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I, Neil C. Quigley, of the City of Wellington, New Zealand
MAKFE OATH AND SAY:
1. 1 have becn refained by the Intervenors to provide expert economic evidence in respect

of the Draft Consent Order filed by the Director of Investigation and Research, und have

knowledge of the matters hereinafter stated.

Experience and Qualifications

Z. I am Professor of Monctaty Economics and Financial Institutions at Victoria
University of Wellinglou, New Zcaland, in which capacity I am Ch:ur of the Money and
Finance Department and President of the VUW Money and Finance Association. I am also 2
Research Associate at the Inslitute for Policy Analysis at the University of Toronto, an Adjunct
Scholar of the C.D. Howe Institute in Toronto, and a regular Visiting Professor of Economics
at the University of Western Ontario. My curriculum vitae is attached as Exhibit 1 to this

affidavit.

3. 1 have studied Canadian banking .and the Canadian financial system for the last
fcot;tteen yeats, beginning with the reseurch for 4 Ph]j thesis completed at the 1Iniversity of
Toronto in 1986. My subsequent rescarch has included work on contemporary and historical
aspects of bank management, financial sector regulation and the payments systena. Ihave acted
as a consultant to banks and investment managers in Canada and Now Zcaland, as well as
undertaking sponsored research for the central banks of both countries. My research has been
published by academic journals as well as the C D Howe Institute. Based on this and the other
activities and expericoce set out in my curriculum vitae, I have developed knowledge and
cxpertisc in the cconomics of the Canadian financiul system, particularly the operation and

regulation of the banking und payments system.
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4. My most recent paper, "Public Policy and thc Canadian Payments System: Risk,
Regulation and Competition™, was dc]iv.cred on January 5, 1996 at the Conference on Issues in
the Reform of the Canadian Financial Services Industry in Toront, Ontario. This paper is to
be published by the C D Howe Institute. Al the time that this paper wus written and delivered,
1 had not had an opportunity o stdy a copy of the full text of the Draft Consent Order (DCO),
and I had not been consulted or retained by any of the Intervenors in respect of the Application
- relating to Interac that is before the Competition Tribunal. This paper is appended to this
Affidavit as Exhibit 2.

Scope of this Affidavit

5. Subsequent to delivering the above paper on January S of this year, the Intervenors
retained me to express my expert views in relation to the Application by the Director of
Investigation and Rescarch. In particular, the Intcrvenors requested that I state my views on
the efficacy of sweep, pass-through and zero balance accounts in allowing them to participate
effectively in Interac and the economic issues arising from the use of such accounts, as well as
the economics of participating iu Intcrac as an acquirer only. In expressing my opinion, I draw
upon ﬁc research I have done over the past fourteen years in respect of the Cunadian financial
system. I also rely upon my review of the Draft Consent Oxder, Notice of Application and the

Consent Order Impact Statement,

Overvicw of the Payments System

6. The puyments system provides for the transfer of monetary value froixx one
party (o another. Instructions for the transfer of value, such as cheques and Interac

_ Direct Payment, arc means of providing consumers with the ability to obtain access to

funds or to make payments without actually transmitting cash.

7. Payments transactions are initially received and processed in clearing systems.
Cuuada has a diversity of these clearing systems because different products and

methods of initiating ransfers of value require clearing facilities with distinct
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communication protocols and technologics. Settlement is defined as the transfer of
some form of ultimate value in satisfaction of the claims made through the payment
system, and for practical purposes (his is taken to occur only on the basis of the
movement of funds between the settlement accounts that the individual “direct clearing”
institutions maintain at thc Bank of Canada, The transtuission of aggregate instructions
for the transfer of valuc to provide for this form of settlement ocours primarily through
the Automated Cheque Scitlement System(ACSS) operated by the Canadian Payments
Association (CPA).

8. The payments system plays a crucial rolc in the any modern monetary economy
because only small value transactions are settled in cash at the point of sale, leaving
most transactions 1o be sctiled through the payments system., The recent economic
literature on payment system issues focuses on: |
(1) the search for innovations that increase the cfficicncy (speed and certainty) with
which payments instructions are trunsmitted and scttlement actually occurs,
(1i) changing parterns of participation in the payments systcm resulting from
(a) the creation of new financial instruments and new services in response to
consumer demand, and
(b) changes in the scrvices provided existing institutions and the emcrgence of

new institutions which require access to the payments system.

9. Under the Canadian Payments Association Act, the Canadian Paymecnts
Association (CPA) is provided with a mandate to assume the responsibilities for
clearing and settlement which had been vested in the Canadien Bankers Association
(CBA) sinc.e 1900. Specifically, the objects of s CPA ate to “cstablish and operate a
national clearings aud scttlements system and to plan tho evolution of the nutional
payments system™ (1980 s 5). It has two classes of mombers, direct clearing

institutions (each of which huve W account for at least 0.5 percent of the national
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clearing volume) and indireet ¢learers who clear through amrangerents with a direct

clearer.

10.  Eligibility for CPA mcmbcership is defined by three general provisions:

(i) Chartered banks and the Bank of Canada must be members of the CPA,

(ii) other financial instinitions may be admitted if they are

(a) a crcdit union, ¢entral, trust company, loan company or other institution which
accepts deposits transferable by order to a third party, and if

(b) they are a member of the CDIC, or (for.credit unions, centrals and other institutions)

have déposits insured or guaranteed under provincial statutcs.

