in velocity will halt 

~ither when ultimate lenders restrict the flow of funds, 

due to the cost and inconvenience of running do\m their 

liquidity positions; or borrowers, as a result of rising 

interest rates, eventually curtail their demand for funds. 

Short-run changes in the velocity of money are thus 
usually a reflection of the reaction of savers and 

66 
The Royal Commission, p. 96 •. 
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borrowers to changing credit conditions and are not a 
separate factor which in some way 'off-sets' the attempts 
of the 9uthorities to ease or tighten the financial 
system. b 7 

It is also recognized, however, that the financial 

system is sufficiently elastic to allow for Ilconsiderable 

stretchU .due to economizing on cash balances. But while this 

elasticity tends 

initially to blunt the effects of monetary restraint on 
real spending, [it] is at the same time a reflection of 
that restraint through the economy as a V>lhole and doe~ 
i1ot ~ mean that the policy is thereby made ineffective. b8 

In concluding, one might say that in Canada the atti

tude to\~lard the stability implications of near-banking 

activities generally reflects little concern. The capital 

market in this country is vastly less complex, than its coun

terpart in Britain~ As a result there is not the degree 

of substitutability among credit forms. Thus the monetary 

authority faces somewhat fewer difficulties in regulating 

the economic systen:.~, While cyclical fl'4ctuations in velocity 

he.ve been evident during the postwar · period, they have not 

been out of control. A closer look at these fluctuations 

and the part played by the near-banks and other intermed

iaries \ft]ill be examined in the following chapter. 

67 
J.:Q.!Q., p. 100. 

68 
Ibid. 



CHAPTER III 

AN EXA1UNATIDN OF THE ACTIVITIES OF VARIOUS FINANCIAL 

INTEIU·illDIARIES AND THEIR INFLUENCE UPON: (a) THE MONEY 

SUPPLY, (b ) THE DEMAND FOR MONEY, (c) THE INCOME 

VELOCITY OF MONEY . 

a } A review of monetary policy from 1954 to 1964. 

b) Caisses Popu1al~es and Credit Unions. 

c) Trust and Mortgage Loan Companies. 

d) Sales Finance and Consumer Loan Companies. 

e) Life Insurance Companies. 
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During World ':Jar II in both Canada and the United 

States, prices and interest rates 'were maintained at abnormally 

low levels . With the relaxing of controls after 1946, the 

post-war economy faced the problem of adjusting to a position 

of equilibrium. Among many factors aggravating a smooth 

adjustment, was the presence of large pools of liquid assets 

bui1 t up during the '\--Jar years which threatened to spillover 

into markets for current output, resulting in serious in-

,f1ation . In a submission to the U.S. Joint Econondc Com-

mittee, John Gurley observed that the monetary authority 

during the post-war period, failed in its attempt to mop up 

excess liquidity . More specifically, Gurley stated that: 

despite restraint on monetary growth, there was a large 
expansion of nonmonetary liquid assets during the post
viar period, which main13 took the form of increases in 
liquid claims on financial institutions lying outside. of 
the direct control of the monetary authorities, and ,o;hich 
reduced the economyts demand for money balances . This 
liquidity expansion, along with the growth of real output, 
forced the economy to seek general equilibrium by moving 
• • • to substantially higher price levels and only later 
to substantially higher interest rates. l 

Gurley's observation may "jell apply to our own Ca'nad

ian experience; for indeed, after the war the economy has 

been subjected to recurring inflationary cycles which have 
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severely tested the resourcefulness of monetary policy . 

It has been evident also that there was a rapid expansion 

of near-bank liquid assets . For example , during the decade 

from 1954 to 1964 GNP . increased 73% from $27 J billion to 

$47 .0 billion while growth rates of various financial 

intermediaries were well in excess of this . 2 

It is important to recognize, however, that many 

factors contributed to post-war instabilities remaining 

unchecked . Whatever importance might be given to the destab

ilizing activities of near-banks, they must be considered 

in the light of other factors: such as, conflicts arising 

out of debt management and fiscal policies during the 

early years after the war, the vulnerability of our ppen 

economy; time lags experienced in effective policy measures, 

and not the least, an absence of a well-developed money 

market . All these factors and more , have made the job of 

monetary control a very demanding and difficult one . 

Nonetheless , our study concentrates on the activities 

of the near-banks and requires that "'Ie abstract largely from 

other influences . Thus our attention will be focussed on the 

.post-\,lar growth of "nonmonetary liquid assets" and their 

21n Chapter I, we nbted the following percentage 
changes in near-bank asset holdings: trust companies 291%, 
mortgage loan companies 235% , caisses popu1aire and credit 
unions 211%, sales finance and consumer loan companies 197%, 
chartered banks 70% . 
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influence upon the economy. 

Before moving directly toward examining the economic 

activity of Canadian near-banks, it will perhaps be useful to 

outline in more detail the period of time during which these 

activities take place. Our study covers a ten year period 

within which there are three distinct phases of monetary 

restraint .and four phases of monetary ease. It is during 

these cyclical changes that near-bank activity can best be 

assessed for its destabilizing influence and therefore, it is 

imperative that these cycles be well defined. 

a) A Review of Monetary Policy 

Monetary Ease (October 1953 to August 1955) 

It was not until the latter part of 1953 that the 

post-war upsurge in consumer and investment demand finally 

ran its course, and the economy, both in the United States and 

Canada, entered a-period of recession . By the end of the 

third quarter of 1953, monetary policy had changed from one 

of restraint (mid-1950 to mid-1953) to one of expansion 

(October, 1953 to August,1955); From October, 1953 to 

December in the following year the central bank was a net 

purchaser of government securities ($179 million excluding 

treasury bills); as were the chartered banks, who experiencing 

no increase in loans during the year, placed their excess 

reserves in government securities, notably treasury bills 

(treasury bill holdings increased $116 million over the 

previous year). During 1954, the general public substantially 
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altered their asset portfolio switching out of government 

securities and into chartered bank deposits. The general 

level of interest rates reacted to the above peessures, and 

to the large injections of new money into the system, by 

showing a marked decline. The treasury bill rate stood at 

1 .08% on December 30th, 1954 down from 1 . 88% a year earlier, 

while the rate on 20 year government bonds dipped from 

3. 29% to 3.21% (see Chart I, p. 118a).3 

Monetary Restraint (August 1955 to August 1957) 

By the spring of 1955, the demand for bank loans 

began to shoy'! a marked increase and since bank reserves had 

reached a high of 8 .6% in March, loan expansion was possible 

without liquidating other assets. During the third quarter, 

however, as cash reserves declined to 8.3%, the banks began 

to sell government securities in order to raise loanable 

funds (see Chart II, p. 118b).4 The first major period of 

monetary restraint during the decade of our study began in 

3Chart I plots the changes in money supply, treasury 
bill rate and income velocity of money. These variables have 
been selected as principal indicators of monetary policy and 
their historical pattern of fluctuation describes the various 
phases through which monetary policy passes. Note that the 
shaded areas are made to represent periods of monetary 
restraint. 

4Chart II describes the sV"litching of as,se..:t..s from 
securities to loans by the chartered banks. This technique, 
practised at a time of monetary restraint, is one of the prin
cipal forces contributing to cyclical f luctuations in the 
income velocity of money. Notice the similarity in amplitude 
described in Chart I: the same applies for each period of 
restraint and ease. 
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bonds, net for e ign assets, 'call and short loans to stock brokers and 

\ 

investment de~lers. 



the third quarter of 1955 and continued into the third 

quarter of 1957. 
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In August, 1955, the central bank announced an increase 

in Bank Rate to 2% and after two succeeding adjustments it 

s tood at 2 3/4% by November o Also at this time, the char

tered banks were persuaded to restrict their term loans to 

business and agree to maintain a 15% liquid reserve effective 

the follo1rling May . For the duration of 1955 and all of 1956, 

despite large purchases of government securities by the 

central bank in order to stabilize financial markets, inter

est rates rose rapidly sharpened by the strong demand for 

loanable funds. By the end of 1955 the treasury bill rate 

stood at 2. 56% (1 . 0$%, December , 1964) and the rate on 20 

year government bonds was 3 . 411.' (3.21%, December, 1954) . 

During 1956, demand pressure '!,'Jas sustained by further 

development in the investment boom. As available resources 

were rapidly drawn into production and slack in the economy 

,\!-las taken up, inflationary pressures continued to build up , 

largely as the result of these internal forces . ./l.t this time 

monetary policy began to playa greater, and almost singular, 

part in the "mix" of central economic policies . \vhereas both 

fiscal and debt management policies tended to be out of step 

'with existing economic conditions, monetary restraint was 
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virtually the only discretionary policy weapon used . 5 

Throughout 1956 total borrowing by businesses, indi

viduals, and public bodies (outside of the federal government) 

is estimated to have increased by 15%. From June, 1955 to 

June, 1956, bank loans increased by 28% being financed by 

large sales of government securities, however this source of 

funds was just about dried up by the end of the year (see 

Chart II p . llab). Prices continued to rise in Canada with 

the consumer price inri~x up 3% for the year. The Bank of 

Canada raised its Bank Rate four times until November when 

it fixed it at 1/4 of 1% above the weekly treasury bill 

rate. For the second year in a rO\<l the central bank 'VIas a 

large net seller of Government of Canada securities which, 

along with its other activities, forced interest rates 

steadily upwards. By year end the treasury bill rate closed 

at 3.67% (2.56%, December, 1955) while the 20 year bond rate 

touched 4 . 0% (3.41%, December, 1955). 

Monetary Ease (August. 1957 to December. 1958) 

While interest rates continued to rise up to August, 

1957, expenditures by consumers and businesses began to weaken; 

the seasonally adjusted unemployment rate began to rise and 

the wholesale price index turned down. By December, 1957, 

5The Royal COmmission, p. 416. The Commission notes 
that this situation has occurred a number of times during the 
l as t decade (particularly up to 1961) however, there were 
periods such as the exchange crisis in 1962 when all economic 
policies seemed to be working toward the same objective. 
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unemployment reached a level of 6 . 2% having increased from 

3 . 7% where it stood in the first half of the year. Although 

the Bank of Canada reported an increase in the money supply 

of $486 million from July 21st to December 31st, and a rise 

in chartered bank assets of $4$3 million (mainly liquid assets ), 

it is criticized for not acting quickly enough to meet the 

cyclical do\'mturn (see Chart I p . lISa). One '.vri ter notes 

that while the money supply increased moderately, it was 

largely offset by cash leakages, leaving the chartered banks 

reserves roughly unchanged . 6 '.ehus it ".]QuId appear that 

monetary expansion came some"ihere bet"leen the end of the third 

and fourth quarters of 1957. The yield on treasury bills 

declined from a high in August of 4 . 08% and reached 3.62% at 

year end. Long-term interest rates were also dOirm from their 

peak of 4.34% during 1957 to 3 . 78% recorded for 20 year bonds 

in December. The Bank of Canada balanced the year off as a 

net seller of Government of Canada securities ($119.5 million), 

an amount considerably lower than the previous year ($780 

million in 1956 l. 

