Emerging from the Shadows:

Market-Based Financing in Canada

James Chapman, Stéphane Lavoie and Lawrence Schembri*

INTRODUCTION

The global financial crisis has brought market-based
financing (MBF) out of the shadows and into the lime-
light. MBF refers to credit-intermediation activities similar
to those performed by banks. Like bank intermediation,
these activities involve maturity or liquidity transformation,
possibly with some degree of leverage, but they are con-
ducted primarily via markets rather than within financial
institutions (although in many instances a bank is involved
at some point in the intermediation chain). The MBF sector
is often referred to as the “parallel,” “shadow” or “unregu-
lated” banking sector, because MBF intermediation activi-
ties are subject to a different regulatory framework, and
typically are not prudentially regulated and supervised to
the same extent as the traditional intermediation activities
performed by banks (Financial Stability Board 2011a)." For
the purpose of this article, we define MBF to include inter-
mediation activities that are closer in nature to traditional
bank intermediation and to exclude conventional corpo-
rate debt or equity financing, since those activities do not
incorporate significant maturity or liquidity transformation.
The MBF sector is defined to encompass bank-like inter-
mediation activities, as well as the related markets and
their participants.

The MBF sector can bring significant economic benefits
to the overall financial system and to the economy. It
contributes to efficient funding and the transfer of credit
risk. It also provides competition to the traditional banking
sector and can diversify credit sources available in the
economy, possibly allowing creditworthy borrowers to

*

This report was prepared with the research assistance of
Derrick Schroeter.

1 Paul McCulley (2007) was the first to use the term “shadow banking”
at the 2007 Jackson Hole Central Bank Conference, but Raghuram
Rajan (2005) had identified the vulnerabilities associated with this
sector at the same conference two years earlier.

obtain credit that they might not have been able to obtain
otherwise. Thus, if the associated risks—including both
credit risk and liquidity risk—are properly managed, MBF
can be a welfare-enhancing financial innovation. But the
MBF sector involves a wide range of activities with dif-
ferent levels of benefits and risk. At the riskier end of the
continuum are highly complex, opaque and levered secu-
rities, such as some of the non-bank-sponsored asset-
backed commercial paper (ABCP) that existed before the
crisis. In contrast, government-guaranteed mortgage-
backed securities (MBS), such as the National Housing Act
(NHA) MBS program operated by the Canada Mortgage and
Housing Corporation (CMHC), while considered part of the
MBF sector based on the above definition, lie at the less-
risky end of the range because of their lack of embedded
leverage and the government guarantees that eliminate
credit risk.

Because parts of the MBF sector played a significant role
in the financial crisis in advanced countries, the sector
warrants a closer review.? The purpose of this article is
threefold: (i) to provide an overview of MBF in Canada,
highlighting its key characteristics; (ii) to examine potential
vulnerabilities that could have a material impact on sys-
temic risk; and (iii) to review possible reforms that have
been proposed in Canada and abroad, drawing on lessons
from the crisis.

MBF activities are significant in several advanced coun-
tries, and are comparable in size to traditional lending
activities performed by the regulated banking sector. In
Canada, the most prominent MBF activities are repur-
chase (repo) agreements, government-guaranteed securi-
tized mortgages, asset-backed securities (ABS) involving
consumer credit receivables, and short-term wholesale

2 Shleifer (2010) reviews the debate on the role of MBF in the U.S.
financial crisis.
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Chart 1: MBF liabilities vs. traditional bank liabilities
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funding. Although the crisis caused the growth of MBF
activities to slow, and even reverse in some jurisdictions,
overall, MBF has expanded significantly over the past

15 years in advanced countries, most notably in the United
States and the United Kingdom, but also in Canada. This
growth has largely been determined by financial innovation
and the expansion and deepening of financial markets.

Before the crisis, MBF activities were more pervasive

and generally riskier in the United States than in Canada,
and represented a significant source of systemic risk. In
Canada, one segment of the MBF sector, the non-bank-
sponsored ABCP market, experienced a severe disruption
during the crisis, while other segments such as the repo
market and the mortgage-backed securities market per-
formed relatively well.®

As a result of the crisis, reforms to the MBF sector are
being considered at the international level, under the aus-
pices of the Financial Stability Board (FSB).* These reform
efforts are also driven by concerns about potential regula-
tory arbitrage, owing to the implementation of tighter cap-
ital, liquidity and leverage rules for the regulated banking
sector under Basel lll. These tougher requirements could
increase the incentive for financial activities to move to
the MBF sector. If left unchecked, this development could
lessen the benefits of financial reforms in terms of the
reduction of systemic risk. The work of the FSB (2011a) will

3 Kamhi and Tuer (2007) provide an analysis of the collapse of the non-
bank ABCP market.

4 At the Seoul Summit in November 2010, the G-20 leaders asked the
FSB to develop recommendations to strengthen the regulation and
oversight of the shadow banking system by mid-2011.

focus on three issues: to define the sector; to develop the
data and methodology to systematically monitor the sector;
and to review a set of feasible policy options. Any regula-
tory reforms aimed at MBF will have to strike a balance,
however, between expanding the perimeter of regulation
to manage the risks associated with activities in the MBF
sector and maintaining an environment for beneficial com-
petition and financial innovation that enhances the effi-
ciency and resilience of financial intermediation.