Interac

11. Interac is an clectronic network through which institutions allow customers to
have access to their deposit and credit card accounts. Access is obtained through
Automated Banking Machines (ABM) and Interac Direct Payment (IDP) terminals by
using a card, on which is encoded the customer account identification, matched with a

personal identification number.

12.  Participation by issuing cards in this network has been in the past, and is under
the Draft Consent Order (DCO), conlined W Finaocial Institutions (as defined in the
DCO) with customers who hold Demand Accounts (which has meant in practice

deposits with and lines of credit from the Financial Iustitution.é).

13.  The Statement of Grounds and Material Facts (SGMF) notes that limiting
cligibility for membership is an anti-compctitive practicc. In particular, imiting
cligibility for sponsored membership is an anti-competitive act (SGMF ¢61), and has

substantially Jessenced competition (SGMPF ¢65 b). The exclusion of non-Financial

H 6/20
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Institutions is an anticorupetitive act (SGMI ¢61 ii). I am in ugreement with these

Statements.

14, The DCO (c 3t} states that The requirement of the By-laws which stipulates that
“an account shall not be an Eligible Account if it permits, by way of so-called “pass-
through”, “sweep™ or “zero balance™ accouats or otherwise, access to accounts held by,
or credit from, persons ot members in the Association”, shall be revoked. Interac
shall not impose any restriction or condition on access to the Scrvices based on Member
Financial lnstitution’s arrangements with its customers regarding the operation of
demand accounts.” The Consent Order Impact Statement claims that “While 3(a)
permits the Intcrac By-laws to continue to probibit commercial eatities that arc not
Financial Institutions from being Issuers, relicf measure 3(t) offers these cntities
indirect access to Interac by eliminating restrictions on a Cardholder’s ability to access
“pass-through™, “sweep”, or “zero-balance” accounts. The Director recognizes that,
while certain commercial entitics will not satisfy the criteria to be an Issuer, the
climinatiéu of restrictions on accounts eligible to be accessed through the Shared
Services will facilitate indirect access to the system by non-Mcmbers.” The Intervenors

have, however, questioned the commercial viability of such indirect access.

Demand Access and Deposits: An Evaluation of the Concepts Used to
Justify the Use of Sweep, Zero. Balance and Pass-Through Accounts

15.  The definition of Finaucial Institution in tilc DCO appears in practical terms to
be synonymous with the eriterla for membership in the CPA. This approach to defining
eligibility for membership reflects the fact that histo.rica]ly consumers have uscd the
deposit insuuments provided by banks, trust companies and credit unions to store
funds that they do not wish to keep in cash but for which they require demand access or
the right to wansfer funds by order to a third party. The convention linking demand
access and wunsfcrubility by order to a third party to deposit instruments has defined

(hinking about the operation of the financial system and been embodied in the current
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law as a monopoly privilege for bunks and near-banks. But in the last decade
consumcrs have increasingly used mutual funds, investment dealers and lifc insurcrs as
repositorics for liquid asscts, and these institutions have responded by developing

innovative new products to meet the needs of their customers,

16. A deposit contract is a promise by a finuncial institution to repay an equal
amount (plus interest if applicablc) on demand or after notice, The funds deposited

with a bank are not held in trust; the relationship between a bank and its customer is one

of debtor and creditor.

17.  Sincc some deposits are issued for fixed terms, deposits are not always
available for withdrawal or mransfer to a thjx;d party on demand. Ilistorically, deposits
only earned interest when thoy were not payable on domand; that is, they could only be
withdrawn at some fixed point in time or aftcr some period of notice. The texms deposit

and demand are thercfore not synonymous.

18.  The tradition linking transforable starus to banks arose from the historical
convention that banks redeemed deposits in cash (specie) on demand. Banks offered
their customers chequing privileges as a means of economizing on the use of cash in the
cconomy, and intcrnalizing the transfer process within the banking system by making
arrangements for these transfers to be cleared through a payments mechanism. The
statutory power to take deposits transferable on demand to a third party originated as a
mcans of providing legislative rccoéniﬁon of services that banks provided to meet the
demands of their customers. It therefore scems reasonable to assume that institutional
change in the financial system might result in different types of institutions deciding to
offer their customers the convenience of demand access and transferubility to u third
party on demand. Financial institutions should therefore not be regarded as having
exclusive domain over these services, even though they have certain statutory rights to

accept demand and transferable by order deposits.
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19. Mutual funds, independent invesiment dealers and insurance c;mpanies already
transfer value from their customers’ accounts on demand, but they arc unable as a
practical matter to provide paymeat on demand. This is because these institutions are
unable w provide a mechanism through which the customer reccives value directly.
They must cither provide a cheque drawn on a bank, or transfer the funds into a bank
account on which # cheque can be drawn or from which cash can be demaunded. Issuer
access (o Interac would provide that ability to providc their customers with payment on

demand.

20. For any alternalive institution to provide customers with demand access and to
undestake to transfer value to a third party on demand, they must put in place a
mechanism to facilitate it, such as Issuing mcmbership in Interac. They must also
manage the portfolio of asscts in such a way as 1o ensure that they have sufﬁcicut
lquidity to meet demands for the transfer of value. Hence, funds that are available on
demand usually yield lower returns to compensate for the fact that instimitions must
keep larger amouts of funds sccwring demand accounts in Jow interest short term

sccuritics and in cash.