The central bank reported that the recession had worked 

itself out during the first quarter of 1958, but nevertheless 

unemployment continued to rise reaching 7 . 9% in October, and 

paradoxically, the consumer price index increased by l ~% in the 

6 
Paul vJannacott, tTThe Canadian Dollar, 1948-1958", 

Toronto: University of Toronto Press, 1960, p . 87 . 
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first four months. This unlikely combination mirrored the 

problem confronting the central bank throughout the year. 

According to the governor, the appropriate policy was one of 

restraint 7• Hoy!ever, such a program vlas impeded by the activity 

of the federal government in financial markets. Large govern

ment borrowings in February and rllay (mainly from the non-bank 

public) contributed to a gro~ing uneasiness in bond markets . 

Fear of inflation, resulting in rising interest rates and 

falling bond prices, developed a reluctance on the part of 

non-bank invest ors to increase their holdings of government 

securities . As a result a third government issue in mid-July 

had to be absorbed directly by the chartered banks and Bank of 

Canada. 8 With the mid-July announcement of the Conversion Loan 

scheme the central bank found·itself a principal figure in the 

market supporting bond prices in every maturity, and although 

it managed to of fset most of its purchases by selling short-

term securities, its assets ,,~ere increased by ~~74 million. The 

central bank continued to support bond prices until November~ 

HOI'lever, the inflationary implication of this expansion turned 

the central authorities toward selling some of the longer issues 

7 "Ideally it would have been desirable to have .0 . held 
to a minimum the degree of monetary expansion to be added to that 
which had already occurred in the latter part of 1957". Bank 
of Canada, "Annual Reportlf, 1958, pp. 5-6. 

8During the first half of 1958 the general public, on 
balance, reduced its holdings of government marketable securities 
by ~' 45 million while the Bank of Canada increased its holdings 
by 107 million and the chartered banks increased their holdings 
by 691 million. Throughout this period the banks reduced their 
loans by $)00 million and thus their total assets rose by $)92 
million. 
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and interest rates rose sharply (see Chart I p. l18a). This 

marked the end of the period of monetary expansion, the large 

part of which was generated due to priority given to debt 

management policy, and established the beginning of the second 

significant period of monetary restraint ''-'hich "Vias to run into 

the third quarter of 1960. 9 

Monetary Restraint (December , 195$ to SeRtember, 1960) 

1959 was an expansion year with unemployment declining, 

GNP. rising 7% in value, and prices increasing by 2% . The 

money supply showed little growth throughout the year with a 

significant decrease in the final quarter (see Chart I p . 

ll$a) . The chartered banks expanded their loans rapidly for 

the first 9 months principally through large scale switching 

operations (see Chart II p . 11Sb), hmvever after mid-August 

loans levelled off and then declined as sales of government 

securities ceased. Many observers believed that this expan

sion \I~as unnecessarily restricted by the ill-timed Conversion 

Loan. vlhile the economy ShOi'led signs of strength, there irvere 

still underlying currents of weakness (high level of unemploy

ment for example) that should have been countered by easier 

monetary conditions. As it turned out, interest rates rose 

9 The remarkable accomplishment of the Conversion Loan 
was in its demonstration of the potency of debt management pol
icy. The average maturity on all government marketable secur
ities was increased from 6 years and 2 months to 10 years and 
7 months in a period from July 15th to September 15th . Un
fortunately, this reduction in liquidity proved to be badly 
timed and played a considerable part in the unwarranted restric
tion of the 1958-60 expansion. 
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throughout most of the yearlO and chartered bank loans were 

possible only because these institutions pared down their 

liquid assets to minimum levels. 

For the first t~ee-quarters of 1960 the money supply 

continued at approximately the same level as during 1959 . 

In the second quarter, contrary to expectatj.ons, GNP . declined 

more than 1% and unemployment continued to rise from where 

it turned up in the third quarter of 1959. While market forces 

tended to strengthen, interest rates declined, and the central 

bank entered the market as a net seller in the first quarter 

to offset this trend. In the second quarter interest rates 

levelled off but again declined in the third quarter, reflecting 

the strength of public demand for securities rather than 

monetary policy. It was not until late in the fourth quarter 

that dramatic steps were taken by the monetary authorities to 

influence yields and a large net addition to the money supply 

coincided with a decrease in interest rates . 

Governor Coyne, in his annual report for 1960, noted 

that the rise in unemployment and the continuing decline in 

GNP. per head were really fundamental structural problems and 

that the conditions developing in 1960 were only partly in 

the nature of another cyclical downswing. Nonetheless, while 

the governor argued that existing conditions could not be 

10Treasury bill yields rose to 6.16% in August but 
closed the year at 5.12% (3.49%, December, 1958) while the 
rate on 20 year bonds continued to rise reaching 5. 30% at year 
end (4.42%, December, 1958). 

. ." .. , 
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readily solved by traditional monetary policy there was 

considerable alarm generated by continuing tight money, and many 

observers were ~alling for easier credit conditions to encour

age expansion. 

The decrease of interest rates in the final stages of 

the fourth quarter in 1960 marked the end of the period of 

restraint. Treasury bill yields declined to 3.25% at year 

end (5.12%, December, 19'9) and 20 year bonds were quoted at 

5.19% (5.30%, December, 1959) . The stage was being prepared 

for a period of monetary expansion that was to continue, 

except for a brief period in 1962, all the way through to 1965. 

Monetary Ease (October. 1960 to 1965) 

Credit conditions were eased conSiderably during 1961 

and, while the demand for loans declined, the chartered banks 

rebuilt their "more liquid assets" (see Chart 1, p.llBa). 

The money supply increased by 9%, a rate almost douqle that of 

the previous year, and interest rates generally declined. 

The year 1962 was marked principally by the midsummer 

exchange crisis and, while economic expansion was still being 

promoted by the central bank, other more important issues 

received immediate attention. Monetary policy 

had as its immediate objective the restoration of confi
dence in the country's abilitY and determination to 
maintain the exchange rate. 

In order to encourage an adequate inflow of capital to cover 

the large current account deficit and repair the damage to 

11 
Annual Report, 1962, p. 4. 
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Canada's foreign exchange position, the central bank sold 

large quantities of government securities allowing interest 

rates to rise to record levels • . This rise began in May, 

accelerated sharply in the second half of June, and by 

mid-July, yields on the whole maturity range of government 

securities were in the vicinity of 51% . This brief period 

of monetary restraint ended with the Im'lering of the Bank 

Rate to 5~% on September 7th (established at 6% in June) . 

Following two more adjustments, it reached 4% on November 

12th indicating the intention of the monetary authorities 

to encourage economic expansion . 

The POlicy of monetary ease, re-established in 

September, 1962, continued throughout 1963. GNP . increased 

in value by 6%, unemployment dropped to 5.1% (lowest " 

quarterly rate since mid-1957), and prices and costs rose 

only moderately, reflecting the SUbstantial slack still 

remaining in the economy. The Bank Rate was lowered from 

4% to 3 ~% in May but returned to its original level in 

August ....... hen capital inflov>ls deteriorated due to the July 

announcement of the U.S. interest equalization tax. While 

borrowings in the U.S. long-term market were virtually ter

minated and bond prices weaken~d, large Russian wheat sales 

in mid-September provided the needed exchange reserves and 

stability gradually returned to the government securities 
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market . 12 These events serve to exemplify the openness 

of the Canadian economy and our dependence on foreign capital 

markets . At the end of 1963 interest rates and credit 

availability remained generally unchanged from the begin

ning of the year. Tight money was avoided and the policy 

pursued by the central bank added substantially to char

tered bank assets and the money supply . 

In 1964 the money supply increased by 7 . 3% 

supporting a very substantial growth, in GNP., of over 8%. 
Monetary policy was generally regarded as expansionary 

although it was conducted in such a way that the chartered 

banks were forced to draw down their liquid asset holdings. 

In the governorts words the banks were brought to ; 

a position where their lending policies could be 
expected to be sensitive to any appreciable further 
decline in liquidity . 13 

Once again the Bank Rate was increased in sympathy with 

international pressures motivated primarily by increased 

Bank Rates in England and the United States . This action 

served to indicate the Bank of Canada's intention to 

support bond prices and succeeded in stabilizing market 

prices by year end. The central bank, by utilizing large 

cash balances held by the federal government, was able to 

counter the above market stabilizing activity and thereby 

12prior to the September wheat sales, pressures had 
already begun to ease up with the announcement of Canada's 
likely exemption from the tax. 

13 Annual Report, 1964, p. 3 . 
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minimize the influence upon its cash reserve management . 

While the central bank was selLing securities, in order to 

offset market disturbances, it I'las able to restore chartered 

bank reserves by placing, with the banks, a portion of fed

eral government deposits. 

Unemployment, which declined throughout 1964, con

tinued this trend in 1965. It \,las generally recognized 

during the latter year that most of the slack had been 

taken out of the economy and the consumer price index ' -vas 

increasing markedly. Injections into the money supply 

reached record levels during 1965, hOvJever during the last 

quarter of the year it became generally apparent that the 

central bank 'lrJBS once again pursuing a policy of tight 

money. This last period of monetary restraint has con

tinued up to early 1967. 

Following this general picture of · the period under 

study, it becomes appropriate to consider various 

approaches toward the examination of financial intermed

iaries. Since we are interested in uncovering any de

stabilizing activities of Canadian near Uanks, it would 

certainly be useful to examine their influence upon the 

supply of money. It was pointed out earlier that the creation 

of chequable deposits outside direct monetary control, dis

lodges the supply of money schedule from its , assumed 

perfectly interest inelastic, position. "~ile the net 

increase of this near bank money may be compensated for, 
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it becomes de-stabilizing when changes in its volume move in 

opposite directions to that of monetary policy. Therefore, one 

principal line of attack on the problem of near-bank inter

mediaries, is to examine certain of their liabilities in 

terms of relative volume and cyclical fluctuation in growth. 

A se cond line of attack "..;hich proves quite useful . 

is to determine the cyclical (rather than secular ) impact of 

the pertinent institutions upon the demand for money. In 

theory it was observed that the highly liquid liabilities of 

near-banks (assets in the hands of the public) tend to 

decrease the demand for money and increase its elasticity • 

. At the same time this effect is equivalent to an increase 

in velocity of money since it implies that the community 

wishes to hold smaller money balances at each given level of 

interest rates . The problem arises h01rJever, that any attempt 

to closely define this near-bank effect upon velocity requires 

isolating it from the total influence ~ ontributed by a host 

of factors; (i.e., chartered bank switching operations, 

changes in public expenditure, alterations in fiscal policy, 

etc.). This problem can be partially s olved by a slight 

alteration in course. Most of the emphasis nowadays is placed 

on income velocity of money, o'tr.'ing to its close relationship 

. with GNP. Nonetheless, transactions velocity, when the 

information is available, is useful to determine in a more 

refined way, the nature of each institution's effect upon the 

economy, operating through the payments mechanism. Thus it 



'Will be our intention, where possible, to examine the 

transactions velocity of near-bank chequable deposits and 

their relevant cyclical ·pattern. 
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A third line of attack, which is really an exter.sion 

of the one above, is to probe near-bank pressure on cyclical 

fluctuations of income velocity by observing changes in then' 

assets and liabilities. This approach offers more insight 

into the intermediar;ll~sl operations, particularly during 

various phases of the business cycle . Again statistical 

evidence is sparse, but that which is available will be used 

'to determine the impact of monetary policy upon near-bank 

a.ctivities and the ability of these institutions to continue 

financing undesired current expenditure . 

b) Caisses Populai~es and Credit Unions 

Both the caiss us popu18il~es and credit unions create 

money in the form of chequable savings deposits. Theoreti

cally this causes the s.upply of money curve to drift from its 

assumed vertical position to one which is less than per

fectly inelastic. This quantity of money, in addition to that 

which is created by the trust and mortgage loan companies and 

other near-banks, adds an element of instability to the 

monetary system by being outside the direct control of the 

central bank. 