21. Historically, banks bave been distinguished by both (i) demand liabilities and
(ii) portfolios concentrated in short-term loans and liquid assets toraccommeodate this
demand facility. This does not, however, mcan that Financial lostitutions as defined in
the DCO are the sole possessors of the technology required to manage asset portfolios
against which demand accounts are drawn. For example, the money market funds
offered by mutual fund managers are in fact classic cxamples of highly liquid portfolios
of short tcrm scouritics against which demand access could reasonably be provided.
Insurance companics and investment dealers may also invest in cash and near cash

instruments to the extent that the their liability structurcs require this.
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22. These considcrations suggest thut there is no rcason for Interac’s rules to
distinguish between the demand and transferable by order products of non-deposit
taking institutions and the deposit products of Financial Institutions. I regard attempts
(o exclude the Intcrvenors from dircct access to Interac, or their inclusion in Interac only
on terms which are comumicially inferior to those applying to Finaocial Institutions, as
being impossible to juslily on the basis of the distinction between deposit and other
t):'pes of instruments. The Financial Institutions” statutory monopoly over the supply of

demand und transferable by order deposit products does not justify restrictions on the

- development of alwwrnative demand and trans{erablc by order financial products within

Interac.

23, - The respondents have staed (b “Even if the new Intcrac Association were to
grant the applicants [for Leave to Intervenc) the ability to issue cards, existing
regulatory requircinents would bar them from participation in the deposit-taking retail

financial services market, including (he masket for shared electronic financial services.”!

24.  Underpinning this statement of the Respondents are two implicit assumptions

thar I consider to be incorrect:

* the asswnption that vo be an Interac Issucr the Intervenors must participate in deposit-
taking services in a manner other than they arc already statutorily authorized to do.

The services offct$d by the Intervenors may be close substitutes for those offered by
deposit-taking institutions without being deposits, as the Prc-Hearing Conference
Memorandum of thc Respondents acknowledges: “Funds held by enterprises that are
not deposit-taking financial institutions do not become the equivalent of deposits merely
because they may be trunsferable by order to third parties. By means of the provisions
of the federal law goveming negotiable instruments, any pcrson may draw a bill of

cxchange upon any creditor for the whole or any part of the debt owing, and transfer

! Prebearing Confcrence Memoraadum of the Respondents ¢ $1pg 11 - 12.
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the right to collect it and enforce payment to any other person.”(page 14, ¢ 54) The
Intervenors do not infringe the statutory mandate of deposit-taking institutions by
underlakiiig to wansfer by order W u thixrd party funds held for their clients, and federal
flaw accommodates such activity by non-deposit taking institutions. Purther, non-
deposit-taking institutions may reasonably require effective access to Interac or otber
payments mechzmisins without having the statutory authority to accept all or any types
of deposits. So long as the Intervenors do not cxceed their existing statutory powers to
offer dcposits, then I do not sce why their demand products would be barred by

regulatory requirements from inclusion within the market for shared electronic financial

scrvices.

® the assumption that Interac is exclusively part of the deposit-taking retail financial
services market,

Interac is a system for the communication and clearing of financial messages in which a
variety of sexvices arc cunrently provided and through which a broader range of services
could be provided. Presently, Interac provides an ability to draw on the line of credit
associuted with a credit card. As the Canadian Bankers Association has stated: “At law,
a credit card wansaction is a loan from (he bank to the cardholder, whereas a debit
trunsaction drawn on a doposit account constitutes the - usually partial - répayment ofa
loan (ie the deposit) made by the consumer to the bank.? If the Interac system
provides for drawings on lines of credit, I fail to see how it can be claimed to be
cxclusively the preserve of deposit-taking institutions, Other institutions with the right
to issue credit cards (such as life and health insurers) might reasonably use Interac

facilities.

25.  Bvenif the Respondents had thus far chosen to restrict the operation of Interac

to providing access to pure demnand deposit accounts, I do not find convincing the

* Canadiun Bunkers Association Banking Industry Views an Access §o tha Nusivnal Payments Systent:
Dalancing Rights and Responsibilities (Ocluber 1995) pg 16. (Lxhibit 3).
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argument that direct participation as a card issucr in Interac should be limited to

Financial Institutions because of their statutory monopoly over the taking of deposits.

26. - The continued resteiction of Intcrac Issuer status to CPA membcers would be of
more general concesn because of its likely ¢ffect on competition and innovation.
Legitimate concerns about prudential standards and the stability of the payments system
can easily be cxtended to the point where they become primarily a cloak for the
protection of a dominant ma:rkzt position. It has two implications for innovation: first,
it will force innovation within Interac to conform to the jnstitutional structure provided
by Financial Institution control of the core issucr function. Second, the institutions
controlling the system will have no incentive to promote innovation which will facilitate

greater cornpetition from conunescial entitics who arc not Financial Institutions.

27. The Respondents have stated that it is important in considering access to Interac
that balances held with commercial entities arc not insured to the same extent as deposits
insured by the CDIC.® Similarly, thc CBA has takcn the position that government
guarantee of the funds beld by participants in the payments systems and extensive
public sector prudeatial regulation should continue to be required for payments system
participaﬁou.‘ I disagrec with thesc vicws for two reasons:

(1) CDIC membership, and the associated guarantee of deposit balances, arc not
fundamental 1o the stability of the payments system. There have boen no system-wide
runs on Canadian financial institutions in the past one hundred years and publicly
guaranteed and managed deposit insurance has served to reduce rather than enhance the
stability of the financial systou,® Cbusequcntly, the CBA havc made “repeated calls for

? Pre Heacdiog Conference Memortandum of the Respondents, c53.

® Canadian Bankers Association Banking Indusiry Views on Access (o the National Payments System.
Balancing Rights and Rasponsibilities (October 1995) pg 25,

> My views are set out in detail in J L Catr, G F Mathcwson and N C Quigley, Ensuring Failure:
Financial Systeen Stability and Deposit Insurance In Canada C D Howe Institute, Observation 36
(1994) (Cxhibit 4); and J L Carr, G F Mathewson and N C Quigley “Stability without Deposit.
nsurance: Canada 1890 - 1966" Journal of Money Credit and Banking 27 (4) 1995 pp 1137 - 1158
(Exhibit S).
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parket-based reform (co-insurance)” that would reduce the guaranteed payment to
depositors of failed instilutions, and in addition “On several occasions, the banks have
requested the option of providing deposit insurance through a private system.”.$

(ii) The regulatory regime is endogenous to both the existence of government-
guaranteed doposit insurance schemes (since government risk-bearing makes it cfficient
for the government to undertake monitoring) and the types of contracts that each
institution writes. Because mutual funds are trusts that do not require repayment of a
fixed nominal value, it is cfficient for them to be subject to less stringent regulation than
banks offering deposit contracts.

Deposit insurance and prudential regulation therefore do pot provide a rationale for the

restriction of the participation of insurcrs and investment firms in Interac to sweep, zero

-balance and pass-through accounts.

There is No Necessary Link Bctween Interac Membership and CPA
Membership Which Will Require the Use of Sweep, Zero Balance and
Pass-Through Accounts.

28. The Interac Association has, from its inception in 1985, required issuers of

cards accessing accounts in the two shared services to be membets in good standing of

the Canadian Payents Association. The DCO appcars w effectively require that card-

issuing members of Interac be cligible to be members of the CPA through the definition
of Finuncial Instimtion that it adopts. On this issuc the Director has apparently accepted
views such as those expressed by the Canadian Bankers Association:

“It hus been, and rermains, the position of the banking industry that allowing non-

. deposit-taking financial institutions, retailers or others to participate in the flow of funds

within the inter-member network [Interuc] is not a viable option, since doing so would

entail allowing such parties to participate in the scttlement process, an area which, for

“ Canadian Bankers Assvciation (1995) Financial Scrvices Policy Ragulation: The Paramounicy of
Consumer Cholce (A Sutmixxion to the Standing Senate Committec on Banking, Trade and Commerce
on its Roview of the 1992 Pederal Pinancial Services Reform Package) April 6 pg 43, (Bxhibit 6).
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reasons set out elsewhere in this paper, must remain limited to participation by deposit-
taking financial institutions.””
This view appears to me (o lie at the heart of the DCO's restriction of access to Interac

for commercial enttes such as the Iutcrvenors to the usc of sweep, zoro balance and

pass-through accounts.

29,  Soulong as the current CPA Act remains in force, the CPA has the authority to
reslaict pasticipation in the process of scttlement, and the ability to use its ACSS
scllement facilitics, to CPA members. Interac is, however distinct from the CPA, and
participation in Interac is not synonyroous with participution in the settlement process.
Interac is a communication and Lrausaction clearing system. The Canadian Bankers
Association has noted that clearing and settlement are separable functions. “Provided
that deposit-taking financial institutions remain in control of both access to their
transferablc deposit accounts, and the provision of settlement and finality of payment ...
there would be no reason to opposc the entry and cxpansion of third party activities in

the processing and network fields,”

30. This allows the fcasibility of Issucr participation in Intcrac by insurers,
investment managers and investment dealess, as an alternative to the use of sweep, zero
balance and pass-through accounts, since this function is not synonymous with
participation in the scttlcrnent process or direct access to the settlement protocols

managed by the CPA..

31. Clause 3d of the DCO'providcs that “Any requirement in the By-laws that a
Dircet Connector (“DC") to the Interac Sharcd Scrvices must be a Direct Clearer in the
CPA shall be revoked, and replaced by a provision that any member may become o

DC.” This wiglit be regarded as a barrier to insurcrs and investment managers and

? Ibid pg 28.
® Ibid pg 38.

H14/20



AN

P1-03-96 ©5:31 PM FACULTY OF COMMERCE 4712200
14

dealers from attaining DC status within Interac if this involved an necessary
participation in the scttlement system, where CPA rules would currently preclude
participation by non-members of thc CPA. However, there is no necessary link -
between DC or [ndirect Connector status within Intcrac and membership of the CPA,
since it is feasible for non-members of the CPA to contract with Financial Institutions to
do their clearing for them. This mcans that there is no reason why Interac rules should
be allowed to prohibit insurers and investment managers and dealers from becoming

card-issuing, DC Members of Intcrac.