The dollar value of near-bank money is SUbstantial . 

At the end of 1961 total deposits (mainly chequable) created 

by the locals of both credit unions and caisses populai±es 

\'laS $813.7 million and represented 5.7% of the money supply 
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(i.e., chartered bank deposits and currency held by the 

general public) . This figure becomes more impressive if we 

include the chequable deposits created by trust and loan 

companies which at the end of 1964 totalled ~60 million or 

3.9% of the then current money supply. The grand total 

of this money created outside the banking system is 8.7% 

of the money supply and 1,vould be still larger if we included 

the shares created by credit unions, a significant proportion 

of which are chequable.14 It is evident that such magnitudes 

cannot be ignored and are certainly important enough to 

warrant some closer analysis. For example, it will be use

ful to examine the amplitude in the growth rates of these 

monetary liabilities in order to determine whether or not 

they are destabilizing. 

At the outset it should be recognized that even when 

a l arge proportion of the money supply is outside the 

direct control of the central bank, so long as cyclical 

fluctuations in its growth rate are in sympathy 'V'lith monetary 

policy, it is not to be regarded as destabilizing. On the 

other hand, in the event that cyclical fluctuations operate 

in the opposite direction to monetary policy, they "Jill un

doubtedly intensify inflationary or deflationary pressures 

in the economy or at least make it more difficult for monetary 

policy to achieve its stability objectives . 

The growth rate of deposit liabilities of caisses 

14 
It 't'las noted earlier that while certain eredi t unions 

maintain chequable deposits, they are quite inactive turning 
over on the average less than once a year. 
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populaires and credit unions is particularly distinctive 

because of its strong secular upt~ard trend . This typifies the 

~elatively youthful industry developing from a small base o 

Nevertheless, when deposits and share-figures are adjusted 

to a llow for seasonal influences, there is evidence of cyclical 

variation (see Chart III, p. 132a). 

Upon comparing the relative gro,\"lth in deposit busi

ness between the chartered banks and riaisses populaires (see 

Chart III, p. 132a), it is evident that the former shows a 

much more solid response toward a tightening of credit. During 

the 1958-60 period of monetary restraint, both the personal 

savings and demand deposits of the chartered banks were 

markedly reduced, beginning in the first months of tight 

money and continuing to the extreme low, reflected by savings 

deposits, during the final quarter of 1959 . While caisses 

populaires deposits did decline during the 1958-60 period, 

they did so much more slowly and \vi thout shoy/ing the same 

extremes in amplitude. One observer notes that~ 

• • • it took a very severe contraction of the banking 
system to cut in half the grO't--lth of caisses populaires .15 

The credit unions present an even more stable picture 

than the caisses populaires . While once again figures are 

only a sampling of the industry, they indicate a relatively 

Popu
ion on 
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11.5 

7 .1 
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7.1 

16.6 8.9 
16 .9 9.1 
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TABLE I 
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ll~. S 
16.S 
16 .3 
15. 6 

lS.5 
IS .If-
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_ _ 17_·_Q ____ . ___________ 7~J_ ______ _ . _ _ _ 16.7 __ _ 
-1.-9.0 · 17 .0 10.3 
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1 ~S 1 5 10 4 14.5 24.4 EASE 9)· -) . 
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----- -i-:t------i~~·5:;-.-------ib :-f----------- --~g: ~ -----
1959 3e3 19.8 22.7 33.Lr MONETARY 

3.9 21.3 19.5 32.1 RESTHAINT 
2.6 22. 1.r 18.1 29.7 
2.3 26.1.f- 12 . 7 26.8 

1960 2.7 31 .3 l~.S . 33.9 
2. 6 29.2 1 l-.1.f- 33.9 
2.9 2S.7 1ri· 1 -35 .6 - - --.-. 2--:-6 28.8 1 r. 8 --- 33.6 

1961 4.5 ~2.S 21.7 lr5.4 
3.0 ;3. 3 17.3 42.2 HONETARY 
3.6 33.1 24.3 46.4 EASE 
3. l l- 31.6 2l l-.3 L,S.5 

a 
Sour ce: Q!ecl.i t Un.i ons and Cais ses P~II,!la ires: HorlciD1; P?-"p_er F~ared for . the 

Roy:.?- l C on\m i ss ~on on Banking ~nd Finance, by Gilles Nercure (Ottalla , 
1962;,append i x II, III - F. -

b 
-Includes approximately S4% of the assets of all credit un l.on cen t rals in 
December , 1961. 



133 

steady growth in deposit and share business throughout both 

periods of monetary ease and restraint (see Table I, p. 

l32b).16 

The figures assembled serve to indicate that while 

cyclical swings are apparent in the deposit growth of 

caisses populaires, and to a lesser extent in the deposits of 

credit unions, these cyclical fluctuations are generally within 

the bounds of monetary policy and are moving ~rith it. In 

addition, the impact of these fluctuations is much less in 

amplitude than comperable fluctuations for the chartered 

banks and the same comparison in terms of magnitude becomes 

even less important. In general one does not find significant 

evidence of destabilizing activity. While these credit 

institutions do contribute to the uncontrollable portion of 

the money supply, appropriate compensating action can be 

taken by the central bank in its long-run policy . 

As we turn now to examine the impact of caisses 

populaires and credit unions upon the demand for money, it 

is useful to note the turnover rates of their chequable 

deposits . Unforttmately, incomplete data prevents an 

historical examination of cyclical movements in transactions 

velocity . Nevertheless, the data ~vailable shows that ceisses 

pbpula~~es chequable deposits turn over 2. 7 times per year, an 

16 
Credit unions chequable deposits r in total, are 

regarded as insensitive to monetary policy . (See Ibid., p. l03i. 
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amount roughly double that of chartered bank savings accounts, 

but 20 times slower than the banks cucrent accounts. The 

magnitude that this turnover rate represents could be signif

icant if, contrary to current opinion, it \,;as thought to be 

destabilizing. 17 However, over the past decade the 

transactions velocity of caisses' chequeing deposits has 

shown a gradual secular increase from a level of 2.4 in 1950. 

Credit union chequable deposits turn over bet'V:een 

20 and 40 times per year and are comparable in nature to 

chartered bank current accounts . In certain societies share 

deposi ts are also chequable; hO'\r'iever these instruments turn 

over at the much slower rate of 5 times per year . Once again 

only a partial analysis is possible due to a lack of statis

tic8.1 data, but observations have been made 'which suggest that 

fluctuations in transactions velocity reflects the same 

patterns as perceived in asset shifts. Pursuit of this latter 

concept leads us to the third line of attack . That is, the 

influence of caisses and credit unions upon the income 

velocity of money.lS 

The credit unions share the personal loan market with 

the finance companies, consumer loan companies, and now the 

chartered banks . In contrast to their competitors the 

credit union operation tends to be quite inflexible with 

17 
It was observed earlier that in the province of Quebec 

drawings against local caisses amounted to over $1 billion p~r 
year. While still significant this amount is d\varfed by the 
annual chequing disbursements of the chartered banks in the 
province which totals $87 billion. 

18 . 
Not~ce in Chart I, p . 118a that while income velocity 
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regard to loan expansion . The flexibility of the chartered 

banks derives from the fact that during a period when loan 

demand falls off, idle funds are used to build up bond 

portfolios which can be easily liquidated when the demand 

for loans increases . On the contrary, the credit unions are 

much less elastic having comparatively little margin to change 

the volume of their business in times of tight money . As it 

is described by Gilles r.fercure, the "structure of assets and 

liabilities of credit unions is very much frozen . ,,19 

The reason for the above is perhaps attributed to two 

factors. The first is the nature of loan demand 'Within the 

credit union society . It is apparent that there is always 

an over-flow demand for credit union loans and even at the 

end of 1957, \vhen economic activity ''''as very low, there was 

a waiting list of loan applicants. 20 It would therefore seem 

that the only limiting factor il1 the growth rates of these 

institutions is their ability to attract savings or 

borrow, thus their loans are closely correlated with the 

depicts a secular increase over the decade it is also given to 
wide fluctuations. To some extent the near-banks contribute 
to this destabilizing influence and it will be our purpose 
to determine how much . 

19 . 
G~lles Mercure, p . 140 & 

20 
Ibid . , p . 139 . 
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grmV'th of their own resourc·;; s . 21 

The second factor contributing toward inflexibility 

is the liquid reserve position of most credit unions. One 

is iwnediately struck by the relative smallness and stability 

of credit union reserves. How~ver, since loans and savings 

approach broadly similar turnover rates there are fe\,-l occasions 

'i ,'hen a need arises for cash.22 During 1959 for example J 

the local unions were generally able to maintain their growth 

rates with little evidence of switching assets, except among 

the larger societies in Saskatchewan. The credit union 

centrals on the other hand, upon which the locals rely for 

borroit{ing, did feel the pinch of monetary restraint . 'l'his 

is indicated by a decrease in shares and deposits and in the 

liquidation of investments in order to finance the rapid 

increase in loans to locals (see Table I, p. 132b).23 

In conclusion, it follows, therefore, that while the 

2. 
One exception is in Saskatchewan where larger 

societies do appear more flexible toward varying cash and 
borroitlings to meet loan demand. Considering all of the locals 
together, however, changes in reserves, even during the tight 
money period of 1959 have .only been marginal (see Table I 
p . 132b) . 

2 It is apparent that credit union borrowers reflect 
the same sort of insensitivity to price changes as do the 
borro'V';ers from other consumer credit institutions . Thus all 
of these institutions tend to compete very little on a price basis. 

23It is apparent, from the directions concerning new 
loans sent doitm to the locals, that the I pnding powers of the 
centrals were rapidly being exhausted toward the end of 1959 . 
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local unions may contribute to the secular increases in 

income velocity of money, the stable growth of their loans 

would contribute very little to the cyclical fluctuations in 

this variable. 

With respect to the central unions, monetary policy 

has more effect, accounting for some cyclical variation in 

their balance sheet. Whereas the locals have little regard 

for term and marketability, the centrals, in choosing their 

investments, give more consideration to their liquid 

reserve positioh. Even so the evidence available suggests 

tbBt short-term securities are still not widely held and it 

has only been in recent years that managers of centrals have 

demonstrated an a:wareness of these more liquid holdings. 24· 

Nonetheless, the general consensus is that these managers 

"all show a great reluctance to sell securities at loss from 

book values" . Since most loans are made on a short-term 

basis it is generally regarded as unprofitable to liquidate 

a long-term investment on a good yield basis in order to 

provide funds for short-term investment "Ji th only a slight 

yield improvement. 