~32. The key difference between participation as 8 DC or Indirect Conneclor, and that

providéd via sweep, zero balance and pass-through accounts, is that the ahility to
conneet would provide to insurers and investment managers exactly the same terms of
membership in Interac as Financial Institutions. In practical terms this should remove
fhe existing discrimination agaiust non-Financial Institutions within Intcrac: these
Institutions would cither become DCs or cstablish a contractual relationship with a DC,
which would undertake the business on the basis of its asscssment of the soundness of
Lhe Instmtions. An Indirect Connector commercial entity would have its eredit -
worthiness monitored by the DC, but the latter would not monitor or be involved in

decisions about payments from the individual customers of the sponsored member.

Operation of Swecp, Zero Balance and Pass-Through Accounts

33. The DCO does not provide a definition of sweep, pass through and zero
balance accounts, or indicate preciscly how the Director expects them to bpcratc. I
expect that in each cuase the custoiuer of a commercial entity who requires access to their

{unds through Interac would also need to maintain an account ul a Financial Institution.

34, A sweep account is onc from which the balance, or a certain proportion of the
balance, is periodically swept into another account. In the context of Interac, this could

woIk to sweep funds from a commercial entity (such as an insurance company,

#1520
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ipvesunent manager or investment dealer) into a deposit account at a Financial
Institution each day. The value of the funds swept would be detormined by the extent
of the funds to which the customer rexjuired demand access. Alternatively, the sweep
could occur at the end of cach day, and be detcrmined by the value of Interac
transactions processed during the day. In this case, Interac access would be provided
to the customer of the commercial entity via a daylight overdraft facility for the deposit

account maintained at the Financial Institution

35. Pass-through accounts are distinguished from sweep arrangements by the fact
that no funds arc ever placed in the deposit account at the Financial Intermediazy. The
request for funds passes through the account maintained by the Financial Institution, via
an on-line real time interface with the commercial entity. The request for funds through
the Interac system would be et solcly on the basis of information about the extent of

available funds held that was provided by the commercial entity.

36.  Sweep, zero balunce and pass through accounts arc inefficient because they
increase transactions costs, Transactions costs are the costs of contracting in addition to
the price actuaily paid for the product; that is, the costs of writing, monitoring and
enforcing contracts. Where there arc rogulations in a market that allow the incumbents
to irnpose on powntial entrants higher trausactions costs than the incumbents themselves
would have to bear 10 undertake the same aclivity, then transactions costs may impose a

barrier to entry.

-37. The most notable examples of the extent to which transactions costs are

increased by sweep, zero balance and pass-thro;zgh accounts is in their impact on
administration, monitoring and switching costs within Interac. These accounts require
tbat any Financial Institution cntcring inw such arrangements with a commercial entity
would be required to cstablish accounts for all individuals who wished to access funds

through Interac, so that signature cards and account records would need to be
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maintained at both institutions. Individuals would facc the inconvenience of dealing
with accounts at two ditferent financial sector firus when one.account could technically
provide all of their nceds. Because thero are such high administrative costs associated
with the establishment of sweep, zero balance and pass—ihmugh accounts, the costs of
switching between different suppliess of these services will be important in determining
the commercial feasibility of commercial entities woving between different suppliess.

In addition, these accounts may require the Financial Institution to assess the

 creditworthiness of each individual borruwer separately from the decision that is made

by ttie insurer or investment manager or dealer, effectively doubling the monitoring

costs involved.

38, - Sweep, pass-through aud zero balance accounts will involve members of Interac
in 2 web of additional transactions associated with the need to shift balances from the
commercial entity to the Fipancial Instinution. Such arrangements increase the risk of
breakdown of the communication process within Interac, and in addition, increase the
risk in the payments system as a whole. For example, if commercial entitics are
prohibited from issuing their own cards, all of their transactions must go through the

shared Interac nerwork even if those entitics have their own terminals.

39.  These costs will bx built into the pricc of using these forms of access to Intcrac,
with the result that it will be morc expensive for participants than the direct access
available w Finauclal Institutions. This will scrve to x;ndennine their cornmercial
viability.

40.  The pet negative implications for the compctitive viability of any institution

forced to use these means of accessing the Interac network arc clear. This is bocause [
am unaware of any beaefits for the individual institutions involved, or efficiency gains
for Interac and the payments systewm wore generally which wounld offset the costs that I

have outlincd above. The use of pass-through accounts is no more than a costly means

#1720



01-83-96 ©5:32 PM FACULTY OF COMMERCE 4712200

17

of establishing (he fiction that dcmand access is being provided to deposit accounts,
Since the funds to which access is being provided actuully remain with the commercial
entity in each case, there are no tangible beacfits from this action, save for the

preservation of the barrier to competition provided by the claim that only Financial

‘Institution accounts cs:m legitimately be accessed through Interac. With respect to sweep

accounts, funds may actually be placed in a deposit account with a Financial
Intcrmediary, but again this represents an increase in the. transactions costs incurred by

the agents involved without any offsctting gains such as reduced risk being evident.

41, Consequently, they do not provide a basis for effective competition between
card-issuing Members of Interac and other commexcial entities such as life insurers,

investment dealcrs and investment managers.

42. In setting out the requirement (hat the pmhil'uition on sweep, zero balance and

pass-through accounts be removed, the Director has provided implicit recogpition that
(a) non-Financial Institutions have a legitimate need to provide their customers
with access to funds through Interac, and

(b) there is no reason to stop commercial entities participating in Interac.