In conclusion, the general picture is that switching 

of assets is virtually non-existent at the local level and 

24The investment portfolio of the Saskatchewan central 
is comprised mainly of provincial bonds and some Canada bonds; 
65% are over 10 years while less than 15% are shorter than 
5 years . 
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only marginal (although starting to gro'tr!) at the centra] 

level. If the centrals should continue to increase their 

stock of liquid assets some destabilizing activity might 

develop during future periods of monetary restraint. -',. 

Finally~ the credit unions, while increasing their lending 

activities slightly during tight money, make no significant 

contribution toward increasing the supply of loanable funds . 

On a consolidated basis, they are able to reduce their 
cash ratios very slightly and increase their borrowings 
not much more; the total increase in their credits is 
less than 5% of normal. 25 

The caisses populaires, unlike the credit unions, 

direct the bulk of their funds to members for real estate 

f ". 26 1nanc1ng purposes. While this lending is significantly 

influenced by the resources of the caisses and their ability 

to attract savings, it tends to be more elastic than that 

of the credit unions. 27 Unlike the credit unions, the caisses 

25 
Gilles Mercure, p . 202. 

26These loans represent an estimated one third Of the 
total conventional residential mortgages made by all finan-
cial institutions in the province of Quebec . See ~. , p . 144. 

27Mercure notes that the rel~tionshiE of mortgages 
to toal assets fluctuates between 40~ and 44,,/0 ",,'!hich indicates 

,some flexibility and marked cyclical changes in their recourse 
t o r~tioning practises." See Ibid., p . 145 . The evidence of 
one league indicates that for the decade mortgages fluctuated 
from a low of 49.5% (Jan. 1955) to a high of 53 . 4% (December 
1959). During 1959 the total fluctuations, between a low of 
50.5% (end of first quarter) and high of 54 . 4% (end of fourth 
quarter) was 2.9%. In comparison, trust company mortgages 
reached their peak in the third quarter of 1959 2 . 5% higher 
than their level in the first quarter . 
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are forced to ration their applicants only occasionally since 

their loan demand tends to be more sensitive to economic con-

ditions. Also contributing to their potential flexibility, 

is a relatively large liquid reserve which should conceivably 

a110't'J some stretch to their loan expansion during monetary 

restraint. In 1959, for example, the caisses popu1aires could 

have maintained their regular pace of lending and in fact 

increased it, even though the growth of total liabilities was 

slowing dm-m . 

In fact, this has not been the case in 1959; all to the 
contrary, the growth of their mortgages and personal S 
loans portfolios sl~wed down, with little time lag •• •• 2 

It generally follows that an institution 'Vd11 main

tain a significantly liquid reserve position vJhen the bulk 

of the funds are dra~m from chequable deposits, turning over 

twice a year, and invested in mortgage loans which turn over 

only once in 5 to 7 years. Indeed, for the caisses, adequate 

reserves are particularly important since the~e institutions 

follow a policy of borrowing very little, even during periods 

of monetary restraint . 29 An interesting observation in this 

connection is that while investments may happen to reflect 

significant liquidity, they are not regarded by caisses man

agers as a means whereby their lending activities may be insu

lated from changes in monetary policy. In fact, during 1959 

2S . 
Gilles Mercure, p . 146 . 

29The caisses locals apparently regard the centrals 
as exclusive sou~ces of borrowing and the latter enforce strict 
terms an~ collateral requirements on any loans they make . 
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it has been noted that tight money had the effect of intensi

fying liquidity preferences of the caisses with only a very 

slight liquidation of their investments . The aversion 

caisses have toward borrowing contributes to the high degree 

of sensitivity that exists between the lending operations of 

the caisses and changes in their savings business . For 

example, it was apparent that as interest rates rose during the 

1959 period of monetary restraint, the flow of idle balances 

to the caisses was restricted after a brief lag. Responding 

to this curtailment in their flow of funds the caisses cut 

back their loans. Such action indicates that while these in-

stitutions might have sufficient elasticity to impart some 

destabilizing pressures upon the economy, they are not prone 

to do so . 

The investment operations of the caisses also 

reflect their tendency to refrain from switching assets during 

periods of monetary restraint~ In the first place the Act 

governing caisses populaires limits them to four good types 

of marketable securities, thereby restricting their ability 

to conduct profitable trading operations. In addition, 

trading of securities is not regarded favorably, "either as a 

matter of principle or because of a lack of confidence in their 

skills".30 The evidence available suggests that maturities 

purchased tend to be concentrated between more than one year 

30 
Gilles Mercure, p. 167. 
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and less than four years. While the locals lean toward hold

ing mainly school board and municipal issues (the latter 

comprise 75% of the local~ ' securities), the centrals are 

observed to "buy and sell frequentlytf in order to adjust their 

vddely fluctuating cash position. However, they also sh01'-l a 

reluctance to sell securities at a loss from book value ~ 

In conclusion, it would appear that if the present 

trend continues toward more sophisticated investment prac

tises, the degree of responsiveness to market forces will 

tend to increase and may intensify the efforts of these insti

tutions to economize on cash balances. Nonetheless, in the 

past caisses populaires have not proven to be de-stabilizing 

in their activities and have supported rather than worked against 

n:lOnetary policy. 

c) Trust and Mortgage Loan Companies 

In an earlier chapter we noted that, while both the 

trust and mortgage loan comps.nies offer chequable demand 

deposits, those of the former playa more important role in the 

economy's payments mechanism , It was also apparent that the 

trust companies have enjoyed a rapid rate of growth relative 

to the chartered banks and this has largely been reflected in 

the rapid increase in purchases of guaranteed investment 

certificates. With respect to demand deposits, those which are 

chequable have tended to increase at a lower rate than non

chequable deposits, and therefore, in the past few years have 
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grown relatively less important . Notwithstanding this the 

trust and loan companies together add an amount totalling 

$660 million (or 3.9% of the money supply) to the uncontrolled 

portion of the money supply. In itself this amount is not of 
little 

alarming significance and requires relatively/compensating or 

offsetting action by the monetary authorities to allo'w for its 

grOl-,1th. As a result there is little evidence of discrimina

tion against chartered bank growth due to the secular growth 

in near-money created by trust and loan companies. Neverthe

less this uncontrolled portion of money could be more impor

tant if thought of as part of a larger total contributed by 

all the near-banks. Therefore, it will be useful to examine 

the cyclical movements in the growth of chequable de,posits for 

destabilizing tendencies. 

Table II p. 142a indicates t}i"dt , chequable deposits 

tend to grow strongly during periods of monetary ease and to 

level off and decline during the succeeding period of 

restraint. This tendency was particularly evident during 

1955-57 but in 1955, a period of easy money, the cyclical 

peak extends ~nto the first quarter of 1959. Similarly, the 

growth rate bottoms out in the first quarter of 1960 and 

begins to increase some time prior to the change in monetary 

policy. The discrepancy might perhaps be attributed to an 

error in setting the limits of monetary restraint, however we 

may recall that in 1960, even though monetary policy was not 

altered until late fall, conditions were easing up in financial 

markets as early as the spring and summer of that year. The 
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-(Tol~~0nt:o-; 19""621 , f . rr - 57. 
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evidence indicates that chequable deposit gro'lf:th tends to be 

generally in step with monetary policyo 

The observed fluctuations in the growth of trust 

company chequable deposits has an interesting relationship with 

the rise and fall of the treasury bill rate. Whereas interest 

rates on chequable deposits are relatively stable,31 the 

fluctuation in treasury bill rates, which are important sub

stitutes for trust company demand deposits, tend to attract 

funds from these deposits during tight money periods; while 

the flow of funds is reversed during periods when bill rates 

decline. This indicates that the ability of the trust com

panies to attract idle balances depends to a great extent 

upon the type of monetary policy in operation. Additionally, 

it is also ap~6rent in Table II, p. 142a that term deposits, 

investment certificates, and debentures are also influenced 

by monetary policy. While these instruments depict a strong 

se cular gro'wth, it has generally been during periods of 

ease, that this growth was fastest. At times when the 

treasury bill rate was climbing, the flow of funds attracted 

toward these investments slowed down. 

In their analysis, the Porter Commission note that a 

tightening of the money supply is likely to influence the 

trust companies more than the mortgage loan companies. This 

was apparently due to the fact that demand deposits, for which 

31 
Report of the Royal Commission on Banking and Finance, 

Appendix Volume, Qttawa: Queen's Printer, 1965, p. 230. 
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interest rates tend to be inflexible, are relatively more 

important to the trust Jompanies as a means of drawing funds . 

The inflexibility of interest rates also applies to short

term guaranteed i nvestment certificates and altogether it 

places th€se companies in an unfavourable competitive position, 

particularly during periods of rising interest rates . The 

trust companies, particularly during periods of monetary 

ease, have generally benefited from borrowing in the short

term money market . In times of restraint however, this source 

of funds tends to expose these intermediaries 

more quickly and completely to the volatility of short
term interest rates and to sharp changes in the flovl of 
highly liquid funds.32 

The inability or lli1willingness to raise their rates in compe

tition with others in the short market, obliges the trust 

companies to suffer a decrease in their supply of loanable funds , 

On the other hand, the mortgage loan companies are less 

dependent upDn deposits and, being prepared to pay higher inter

est rates, they are able to continue their growth during times 

of monetary restraint (e.g., 1959). 

It is not entirely clear why the trust companies adhere 

t u this policy of inflexibility; however, it does strengthen 

their responsiveness to monetary policy . One explanation for 

their failure to be more aggressive for funds is that they 

regard the demand for their ONn mortgage funds as being of 
sufficiently high elasticity in periods of tight money that 

32 
The Royal Conilldssion, p. 186. 
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their ability to raise lending rates was severely cir
cumscribed. This being so, their competitive position 
in raising funds in such periods necessarily suffered, 
through their inability to offer more attractive rates on 
their oVJn instruments • .3.3 

In turning to examine the influence of trust and loan 

companies upon the demand for money, we might first observe 

the transactions velocity of their chequable demand deposits. 

From Table III, p. 145a, a number of observations can be made . 

First of all, in relation to chartered bank deposits, trust 

and loan chequable deposits turn over much slower than highly 

active current account deposits. It is evident that the latter 

are really quite stable and show a strong steady increase. 

Relative to chartered bank savings deposits, trust and loan 

deposits are roughly comparable in both velocity and cyclical 

fluctuation. A close comparison indicates that active current 

account deposits turn over at slightly double the rate of 

trust and loan chequable deposits and show a tendency toward 

increasing this margin; also trust and loan deposits tend to 

appear more unstable, particularly between 1958 and 1960. Both 

the trust and loan deposits and bank savings deposits trace a 

path of destabilizing cyclical movements. For example during 

1955-57, the velocity of both forms of deposits continued to 

gro'w strongly '\,>1ell into the middle of the tight money per f od . 