43. The CBA has recommended “that regulatory authorities address the risks
associated with “payable through arrangements”, which might include a prohibition in
the Bills of Exchange Act against the issuance of instruments with all of the visual
altributes of cheques, but drawn on a non-CPA member”.® If this view were to be
adopted by the CPA it might be pussible for that body to pass By-laws that would
increase the transactions costs associated with sweep, pass through and zero balance
accounts, and thus further undermine the cxtent to which they can be used as an

cffcctive vehicele for competition.

® Canadiun Bankers Association Dankmg Industry Views on Accass to the National Paymen!.\ System:
Balancing Rights and Responsibilities (October 1995) pg 12,
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44. Forexample, in the case of 4 chequable money market mutual fund product that
"I'rimark Investment Mana.gem::nﬁ attempted to offer in association with one of the direct
clearing banks, the CPA mqum:d that only the deposit-taking institution could be
allowed to accopt the risk associated with the cheques that it was processing for
Trimurk, 1n cffect, the CPA 100k the visw that money market mutual funds in
themselves were not sufficient security for the payments system - though the exact same
assets in these funds would have been sufficient scourity if they had been managed by a
bank, This meant that to establish a pass-through account for each customer, the bank
would have been retimred to establish individual lines of credit for cach customer, or
the assets segregated for each unitholder would have had to be pledged to the bank.
Neither of these solutions has j)roved w be practical or cost effective, and so the

product has not been developed.

Contractual lssues Arising From the Use of Sweep, Pass Through and
Zero Balance Accounts

45.  The pecessily for non-Financial Institutions to contract with Financial
Instimutions for the supply of services associated with the operation of sweep, zero-
balance and pass-through accounts creates & principal-agent problem which will be
costly L resolve. The use of sweep, pass through and zero balance accounts in the
ways envisaged in the DCO requires that the Financial Institution act as the agent of the
non-Financial Institution (the principal) in processing any transaction for a customer of

the latter over the Interac network.

46,  The fact that the Financial Institution and the non-Financial Institution arc direct
competitors for the supply Lo the customer of a wide range of financial services will
make it difficult and costly for them to write a contruct which will provide a satisfactory

basis ror this relationship, This is because the moral bazard (hidden action) and hidden
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infonmation probiems normally associated with principal-agent relutionships are

' compounded where the contractual partics are competitors.

47, For example,

(a) ncither the customcr of the commercial gntity por the commercial entity itself
will posses as much knowledge as the Financial Institution about the speed and quality
of service that could be provided within the constraints of the sweep, zero balance and
pass-through arrangements, This will make it feasible for the Financial Institution to act
undertake strategic action which will disa&va.ntagc thc commercial entity. Such action
might include giving priorily Lo its own customers whenever the system is busy, or, in
the cxreme, providing the poorest possible service to the customers of the commercial
entity in the hope Lhat dicse customers will become frustrated at dealing with an entity
thar is unable to provide dircet access to the Interac network, and switch their business
to the Financial Intermediary.

(b) the Financial Institution has the ability to monitor the frcquency and nature
of card use by the individuul custoiuers of its competitors. This will give the Financial
Instintion information which may be of strategic advantage should it attempt to solicit
the business of thosc customers of its competitor. It would, for example, provide a
basis for more precisely targeted marketing of products suited to individuals with

particular lifestyles and spending patterns.

48. The commercial entity may undertake monitoring of the actions of the Finaocial

Institution. It may also attcmpt to write into the contract terms and conditions which

will apticipate stratcgic action by the Financial Institution and provide incentives which

discourage such action, In addition, the potential for stratcgic action may be reduced

the more competitive is the market for the services provided by the Financial Institution.

49. Attempts to amclioratc the potential for strategic action by the Financial

Lustitution will, however, bo costly, Morcover, sinco substantial (sunk) twransactions
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cost expenditures will be associated with each contract for the supply of sweep, zero-

‘balance and pass-tlrough accounts that is negotiated, the potential for holdup will exist

even if the market for the supply of these services is competitive. Sweep, zero balance

and pass-through accounts therefore imposc costs on tho cofnmercial entity which are
different from, and iu excess of, thosc faced by incumbent Financial Institutions
operating in Interac. Tu this extent they cannot provide a viable basis for competition

botwecen financial institutions an commetcial entities.

Estaﬁlishing a Subsidiary Trust Company

S0. TItis commonly suggested that non-Members of Interac may participate in
Interac by estaﬁlishing a subsidiary trust company which would be eligible for Interac
membership, and that this might provide a means of addressing some of the
inefficicncies associated with sweep, zero balance and pass-through accounts. The
establishment of a subsidiary trust company would provide a means of overcoming
bartiers to enuwy in Interac if the vnl y problems were (i) fixed costs in establishing
agreements with indopendent deposit-takers and the inability to write a binding long-
torm contract to snsure a return on the fixed investnent (“hold-up”) ar (ii) the lack of
competition among the existing Charter and Sponsored Members of Interac for the

business of non-members.