Again during 1958-60 both grew strongly, reaching peaks at the 

end of 1959 and at the beginning of 1960 respectively, and only 

33R•C• McIvor, "Some aspects of Canadian Financi ~l 
Intermediaries", May, 1964, p . 126. 
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ANNUAL VELOCITY OF CHARTERED BAN-:{ CURRENT DEFOS ITS, · SAVINGS TABLE III 
DEPOS I TS AND TRUST AND LOAN CHEQ UABLE D¥POSI TS -, ----c seasonally ci(rrus~ed-':-quarterly average) 

a 
CURRENT DEPOSITS 
TU~-mOVER RATE 

SAVI NGS DEPOSI TS a 
TURNOVER HATE 
----~1r---

TRUST AND LOAN CREQUABLE b 
DEFOS ITS TU?NOVr R RATE --·----2.1+4----1951+"--]4: 91-- -

1955 

~8 .48 
37.88 
38 .90 

1.47 
1.42 
-1.43 

2.48 
2.28 HONETARY 
2.56 EASE 

2.24 
2.20 

40.00 
37.86 
39 .26 

·----';3D • 7 b 

1.39 
1.40 
1.42 
1.2) 

2.28 
2.20 

41.15 1.51 2.40 
43.03 1.53 2.56 
43.66 1.59 2.60 
41.50 1.51 2.44 

1956 

HONETARY -
RESTRAINT 

1957 48 .56 1.56 2.60 
46.58 1.51 2.52 
48.96 1.56 2.44 

~7.10 1.56 2.48 

51.95 1.40 2.52 HONETARY 
51. 90 1.42 2.52 EASE 
49.73 1.40 2.76 
~96 --l.l+l 2. 5l)-

1958 

1959 56.66 1.46 
55.88 1.54 

2.72, 
2.92 
3.12 
3.60 

59.78 1.57 
59.88 - 1.65 

HONETARY 
RI~STRAINT 

1960 63:99 1.58 3. 6t~ 
3060 
3.48 

66.53 1.53 
65.03 1·57 - --··-----61. 61r----------1~~9 -_. 3.36 

1961 '71.64 1.51 
68.21 1.53 
67.27 1.51 
66.56 1.54 

1962 75.55 1062 
70.69 · 1. 57 
7).37 1.·58 

7).91 l. o} 

1963 79.30 1.56 
73 .95 1.59 
75.56 1.57 
77.69 1.62 

1964 811-.94 1.71 
[52.72 1.72 . 
83.41 1. 64 
86.65 1.65 

no a. HONETARY 
EASE 

n.a. HONETARY 

n,.a. 

n.a. 

RESTJAINT 

HONETARY 
EASE 

Source: D.B.S. Cheque s Cas8..ed in C1eari~ House Centr~.§. (anrwa1 , 1954-196Y 
- - si v--er:- Note t ha t the veloci t v of chartered bank 
chequab1e deposits ii ca lculated in terms of t otal money 
suppl y (bank deposits and currency) and total che~ ue s 
cashed aga i ns t savings and current acc cunts - figures are 
placed on an annual fo ot i ng. 

) 
Source: The Role of _t he Trust and Loan Compani es in the Canadian Economy 

(Toronto , 19E)2), P.II - 52. 
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toward the end of monetary restraint did they show signs of 

The above observations emphasize the similarity between 

savings deposits at the chartered banks and chequable deposits 

at the trust and mortgage loon companies. While evidence of 

some instabilities in the near-banks' liabilities has been 

presented, it is necessary to bring this into proper perspec

tive. For example, during the first period of monetary restraint 

the increase in transactions velocity of money (i.e., char-

tered bank deposits and currency) l~as equivalent to $3.5 bil

lion or a 37% increase . in the money stock, while the increase 

in velocity of trust and loan chequable deposits vJas equal 

to about 24 million or an increase of 1/4 of 1% in the money 

scock. 34 The same relationship is borne out during 195$-60 and 

serves to indicate that While velocity of trust and loan 

deposits increases in a destabilizing manner during tight money 

periods, it loses its importance due to its relatively small 

size. Nonetheless, on tbe a~s umption ofa continuation of 

current growth rates, potential future importance could 

command more serious attention. 

With regard to income velocity of money it is useful 

to compare the cyclical patterns of mortgage loan expansion 

in Charts IV and V, p . 146a,b, with changes in velocity shown 

34 
Role of the Trust and Loan Companies in the Canadian 

Economy, 1'5e: A Study prepared for the Trust Companies Assoe
~at~on of Canada (Toronto, May, 1962), p . II-52. 
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in Chart I, p. 118a. We recall that as demand pressures 

intensify and credit is restricted, cash balances are econ

omized and the existing money supply turns over at a faster 

rate. Similarly, during these times financial intermediaries are 

called upon to provide funds and, while being restricted in 

their activities by the current monetary policy, they en-

deavour to pare dOvJn liquid balances to minimum levels and 

direct these funds into loans and mortgages, etc. Charts IV 

and V, p. 146a,b, and Chart II, p. 118b, indicate that the 

chartered banks, trust companies, and mortgage loan, compan-

ies react quite typically during these periods of monetary 

restraint and each adds its influence to the upward pressure 

on income velocity.35 

In the three charts showing asset portfolio shifts of 

the financial intermediaries compared above, it is necessary 

to abstract from the strong secular increase in the growth 

rates of all three institutions, particularly the chartered 

banks and trust companies. 36 The charts do serve to indicate 

35 
It is interesting to note in Chart I p. 118a the 

close relationship between mortgage loan fluctuations and the 
rise and f ,all of the treasury bill rate . Since a rise in 
tr~asury bill rate reduces the flow of funds to the various 
institutions, particularly the trust companies, this suggests 
that if loans are to increase at such times the loanable funds 
must be generated internally. 

36 
Such an abstraction has been statistically attempted 

by the Porter Commission. The procedure was to estimate the 
trend in relative grovvth rates of particular institutions 
"md to remove it. The figures remaining depicted a nearly pure 
cyclical pattern and were used to substantiate the Commission's 
cl.:dm th.s t the institutions we have so far discussed operate 
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the nnture of switching operations of these important 

financial institutions. In all periods of monetary restraint 

loans and mortgages are buttressed by the sale of short-term 

notes and other liquid assets. This activity, if carried 

beyond reasonable limits, is surely the most serious threat 

to effective monetary policy . It is interesting to note 

that the chartered banks (see Chart II, p . l18b) reflect 

the most destabilizing of these activities. It is quite 

apparent that cyclical fluctuations are more pronounced for 

the trust companies than for the loan companies (see Charts 

IV & V, p . l46a,b) although the trust companies seem to show 

the earliest signs of monetary restraint; particularly 

during 1955 to 1957 . The amplitude of the cycles however, 

is still more pronounced for the chartered banks, and most 

significantly so during the second period of restraint. 

While the above comparison may not be conclusive 

proof , it does suggest that in this particular area the 

action of the banks is a more serious destabilizing factor . 

This certainly becomes true if we consider the vast differ-

ence b et ween the absolute magnitudes of the securities 

liquidated . Indeed, when compared to the massive switching 

operations of the chartered banks, similar activities of the 

trust and loan companies "pale into insignificance". 

d) Sales Finance and Consumer Loan Companies 

Both the sales finance and consumer loan companies 

refrain from issuing deposit liabilities that are chequable 

well in line with the direction of monetary policy . See The 
Royal Commission, p. 218. 
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and thus serve as a means of payment . These companies draw 

the bulk of their funds either from the money and capital 

markets (in both Canada and the United States), if they are 

sufficiently large, and/or, from credit lines established 

with the chartered banks. This latter source is important 

to most small companies and serves as an emergency credit 

ucushion " for some of the larger institutions . However, a 

number of firms have withdrawn from the banks due to the 

credit restrictions in 1956 and 1959 and due. to the attrac

tive lower interest costs in the money market . A third 

source of funds, pa.rticularly for many of the consumer loans 

comp~nies, is the Canadian or UoS. parent company . It is 

thus evident that the loanable funds supporting the finance 

and consumer loan industry are increasingly being drawn 

from areas which are not under direct monetary control . 

Indeed, these institutions, dravling .funds from foreign sources 

and from local money markets sensitive to rate changes, are 

often able to continue their operations unimpeded by current 

monetary restrictions . 37 

The sales finance and consumer loan companies have 

undoubtedly contributed greatly toward pushing the velocity 

of income to its peaks, as depicted in Chart I, p o 118a . There 

3 ·/It is not suggested that this ability to borrow in 
foreign markets and thus circumvent monetary control makes 
the finance and loan companies unique. On the contrary, it 
is clear that a number of institutions, including municipal 
and provincial governments, borro,,) from foreign capital 
markets when the interest rates in Canada rise relative to 
those abroad. 
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is every indication that funds continue to flow strongly 

toward these intermediaries well on into periods of monetary 

restraint . In Table IV, p . l49a for example, it is apparent 

that during each period of monetary restraint there have been 

relatively large increases, in both short and long-term 

paper, while any significant decrease in these instrum.ents 

has been pretty well confined to periods of monetary ease . 

Thus the finance companies pump large doses of liquid assets 

into the economy and loan out the funds they have received 

in exchange. This .activity reaches its peak at a time when 

the monetary authority is attempting to reduce general 

liquidity. It is for this reason that the activities of the 

various near-banks have been publicly declared destabilizing. 

We are perhaps most familiar with the 1956 Annual Report of 

former novernor COffne in which the sales finance and consumer 

loan companies were referred to as being flout of step with 

the trend of credit policy". The governor also stated that: 

while consumer credit may be a useful adjunct of modern 
merchandising, large fluctuations in the volume of such 
credit make it a de-stabilizing factor working against

38 the stabilizing efforts of fiscal and monetary policy. 

38 
Annual Report, 1956, p o 27. During these expansion 

years the central bank regarded the spending of consumers on 
such durable products as new cars to be excessive in the 
light of current income. It also believed that it was an 
unhealthy feature of the boom in that it contributed to 
inflation and also because the loan repayment period tended 
to coincide with the following period of recession thus 
increasing its severity. Others, however, have criticized 
this view . There is the question, for example, of whether 
the net additions to consumer credit, during the two periods 
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One may wonder why it \\las that the finance and loan 

companies were singled out for criticism, particul arly in 

the light of operations pursued by other intermediaries; not

ably, the chartered banks 'vhich vJere increasing liquidity 

contrary to the wishes of the central monetary authority . We 

are thinking mainly of the s,"li tching operations which per

sisted well into both periods of monetary restraint and which 

contributed to the rise in income velocity of money. The 

basic difference of course is that this switching of assets, 

participated in by the banks, insurance companies,trust and 

loan companies, and caisses centrals, generates funds in-

ternally 'while the funds r aised by the finance and loan 

companies are external and drawn from outside sources. The 

end result still remains the same, both creating undesirable 

pressures upon the economy through the expansion of their loans. 

Still, the finance and loan companies bear the brunt of 

the criticism. Perhaps this stems from the fact that there 

c:l ppears to be no limit to the rates they offer in attracting 

funds and hence, no end to their supply of loanable funds to 

of restraint, actually reached proportions necessitating con
cern. The year .959, as a aase in point, still held consider
able slack which could conceivably have absorbed further 
spending on consumer's durables . In extending the above criticism 
of the central bank's view it is held that "the net increase 
in consumer credit in 1956 '-las only about one-fifth of the net 
increase in business credit. Moreover, the net gain in con
sumer credit in 1956 was substantially less than the gain in 
the previous year; while business credit increased more in 
1956 than in 1955" . See Canadian Economic Research Assoc
iates, Sales Finance Companies in Canada (Toronto, 1958), 
p. 39. 



finance current expenditure . 39 

A significant portion of the market for consumer 

credit is depicted in Charti VI, p . 152a. Once again it is 

necessary to recognize that there is a strong influence 
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from the secular trend of consumer credit growth; particu

larly during the second period of monetary restraint when the 

chartered banks entered the personal lending field on a large 

scale. " Nevertheless, there is enough evidence to demon-

strate a variation in reaction to monetary policy by the 

various institutions depicted.HO 

During 1955-57 the chartered banks sho"l a marked 

decrease in personal loan business as early as the second 

quarter in 1956. The consumer loan companies react in a 

sim.ilar, but less dramatic manner but the finance companies 

continue to show considerable strength in credit expansion 

up until the final quarter of 1956 and again, ·a large 

increa.se in the first quarter of 1957. 

The second period of monetary restraint bears out a 

39 
Some observers have taken exception to the central 

bank's claim that the finance and lo.an companies possess the 
ability to offer "any necessary rate of interest" in raising 
funds. They claim there are at least two factors limiting 
the expansion of these companies . The first is that they are 
unable .to pass on any rate of interest to borrowers due to 
considerations of risk. The second is that these companies 
traditionally li~t their expansion by not allowing their lia
bilities to exceed four times their credit base. Thus it is 
argued that expans,ion during monetary restraint is limited by 
the credit \vorthiness of the companies themselves. See Ibid ., 
p. 73. 

40In footnote 36 p.. 147, reference "vas made to the 
Porter Commission's efforts to eliminate the trend line from 
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Not e ! Shaded a reas re pr es ent pe r i od s of mone tary r estr aint. 

So nrce : Bank of Canada Statistical SUm!:la ry Suppl ement, 196L1- , P.98 . 

The co r r esponding chart i ndicates t he i quar t erly change in pers onal 
loan s ot he r t han t hos e fully secur ed by marketable bonds and stocks 
and home i mp rOVement loans. 

The corr esponding chart i nd ica t es quarterly change s in conditional 
sa les agreements held in connection ",ith financing of retail 
pur chases of cons umer goods. 

The corres ponding chart indicates the quarterly change in 
installment credit and ca s h l oans. 
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slightly different comparison; but our conclusions are bas

ically the same. It is evident that the chartered banks add 

considerably to their share of the consumer credit market. 

Nonetheless, after an initial increase, most notable during 

the first quarter of 1959, the banks' operations continue 

to reflect credit restrictions by decreasing throughout the 

year to a low point in the final months of 1959. Following 

an increase of some 120 millions during the peak months bank 

loans fell off to the point where they reflected a decrease 

in the final months of close to 40 millions; howver as mone

tary policy began to ease, consumer loans at the banks began to 

show important increases and have continued to do so . 41 

Both the sales finance companies and consumer loan 

companies were restricted in their operations during the 

second period of tight money but this tends to reflect more 

the competition from chartered banks than from monetary policy. 

Both institutions found their rate of growth decreased but 

the gro't'Jth of assets for various financial intermediaries. 
The resulting cyclical pattern reveals most institutions in 
step 11li th monetary policy; however, the cyclical growth pattern 
of sales finance and consumer loan campanies is directly opposite 
to the direction desired by the monetary authorities. See 
The Royal Commission, p. 218. 

41It is interesting to note that while personal loans 
recovered their previous gro't'Jth in the first quarter of 1960, 
total loans and mortgages continued to decline until the final 
quarter of the year vJhich is recognized as the terminating point 
of monetary restraint. 
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nei ther suffered anYVihere near the dramatic cut back experienced 

by the banks. In fact, important increases in credit are 

shown during the early months of 1959 and again in 1960 and 

this grovJth during tight money is in contrast to the much 

greater losses suffered during the following period of 

monetary ease. In short one may conclude that the finance 

ond consumer loan companies have suffered severe set backs 

ill/hen competing for customers with the chartered banks. HO\lv

ever , as credit continues to tighten and the banks must 

conserve their dvIindling cash balances and turn customers 

away , the finance and loan companies are able to attract 

loanable funds and thereby expand their loans. Evidence of 

this is borne out i~ T~ ble V, p. 154a . It is apparent 

that increases of outstanding balances are most important 

during periods of tight money. One of the largest recorded 

increases fqr example, comes during the final months of 1959 

and the first quarter of 1960, a time itlhen monetary policy 

was most restrictive. 

A closer look at Table V, p . 154a reveals an inter

esting point . One may notice that while outstanding balances 

continue to rise seemingly unimpeded, the purchase of new paper 

begins to decrease by the final quarter of 1956 and as early 

as the second quarter of 1959 . Representatives of the industry 

claim that even at these early times a more cautious attitude 

"las developing to\mrd acquiring ne"-T business and indeed mon

etary policy was having an effect. In addition it is noted 

that the increase in outstanding balances vias due to the 
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TABLE V 

PAPER ESTnlAT~D BALA;JC~ CUTSTAHDI HG 
~. U?CEASED RLJ ;\YHFNTS b (end of periodj-----+ - .---- + + 

1955 n.a. n.a. 804 
. 860 56 

913 53 _ - - - - - - - - -- - - - --- - - - -- - - - - - - - - -- - 936 - - 23- - - - - -

1956 511 477 1018 82 
670 159 579 102 1131 113 
631 11 587 8 1196 65 MONETARY 
569 112 523 64 1217 21 RESTR'UNT 

1957 632 63 600 771309 92 
598 3~ 589 11 1310 1 

~ - - - ~ij - 2G_-r 11- - - - - ~~~ - 12-61+ - - - - - -i~~~- - - __ 6"Lj'7 - - - - -

J.IONETARY 
1958 571 58 614 77 1294 25 EASE 

549 22 · 56Z 11-7 1256 38 
- --- - %~~--. 1+1- l:4 __ -- - - - ~~;-- -II ._3_ - -- - - -- f~~-- - - - l~ __ -- -- - -

1959 649 73 628 75 1299 83 
630 19 620 8 1303 4 110NETARY 
660 30 613 7 1329 26 RE STR,\INT 
618 42 574 39 1346 17 

1960 698 80 636 62 1472 126 
642 56 632 LI- 11t-67 5 

_ - - - - ~~6 - 7T- 29_ - -- - .- ~i~ - - _ I i- -- -- - - - -i¢~t - --. 19_31 - - - - -

1961 586 
555 
558 3 
692 134 

32 
36 
13 

74 

I 1t-67 
1383 
1340 
1335 

16 1 rOHETARY 
84 EASE 
43 

5 
1962 702 10 706 37 111-02 67 

68 2 20 676 30 1400 2 
- -- -- - E2j - -- -- '59-- - - - -- 609 -- _ .. --6'"/ -- -- -- - - - lY·OO -- - - -- :- R"ri,srMli'TT 
-- -- - - 77t~ --1)1- -- - - -- - -- 661 - ) 2- - - -- - - - - -lrt81 - -- ~r1 ~ - -- -- - - -

1963 815 LI-l 770 109 1600 119 
760 155 761 9 1586 11+ l:ONETARY 
680 80 673 88 158a 1.1- EASE 
940 260 789 116 1695 113 

1964 985 ll-5 893 104 12,70 175 
886 99 875 18 1368 2 
7b4- 102 813 62 1828 1+0 
b56 72 811-2 29 1806 22 

a 
Sourc e : Bank of Canada Sta tistical Surnma ry Supplement , 1964. 

b 
Repayments aTe estima t ed by s ubt racting the ne t change in balances 
O'.:.ts t an ing dur i :-,g a per i od f r om t he IDJ or pu:·cbased . 'The fig ures 
UI( refore include cancell a ti ons and othe r adjus t !:ients. 



longer repayment terms reported to be necessary to cover 

rising car prices . 
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In the final analysis one is persuaded to agree that 

the cyclical growth of the finance and consumer loan com

panies ShO\,lS considerable tendency tOvJard being !lout of step 

with the trend of credit policy". However, the extent to which 

this has disrupted the desired impact of monetary policy and 

has necessitated stronger and inequitable pressures against 

the chartered banks thereby restricting their growth, 

remains open to speculation. Over the past year these credit 

institutions have shown their vulnerability; consequently 

there appears to be very definite limits within which they 

must operate. Such an upset has a dual effect in that it 

drives the industry toward more conservative lending policies 

as -"l1ell as setting the publi c against unreasonably high 

interest rates on finance company liabilities. Thus, minus 

even formal monetary control, there still remains the natural 

checks of the competitive market; these enforce themselves 

upon ~ny institution which operates outside of that area 

which is commonly regarded as good business. Nevertheless, 

there is obviously a need for some formal control even if only 

to prevent the shock of these natural checks from permeating 

wide areas of the financial rrL9.rket . 

Perhaps the Porter Commission aptly summarizes a popular 

attitude regarding the activities of the finance and consumer 

loan companies. While some may criticize the destabilizing 

influence ~hich these companies have upon the economy, the 
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Cemmissien notes that this: 

is hevJ a price system should ",ork . The cyclical behav
ieur of the liabilities of the sales finance and consumer 
loan companies She1'IS that funds do flow to the borrowers 
willing te pay mest fer them, particularly when rates 
are high and funds are limited. Thus , the fact that 
lending by these companies rese in tight credit condi
tions of 1956 - 57 and 1959 is not evidence of a failure 
in the workings of general menetary pelicy but .of an approp~ 
riate response to market ferces. 42 

e) Life Insurance Cempanies 

The life insurance industry plays a major role in the 

transmission of funds frem saving to investment . Hewever, 

these intermediaries are distinct frem the ' other institutiens 

in our study since they are generally characterized by a long

term financial operation. They are in the same category as the 

mutual f~nds and pension funds . The life insurance companies, 

of course have no effect upon the supply of money, since the 

only liabilities they create are generally long-term and are 

not recognized as being very liquid. Also , because of the 

cont~ acted nature of their source of funds, the flo\"J of savings 

tOi'lClrds these' institutions tends te be smooth relative td the 

near-banks and is without significant cyclical fluctuations , 43 

In addition, i t is apparent in Chart VI, p . 152a that life 

insurance policy loans, which comprise only 3 . 8% of total 

assets; do not reflect the same n,,,plitude in their cyclical pat

tern as de conswner 10,ans from other institutions . 44· Even 

42The Royal COmmlssion, p . 219. 

430ne important reason for this is that interest rates 
are generally not regarded as an important factor in drawing 
idle balances. 

4~ife insurance policy loans have declined in 
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mortgage loans '\'lhich now comprise 50% of total assets show a 

similar lack of cyclical variation in their rate of grol"lth 

despite the fact that this gro,"lth has been very rapid since 

the 'war . 

There is one area in the life insurance operation how

ever, that has generated interest regarding the stability ques

tion; this concerns the switching of assets. The question has 

been raised as to whether and to what extent, the life compan

ies indulge in switching operations in order to create loanable 

funds during a period of tight money. It will be of interest 

to give this question some fUrther consideration for it does 

relate to the stability implications of near-bank financial 

intermediaries . 