51. Evecn if these factors wore unimportant, ownership of a trust company would
not provide a remcdy for the Intervenors. This is because 2 trust company owned by a
comunercial entity would still have to overcome the obstacles to the provision of
commercially viable ATM access created by the differential status of Financial
Instiwwtions and comﬁlcrcial cnlities such as insurers, investinent managers and
investrnent dealers within Interac. By explicitly providing Interac which the authority to
rewzin By-laws which relegate institutions such as the Intcrvenors to non-Issuer status,
the DCO fails 1o provide [ur conunercially viable Intervenor participation in Interac,

cven via a trust compuny subgidiaty. Retention of this basricr to competition is the
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more difficult 1o justify when it is undesrstood that providing the Intervenors with direct
Issuer access 10 Intcrac represents an efficicnt solution to the access problem without

providing for greater risk or transactions costs within the Interac system.

52. Added to these problems are the high costs of cstublishing and maintaining 2
separate regulated subsidiary Trust company, ;:nd the restrictions on information
transfers between a trust and its parent that are provided in provincial law. I agree with
the views of the Canadian Bankers Association that “The mandatory usc of subsidiaries
limits the ability of financial institutions to arrange their business activitics based on
business consjderations' and that *“With increasing emphasis on the integration of
[inancial services for the benefit of consumers, the requirements for a¢parate
subsidiaries will only interfcre with, and add cost to, the ability of financial institutions

to serve their customers.”!?

The Use of Sweep, Zero Balance and Pass-Through Accounts Maintains
Barriers to Entry in Card Issuance

S3. Financial sector regulations in Canada currently provide three exclusive
privileges to so-called deposit-taking institutions (banks, trust and loan companies,
credir unions): (i) the authority W take deposits transferable by order to a third party, (ii)
membership in Canada Deposit Insurance Corporation (CDIC) or an alternative
govemnent guarantced scheme, and (idi) the right or obligation to be a member of the
Canadian Payments Association (CPA). Thc Respondents have the votes to appoint a

majority of thc Board of the Canadian Payments Association (SGMF c¢57).

S54. Interac By-laws perniticd by the DCO cffectively provide that only members of
the Canadian Payments Association are eligible to be Issuing members of Interac, By

providing that Interac may continue to restrict to Financial Institutions the right to issue

"" C_anax.jian Bankers Association In the Cansumer’s Interest: Bnsuring Stability, Competitivenese and
Service in Canada’s Financial Services Sector (A Submission Lo Finance Canada on Proposed Changes
to Federal Financial Scrvices Legislation) July 20, 1995, pg 22, (Exhibit 7).
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cards which access the shared services network, the DCO allows Financial Tnstimtions
to extend their monopoly privileges intv the market for consumer-initiated shared
electronic financial services, despitc the absence of any explicit statutory authority for

this.

§5. The Canadian Bankers Assouiation has stated that “In order to achieve full
competition for (e benefit of consumers, our indus(ry helieves there should be no
preferential treatment for one type of financial institution at the expense of others.!!
Most economists would agree with the CBA that bartiers to competition usually result
in lower output, higher prices and smaller consurner welfare than in competitive
markets. ‘I'he exclusion of insurance and investment firms from effective Issuer
participation in Interac, except through costly and cumbersome sweep, zero balance or

pass-through arrangements, is such a barrier.

The Number of Direct Connectors

56. The Consent Order Impact Statement (c12) statcs that “ it is anticipated that the
Order will lead to a significant increase in the number of Direct Connectors competing
to supply access to the Shared Electronic Network Serviccs, and an increase in the
number ot Indirect Connectors able to purchase access to the network through Direct
Connectors.” The efficacy of sweep, zero balance and pass-through accounts therefore
depends in part on the assumption (hiat the terms of the NCO will provide for more

DCs, as well as for more competition between them.

§7. There are two problems with the assumption that thc number of DCs will sisc:
(1) If there are substantial fixed costs involved in becoming a Direct Connector
(associated with owning and operating a switch, for cxample), and if the capacity of the

current Direct Connectors to process transactions has not heen reached, is not obvious

1 Canadian Bankers Association Financial Services Policy Regulation: The Paramounicy of Consumer
Choice (A Submission to the Standing Senate Committee on Banking, Trade and Commerce on its
Review of the 1992 Fcderal Financial Services Reform Package) April 6 1995 pg 42.
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to me that the equilibrium is for more firms to be Direct Connecting Members of
Interac. For example, National Trust mects the minimum volume requirements to
beoomic a Direct Clearing member of the CPA, but has chosen not to exercise the option
to become a direct clearer.

(ii) If the current DCs are operating efficienty in terms of their rclationship with other

Financial Institutions, then the number ol dircet cloarers may not increase at all. There

- is still, however, the potential for busrier to entry to remains. This occurs because

Financisl Institutions are all members of the CPA, and may use this foram as a basis for
co-operation which might involve invoking new Intcruc rules which will discriminate
against insurers, investment dealers and investment managers. So long as DC status is
restricted to members of the CPA, I consider that there will be a sigoificant risk that the
substantial lessening of competition within Interac will not be removed by the termis of

the DCO.