The insurance industry has reported that the influence 

of monetary policy "flows essentially from changing interest 

rate levels tt
•
45 The principal investment category is long

term paper; h01rleVer short-term bonds and commercial paper are 

acquired on a small scale mainly during periods when security 

prices are falling. This latter activity is somewhat in con

trast to other credit institutions which tend to pare down 

importance from 1957 when they were 4.7% of total assets. At 
the end of 1964 these loans were roughly one-quarter that of 
credit union and caisses-populaires consumer loans and less 
than one-quarter of the loans made by sales finance and consumer 
loan companies. 

45The Canadian Life Insurance Officers Association, 
Submission to the Royal Commission on Banking and Finance 
(Toronto, 1962), p. 70. 



their short-term securities in order ~o finance loans during 

periods of monetary restraint. Since the life insurance com

panies are evidently most con,cerned with the long-term paper 

market, it is through this area of the financial market that 

monetary policy must strike these institutions. Therefore 

the success, with which monetary policy restricts the credit 

operations of the insurance industry, depends on the influence 

it has on yields in the long-term market. It follows from 

this that since long-term rates are usually the last to feel 

the pressure of central bank open market operations (given 

that a "bills only" policy is general practise), the insurance 

companies are generally slm·! to react to monetary restraint, 

especially compared to the chartered banks. 

An additional reason for the slow reaction to monetary 

policy is that among the many insurance firms only an excep

tional few large companies participate actively in trading 

securities. vfhile it is true that within the last decade there 

have been notable portfolio shifts out of Government of Canada 

bonds and into corporate bonds and mortgages, these asset 

changes have not been recognized as occurring as suddenly or 

as dramatically: 

as are for instance, the portfolio changes which banks 
undergo, being largely a matter of re-directing the inv~st
ment of nev.l funds and the proceeds of maturing assets. 46 

The prese:uee of a more developed secondary market, pab

ticularly in mortgages, v.lould no doubt contribute toward more 

insurance companiesr becoming actively involved in capital 

46 
The Royal Commission, p. 244. 
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markets. As it is, most companies are not as sensitive 

to yield differentials as they might otherirJise be and 

consequently are inclined to pursue quota investment purchases 

rather than placing funds \'lhere they might achieve a better 

return . Given a broader and deeper secondary market it is 

conceivable that a number of life companies would increase 

their elasticity through adopting more sophisticated invest-

ment techniques. There is no indication however, that 

resulting fluctuations in growth would be of a de-stabilizing 

nature. In fact, a broader participation in the market for 

securities would serve to increase the responsiveness of 

insurance companies to monetary policy. As current evidence 

indicates, the hesitation to show a book loss on investments ~Jorks 

to lock in most companies at a small change in long-term yields. 

It is, therefore, conceivable that should this sensitivity to 

yield changes grow, or if yield changes for policy purposes 

should increase , the insurance companies would react in the 

desired direction. 



CONCLUSION 

The period from 1954 to 1964 has shown probably the 

most outstanding grm"th by financial institutions in our 

country's history. Of particular interest to us has been 

the r apid development of several institutions, notably the 

trust companies , credit unions and caisses populaires, VJhich 

conduct a business so closely approaching a banking function 

that they have come to be called near-banks. 

One may ponder at great length the many variations 

in definition that have been suggested in order to describe 

a banking function: whether to list the typical functions of 

an existing bank (i . e . , chartered bank), whether to consider 

the ability to create an instrument recognized as a medium 

of exchange, or \-!hether to take account of a particular asset 

structure, etc. All of these things together might well 

be typical of a Canadian chartered bank as we know it; how

ever they also serve to adequately describe other institu

tions not commonly regarded as banks. It therefore seemed 

appropriate that, since we were to be concerned wi-t.hthe 

influence of economic policy upon general liquidity, an 

important criterion of banking must be the distribution of 

instruments of high liquidity by a given institution. 

We recognized at the outset that, while a necessary 

160 
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function of money l 'ms to serve as a store of value, it 1I':as 

no less important that it serve adequately as a medium of 

exchange. We then proceeded to analyze the several instru· 

ments issued by the near-banks including; various forms of 

deposits, certificates, shares, and notes, and found that 

\\fhile a fe,A)" achieved the perfectly liquid state of money, 

many \i~ere close enough to money in terms of liquidity that 

they too could have a significant influence upon spending, 

since it was possible, within a short space of time, to con

vert them into cash. Thus it became apparent that while 

all these nee.r-money instruments fulfilled the store of value 

function, they also approached very closely the medium of 

exchange function. In short, it was clear that the ability 

of an inst itution to create these highly liquid instruments 

could have important implications upon effective monetary 

control; for three reasons. One, if their size should reach 

significant proportions; tvvo, if their ability to groVJ was 

to remain outside of the direct control of the monetary 

authori ty; and three, if their grov.Jth vtJas out of step with 

the trend of monetary policy. 

If present near-bank growth r~tes were to continue, 

the impact upon our financial community would be extremely 

dramatic. Neil McKinnon has compiled a statistical picture 

of this potential grov.lth . 
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Table I 

Projected Gro""th of Total Deposits and Similar Obligations 
of Chartered Banks, Trust Companies and Credit Unionsl 

Chartered Banks 
Credit Unions 
Trust Companies 

1960 
12,991 
1,195 
1,091 

($ millions) 

1965 
15,376 

2,366 
2,073 

1970 
18,297 

4,685 
3,939 

1975 
21,773 
9,276 
7,484 

1980 1985 1990 
25,910 30,833 36,691 
18,366 36,365 72,003 
14,220 27,018 51,334 

While the above table no doubt greatly exaggera t es the 

situation and fails to consider the relatively small base 

from ""hich the trust companies and credit unions are develop

ing, it does serve to indicate the possibility of these 

institutions becoming vastiy more important, if not the main 

depositories in Can~da. Given that such a projected trend 

"-Jere conceivable, one can Nell imagine the economic impli-

cations of this development . 

Chapter I ''I1as largely devoted to fitting several 

financi~l institutions to the adopted criteria of what was 

accepted to be a bnnking function; that is, the business of 

issuing liabilities characterized by a high degree of liquidity 

1 
Neil J. McKinnon, "Submissions to the Royal Commission 

on Banking and Finance lt
, Canadian Bankers' Supplement 

(Spring, 1963), p. 133. 
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say less than 100 days to maturity. We identified for 

example; the deposits a.nd investment certificates of the 

trust companies, the notes and debentures issued by the 

finance companies, and the shares and deposits created by 

the credit unions and caisses populaires. The chequable 

deposits offered by these near-banks were identified as money 

since they are , an integral pcl,rt of the economy's payments 

mechanism; the other instruments, although not immediately 

serviceable as a means of payment, were recognized as good 

substitutes for money. 

Most of Cha.pter II ":as devoted to describing the 

operation of near-banking intermediaries within the context 

of contemporary economic theory. In so doing we discussed 

the influence of near-banks upon liquidity, the level of 

interest rates, and economic activity in general. vihile a 

number of opinions 'I,-Jere considered, it became generally 

apparent that the near-banks play an important role in 

affecting such theoretical functions as, the supply and demand 

for money, and the elasticity and income velocity of these func

tions. 

The thesis developed by John Gurley and Edward Shaw, 

as well as the study performed by the Radcliffe Commission ; 

were instrumental in placing the near-banks in t heir correct 

perspective. It is significant that both these studies chose 

to treat these intermediaries as though they '!tlere banks, 

having equal ability to create loanable funds and effect a 



164 

multiple expa.nsion of credit. The Gurley-Sha'w group in 

particular, ""ere mainly concerned vdth the strong secular 

growth of ne ar-banks during the post-vlar period. This 

growth necessitated compensating policy measures by the 

monetary authority in the form of increased restraint upon 

the growth of the banking system. 

As a supplement to the analysis by Gurley and Sha1:J, 

attention \'I;).S given to the cyclical nature of nenr-bank 

activity and the stability implications of this activity 

,··jorking upon the elasticity of the demand for, and income 

velocity of, money. It 'vas evident that the creation of 

loanable funds by the near-banks could have important de

stabilizing effects if their cyclical increase was contrary 

t o that desired by the monetary authorities. 

In order to further our analysis, some statis t ical 

evidence vias examined . In so doing, three approaches \"lere 

used. The first "'18.S concerned \'Ii th the impact of near-bank 

chequable deposits upon the money supply; the second 

examined the influence of near-bank operations upon the 

demand for money; and the third was more directly concerned 

vd th the impa ct upon the income velocity of money. 'f he 

fn l lm.'Jing bri efly summDri zes our findings. 

The caisses populaires and credit union locals, 

a long ,,11th the trust and loan companies creat e chequable 

deposits totalling approximately 9% of the money supply 
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(i.e., chartered bank deposits and currency held by the 

general public ). It is clear that while this near-bank money 

has not yet reached alarming proportions, it continues to 

grow at a rapid rate. This secular growth is particularly 

evident among the caisses populaires and credit unions 

and reflects a relative insensitivity to monetary policy, 

especially compared to the gro'wth of chartered bank deposits . 

Evidence of cyclical variation in deposit growth was shown 

by the caisses populaires, how€ver this tended to generally 

coincide with the trend of monetary policy . 

The groT,vth of chequable deposits vvi th the trust and 

mortgage loan companies reflects a distinct cyclical pattern. 

It "{as observed that trust company deposits in particular, 

tend to follO\\1 closely the rise cmd f all of interest rates 

on government treasury bills. That is, "'hen the bill rate 

rises, as during a period of monetary restraint, trust 

company deposits cease to grmv and begin to decline. This 

propensity has been attributed largely to the failure of 

these companies to offer competitive interest r ates and 

thus, like the chartered banks, they experience a loss of 

loanable funds during credit tightness . The mortgage loan 

companies and more recently, a number of smaller trust 

companies, concentrating their business in the savings and 

loan field, have been much more sensitive to changing 

economic conditions . These latter companies have been quick 
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to raise their deposit rates in line with other money market 

rates and have been instrumental in siphoning off large 

quantities of idle cash balances normally directed toward 

the banks and Canada Savings Bonds. While these idle 

balances could have been directed into chequable deposit 

accounts, thus building up this uncontrolled portion of 

money, they were directed mainly, toward term deposits in 

the form of debentures and guaranteed investment certificates. 

These latter instruments are less liquid and often unre

deemable. The minimum term is usually one year. 

In conclusion, the most important creators of 

chequable deposits are the chartered banks and to a lesser 

extent, in descending order of size; the caisses populaires, 

trust companies , mortgage loan companies, and credit un.ions . 

\Vhile no direct control, in the form of reserve require

ments, etc., exists over these near-bank money balances, 

there is little evidence that immediate steps need be taken 

in this direction. One still may argue that bank controls 

should apply to near-bank money for reasons of equity. 

However, with regard to monetary control, near-bank deposits 

have proven to be quite stable and their growth has not been 

so rapid that sufficient allowance could not be incorporated 

into central bank long-run policy. 