Acquirer Status

58.  The Consent Order Impact Statement ¢ 13 states that DCO “3(¢) opens
Membership for acquiring transactions to all comrercial entities and Finapcial
Institutions that choose to purticipate only as an Acquirer or an Issuer, in contrast to the
current situation in which Members have to parlicipate as both”. Whether this pmvision
will reduce the substantial lossening of competition ussociated with the past
management of Interac depends on whether the Acquirer and Issuer functions are

separable on economic grounds,

59. 1have not undemnaken a delailed analysis of the cconomics of Acquisition and

Issuing.within the Interac network, because I do not have access to the data that would
be necessary o do this. However, on theoretical grounds I questio::; whether it will be
cormnmercially feasible for any commercial entity Lo participate in the Intorac network as

an Acquirer only. This is for thrce reasons:

H S5.22



b

21-03-96 ©5:43 PM FRACULTY OF COMMERCE 4712200

24

(i) The fact that the dotinant participants in Interac at present are both Issners and
Acquirers suggests thal thicre may be symmetries ur joint costs associated with these
two activities which provide significant economics of scope in joint production. In
pasticular, it scems likely that the fixed costs associated with the investment in
technology that is required to establish as an Acquirer would also cover much of the.

- technology required to act as an Issuer. It thercfore may not be competitively viable to
invest in the technology requited to link to Interac as an Acquirer unless there also
exists the possibility of using this.technology to the generate revenuc via the Issuer
fupction. If this is truc, then Acquiror-only entry to Interac will not be feasible,

(i) Retailers using the IDP facilitics provided by Interac require the full range of
facilities associated with credit card and direct debit card purchases, and the speedy
transfer of funds in to their bank account. An ingtitution able to act as an Acquirer only
wonld not be able to offcr the full range of services, and this would put itat a
comnpetitive disadvantage with respect to Fipancial Institutions.

(iii) Incumbent members of Inwrac may find it fcasible and profitable to inhibit entry by
ncw independent Acquirors by pricing transaction fees for ABM use at below their
marginal cost. This possibility will be seinforced if there continue to be barriers to entry
of the type sanctioned in the DCO with respect to the Issuer function, since this will
provide a basis for Issuers (o earn rents which may be used (o subsidize the Acquisition

prices.

Summary

60.  In requizing that Interac remove the prohibition on sweep, zero balance and

pass-through accounts, the DCO recognizes that the Intervenors have a legitimate need
to participate in Interac, and that such participation is necessary to reduce the substantial

lessening of competition which has resulted from the Respondents® actions.

61. The DCO, however, pr‘ovidw; that Interac may continue to prohibit non-

Financial Institutions from becoming card-issuing Members. The sweep, zero balance
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and pass-through accounts that the Intexvenors will be forced to use to participate in
Interac under the terms of the DCO are not an innovative and efficient solution to the
provision of access: they are a costly means of establishing the fiction that all of the
funds being accessed through Interac are traditional deposits. The use of these accounts
Tor access to Inlerac will increase risk, transaction and monitoring costs within the

payments system, without any offsetting efficiency gains being realized.

62. The requirement cubodied within the DCO that Issuers be deposit-taking
institutions insured by the CDIC and who are cligible for mcmbership in the CPA has
1o justification in concerns about risk, the legal status of Interac transactions, or the
technological capability of tho Interac systemn. There is no necessary connection
between the clearing functions performed within Interac and the settlernent function for
which membership in the CPA is required, and there is no necessary link betwecn the
provision of demand access or ﬁansferability requiring access to the payments system
and deposit accounts at CPA member institutions. There is thus no plausible
justification for confining the Intervenors’ access to Interac to swoep, zero balance or

pass-through accounts.

63.  The problem with the current Interac system is that the incumbents (members of
the CPA) do not have appropriate incentives for the assessment of the optimal level of
risk in, and new cutry to, the payments system. The Charter Members have found it
convenient (o closely tic Interac aceess criteria to CPA policies that place broad
resirictions on payment systcm participation by institutions who are not CPA members,
and have no incentives to scarch for commercially viable means of making Interac
directly accessible to firms such as the Intervenors on a commercially viable basis. This
is because their private interests lie in retaining a barticr to competition from non-
Financial Institutions. The preferences of the incumbents in Interac are therefore

-weighted towards (hie status quo because this perpetuates the privileges provided by
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their statutory monopoly over the acceptance of demand and transferuble by order

deposits.

64. Overll, it is my assessment that tﬁc DCO will not mcot the first of the four
objectives set out in the Conscnt Order Impact Statement (¢ 11): “(a) to ¢cnsurc acceas to
the Shared Electronic Network Services by new participants on a nondiscriminatory
basis;” This is because:

(a) uansactional and informational symumnetries between the Acquirer and Issuer
functions make jt economically infeasible to compete solely as an acquirer, and

(b) sweep, zero balance and pass-through accounts will not operate as e commercially
viable vehicle for the Intervenors to compete with card-issuing Members of Interac.
The measurcs providcd in thc DCO will therefore not cure the admitted substantial
lessening of competition or reduce the potential for the Respondents to abuse their
dominant position in the markct for consumer-initiatcd shared electronic financial

services.

65.  Finally I note that the statutory monopoly for management of the Canadian
payx;nents systam currently provided to the CPA, and the dominant role that the
Respondents play in that body, represent an obstacle to the reduction of the substantia)l
lessening of competition which has resulted from the sctions of the Respondents within
Intcrac. It js my view, however, that it is possible to provide for access to Interac by
the Intervenors on terms that will reduce the substantial lessening of competition
without infringing the legitimate mandaic of the CPA. This will require that commmercial
calitics such as the Intervenors arc provided with the authority to participate in Interac
as Issuers without the peeessity of operating through sweep, zero balance or pass-

through accounts, which may be subject to the control and regulation of the CPA.
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