In attracting loanable funds from ultimate lenders, 

the near-banks issue liabilities of high liquidity. In 

accepting these liabilities, in exchange for their idle cash 
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balances, the public demonstrates that at a given level of 

interest they wish to hold smaller money balances (currency 

and/or chartered bank deposits). Following this exchange, 

the near-banks activate the idle balances they have collec

ted by creating new loans and the end result is to increase 

the activity of the existing money supply. In short, the 

income velocity of money has been increased. The same 

thing would happen if for example, the chartered banks sold 

off a portion of their treasury bill holdings and used the 

proceeds to extend additional loans, or the public decided 

to alter its present spending program, or there was a 

change in fiscal policy. All these factors might have a 

de-stabilizing influence on current monetary policy. Our 

problem was to determine the particular influence of near

bank activity. In order to do so, we examined t~o things. 

The first '''as the transactions velocity of the actual money 

created by near-banks; the second ''las the relative impact 

upon income velocity by near~banks th~ough changes in 

their asset and liability structures. 

Cbequable deposits created by the caisses populaires 

compare with bank savings deposits in their rate of turnover. 

In 1950 they demonstrated a turnover rate of 2.4 times per 

year and this has changed slightly to around 2.7 to date. 

For the credit unions chequable deposits turn over 20 to 

40 times per year and in this respect are comparable to 

chartered bank current accounts. Transactions velocity of 

the above is not regarded as de-stabilizing and both 
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institutions reflect a cyclical pattern generally in step 

with the trend of monetary policy. It has, in addition, been 

observed to follow the general pattern of asset portfolio 

shifts of the respective near-banks. 

T~ust and loan company chequable deposits turn over 

at approximately t~]ice the rate of bank savings deposits and 

compare closely with these latter deposits in their cyclical 

velocity patterns. The turnover rates of these deposits tend 

to grow rapidly into the middle of the perkod of monetary 

restraint, however as tight money continues, the rate of 

turnover peaks out and turns down during the latter half of 

the monetary phase. One might conclude that so long as these 

deposits make up only a relatively small proportion of the 

total money supply, such evidence of instability as does exist, 

is almost of negligible consequence . Nonetheless, if past 

growth continues, and this applies to all near-banks considered, 

more attention may be necessary in the future . 

The second factor considered in determining the extent 

of de-stabilizing near-bank activity offered greater scope for 

analysis since there was more statistical 0ata available re

garding asset and liability positions. A more detailed account 

of these operations among the various financial intermediaries 

was therefore possible. 

The credit union operation was noted to be quite 

inflexible with regard to loan expansion. This was attributed 

first, to the fact that there is always a ready demand for 

credit necessitating rationing of borrowers . This indicates 
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that the only factor limiting expansion was the ability to 

attract savings . Secondly, it was apparent that savings 

in the credit unions turn over about the same rate as loans 

thus allowing these institutions to operate on a very low cash 

reserve. The result of such a lo",~ reserve, coupled with a 

reluctance to sell their other liquid asset holdings, creates 

a very stable growth pattern . Only the central unions reflect 

some flexibility in their asset portfolio, but even so, 

there is still a reluctance ~o switch from short-term bonds 

into loans. \ve conclude finally, that credit union growth 

is generally unaffected by monetary policy since loanable 

funds are generated internally from their rrL~ 'llbers . Only by 

curtailing the l ending policy of the central unions to their 

locals, can the bite of monetary policy be inc~eased; and since 

many locals rarely borrel" from their centrals, this is only a 

pqrtial solution. 

Caisses populaires loans are considerably more elastic 

than t hose of the credit unions and indicate a higher degree 

of sensitivity to monetary policy _ The caisses retain a much 

larger liquid reserve position which, as in the case of the 

chartered banks, a llows for considerable flexibility in their 

handling of loans. This hOvlever, has not proven a significant 

factor in the past, since the caisses do not regard these 

reserves as a means , of circumventing tight money _ In addition, 

the flo"'1 of funds tov.lard these institutions reacts rapidly to 

monetary restraint and this influence reaches their loan policy 

within a brief period of time. In conclusion, the caisses popu

laires and credit unions have not proven a serious de-stabilizing 
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factor; ho"rever since their operation is similar in many 

ways to a chartered bank, and since, particularly in Quebec , 

they playa significant role in the econorr~ts payments 

mecha.nism, it ill/ould seem appropriate to bring them under 

controls similar to that which now exist for the banking 

system. 

Upon comparison of the mortgage loan companies and 

trust companies, a marked ~yclical variation was observed in 

the growth of their loans and mortgages. It is evident that 

these institutions are able to supply a si~nificant portion 

of the increased demand for loans during periods of monetary 

restraint, by liquidating relatively large portions of their 

more liquid assets. This is an important contribution to the 

increase in income velocity of money which characteristically 

takes place during the upswing in the business cycle. It is 

apparent however, that this activity in loan expansion is 

limited, generally peaking out approximately -half-~Jay through 

a tight money phase as monetary policy begins to take hold. 

When the t\'iO are compared, the trust companies reflect con

siderably more amplitude in their cyclical growth pattern 

than the mortgage loan companies, although much of this is 

perhaps influenced by the strong secular trend in their loan 

growth rates. Both, nevertheless, respond at roughly the 

same time to monetary restraint. When comparing the asset 

shifts of these institutions with those of the chartered banks, 

one notices that the latter reflect a someilJhat stronger and 
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wider cyclical activity. This perhaps exemplifies the greater 

impact of the bite of monetary policy upon the banking system. 

It would seem therefore, that the banks , pose a more de

stabilizing influence upon the economy than either of the 

other two institutions, and this certainly appears to be true 

when the relative magnitudes of total loans are considered. 

In short, the mortgage loan companies describe a much smoother 

grovlth pattern, more in line with the credit unions, whereas 

the trust companies although more volatile, are still less 

extreme when compared to the chartered banks. This perhaps 

indicates the relative influence of monetary policy upon each 

of these three institutions. Being as one would expect, much 

stronger upon the chartered banks, monetary policy still cur

tails the expansion of the mortgage loan and trust companies. 

The finance and consumer loan companies demonstrate 

the most important constraining influence upon the effective

ness of monetary policy. Statistics indicate that these insti

tutions experience their most rapid rates of growth during 

times of monetary restraint. This is generally a reflection 

of the nature of the industry itself which deals in a market 

of relatively inelastic demand. Such being the case, the 

loan companies are able to compete more effectively at times 

of increasing rates of interest. Other ~nstitutions tend to 

be more conservative in raising interest rates and more 

restricted in passing on the higher cost of borrowing to their 

customers. Hence, the finance and consumer loan companies play 
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a la.rge role in enhancing the cyclical swing in the income 

velocity of money and consequently, are a principal target for 

t riticism concerning de-stabilizing near-bank activity. 

The consumer credit industry described above has 

been allowed to operate under only minimum,and it is ofteri thought 

inadequate control. The recent display of these instabilities, 

as illustrated by the difficulties encountered by Atlantic 

Acceptance, will most surely prompt some future action by 

the federal authorities to bring the activities of these 

insti tutions more into line '\IIi th those of others in the consumer 

credit field . Whether these future controls will add to the 

effectiveness of monetary policy is uncertain . At the 

present time there does not seem to be great concern over the 

abili ty of the finance and loan companies to exp.and during 

periods of monetary restr8.int. Rather this expansion is 

regarded as a tendency of market forces to draw available funds 

to areas most willing and able to pay the necessary price. 

It is interesting to note that the period of monetary 

restraint, beginning to"v'wrd the end of 1965 e.nd running through 

to 1967, depicts a somewhat different pattern in the growth 

of the finance and consumer loan companies. Contrary to 

their usual outstanding grovvth during tight money periods, 

these institutions have found it necessary in some instances 

to restrict their operations. The flow of funds was badly 

disrupted by the Atlantic Acceptance fiasco during the 

early months of 1965. Fear of directing funds toward the loan 



173 

companies is still very much in evidence throughout money 

markets two years later. In addition, the chartered banks have 

nov. r/loved into the consumer credit field on a large scale 

and, with the general level of interest rates rising well 

above the 6% ceiling currently restricting conventional loans, 

the banks have strnr':gly promoted their more profitable con

sumer credit business even in the light of monetary restraint. 

Finally, the finance and consumer loan companies have found 

expansion difficult during the past year and a half because 

at times funds 'were simply not available at any pri ce . This 

period witnessed a nurnber of institutions, particularly the 

chartered banks, competing for idle balances in almost any 

maturity and at heretofore unheard of rates. One might con

clude that de-stabilizing growth rbtes of the finance and 

consumer loan companies, 'Nhile perhaps outside the direct 

control of monetary policy, are certainly controlled by the 

natural checks of the Iree market. As this market expands 

and imperfections are eliminated, the indirect control 

associated 'I;,ri th free competition "rill no doubt similarly 

increase. 

Finally, the insurance companies 'I.'Tere examined for 

their contribution to the supply of loanable funds. It was 

noted that these companies Clre somev,!hat slo,,! to ree.ct to 

monetary policy since this reaction depends upon a change 

in long-term interest rates. Also, only a fe1,7 l arge companies 

trade actively in the capital market; hence the industry as a 
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whole is not overly sensitive to yield differentials ~ None

theless we have noted some evidence of switching operations , but 

they were much less volatile than those for example , carried 

on by the chartered banks . In general the insurance industry 

reflects a very stable growth pattern and is not given to the 

wider cyclical swings characteristic of other financial inter

mediaries. Also, their participation in the more flexible 

consumer loan market remains on a relatively small scale . 

Nevertheless, as one might expect , such increases as do 

appear, while of a modest nature, tend to be concentrated 

inside the tight money period; at such a time loan demand 

is at its peak . Decreases in consumer credit generally 

appear during the succeeding period of monetary ease . This 

tendency is of course , a factor in the over-all expansion of 

credit throughout the economy and would necessitate closer atten

tion if it were t o reach greater proportions . However , with 

the trend developing more- toward term contracts , and away from 

the more elaborate cash value combinations, there is not likely 

to be a serious problem here for some time to come . It is 

Llso apparent that individuals prefer to use their cash value 

accruals as collateral on bank loans rather than risk cutting 

into the principal 9f their insur ance contra ct . 

As a general conclusion, one might postulate that 

from the statistical evidence present before us, there is 

little cause for serious alarm over the de-stabilizing 

activitie~ of near-banks . One is inclined to agree that the 
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present near-bank contribution to the money supply and their 

influence upon the velocity of money can be effectively con

trolled by both long-run policy considerations, and monetary 

pressures initiated through the banking system and finan

cial markets generally. It still remains true however, that 

a number of the institutions we have studied perform a banking 

function and, all things being equal, should be classified 

as banks and come under similar controls. The case for this 

action is strengthened if one considers the future growth 

potential of certain of these financial intermediaries. As 

Gurley and Shaw have pointed out, compensating policy meas-

ures directed toward the banking system in order to take account 

of near-bank grmvth, could seriously hamper the gro""th of 

the chartered banks and therir role in the financing of 

economic grov'lth in Canada . As for the grmvth of the near-

banks themselves, this will no doubt continue as the financial 

community expands, to better serve the needs of economic 

units . The senior role played by the chartered banks in this 

expansion is unquestionably assured, provided they show a 

willingness to adapt to changing conditions within the 

marketplace and provided they are able to effect the type of 

competition they have been painfully s1m'! to develop over the 

rast ten years. 
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