KEY CHARACTERISTICS OF MBF

One of the main features of MBF is its rapid growth over
the past 15 years (Chart 1). While most of the forces
driving the growth of MBF are beneficial, others may
increase systemic risk. Clearly, the desire to realize effi-
ciencies in hedging, diversification and credit intermedia-
tion is responsible for much of the innovation in financial
activities. More worrisome are financial innovations driven
by regulatory arbitrage or, in other words, by the desire

to circumvent existing regulation. For example, the secu-
ritization of non-conventional residential mortgages in
the United States was caused, in part, by bank capital
requirements that encouraged banks to take these assets
off their balance sheets, yet maintain liquidity support

for the securitization vehicles, resulting in imperfect risk
transfer. There are other examples in which financial
innovation occurs for a particular purpose, and then the
new instrument is repackaged, often with leverage, to
boost its expected return, which also increases its risk. For
example, commercial paper was originally developed to
allow firms to finance short-term funding requirements,
but then ABCP was issued to finance the securitization of
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longer-term assets. ABCP paid a higher expected return,
but it was also subject to more risk. The MBF sector is
constantly evolving over time in response to the effects of
financial innovation and regulatory changes.

While competitive market forces generally produce outcomes
that are welfare enhancing in normal times, the absence of
public oversight, guarantees and liquidity backstops can
increase the vulnerability of the MBF sector to shocks, which
could result in financial panics (similar to bank “runs”),
market failures and, in turn, systemic risk.® These vulner-
abilities are likely to be exacerbated when the financial
activities are motivated primarily by regulatory arbitrage.

Another key characteristic of MBF is its heterogeneity
within and across countries. In Canada, the key activities
are: (i) collateralized short-term borrowing and lending of
cash and securities via repos; (ii) issuance of securitized
debt instruments backed by pools of individual loans such
as credit card receivables, car and student loans, and
residential and commercial mortgages; and (jiii) wholesale
short-term borrowing and lending. These activities are
conducted through the repo market, the market for mort-
gages and other ABS, and the markets for commercial
paper and other short-term debt instruments issued by
financial and non-financial corporations (e.g., bankers’
acceptances, ABCP). The financial institutions involved

in MBF activities include both regulated and unregulated
institutions that directly participate in these activities, such
as banks, securities dealers, hedge funds and money
market mutual funds (MMMFs), and institutions that facili-
tate MBF activities, such as credit-rating agencies (CRASs)
and mortgage insurers.® MBF also varies across jurisdic-
tions, depending on the structure and regulation of the
banking system.

Comparing the MBF sector in Canada and the
United States

Total activity in the MBF sector in Canada and the
United States, as measured by liabilities outstanding,
has increased three to four times since 1995 (Chart 1).”

5 Itis important to note that the failures of individual institutions and
markets that occurred during the recent financial crisis were not pri-
marily due to a lack of public involvement in the MBF sector. Exces-
sive risk-taking by market participants owing to a lack of understand-
ing of the securitized products also played a part. Moral hazard was
created through the mistaken belief that public authorities would
intervene to prevent losses in MBF activities.

6 In Canada, DBRS rates securitized instruments, and the CMHC
insures mortgages, including some that are subsequently securi-
tized. See CMHC (2009) for further details. In the United States, the
government-sponsored enterprises Freddie Mac and Fannie Mae
facilitated the securitization of the bulk of conventional mortgages.

7 Note that using total liabilities to compare the size of MBF with that
of the traditional banking sector is imperfect because of the potential
for double counting. For example, a deposit put into an MMMF that
is in turn used to buy commercial paper creates two MBF liabilities,
whereas the same intermediation handled by a bank would result in
the creation of only one liability. Double counting is also possible in
the regulated banking sector, but is likely to be less prevalent.

Interestingly, in Canada, the volume of MBF activities

has generally increased at the same pace as traditional
bank-intermediation activities and, since 1999, has been
approximately the same size, reflecting the important

role of banks in MBF. In comparison, the MBF liabilities
outstanding in the United States have grown more rapidly.
At their peak before the crisis, they were roughly twice

as large as traditional bank liabilities. Currently, they are
about 25 per cent larger. Since 2007, total MBF activity
has remained relatively unchanged in Canada, while it has
declined in the United States by approximately 25 per cent
over the same period.

Chart 2 and Chart 3 provide a breakdown of total MBF
liabilities by component in Canada and the United States,
before (2007) and after (2010) the crisis. In Canada, the
repo market is the dominant component of the MBF sector,
representing 55 per cent of total liabilities. In recent years,
the securitization of mortgages has increased sharply, in
particular, the issuance of NHA MBS (see Box 1 for further
details), which increased from about 5 per cent of out-
standing residential mortgages in 1998 to almost 20 per
cent in 2007 (Witmer 2010).2 In the United States, repos,
MBS and other ABS increased sharply until the crisis and
have since fallen back. Gorton and Metrick (2010) tie the
growth of the repo and ABS/MBS markets in the United
States together, noting that the latter securities were often
used as collateral in repo transactions.® This practice was
different in the United States than in Canada, where most
of the collateral used for repo transactions is composed

of securities issued or guaranteed by government entities
(Chart 4)."°

8 This upward trend was the result of several factors: changes in the
NHA MBS program (e.g., more flexible features); the creation of the
Canada Mortgage Bond (CMB) program; increased investor demand
for securitized products before the crisis; and the Government of
Canada’s Insured Mortgage Purchase Program, which was instituted
during the crisis to purchase mortgages from Canadian financial
institutions (Witmer 2010). More recently, covered bonds have been
used by Canadian banks as another means of borrowing against
their mortgage holdings.

9 Gorton and Metrick (2010) argue that the development of the repo
market was also driven, in part, by regulation, in particular the lack
of insurance on deposits greater than $100,000 and the bankruptcy
treatment of repo contracts. Repos are essentially collateralized
deposits that give the depositor the right to claim the collateral in the
event of the bankruptcy of the borrowing institution. Other factors
also contributed to the development of repo markets. In particular,
securities dealers use repo transactions to facilitate their market-
making activities, including financing inventories of securities and
borrowing securities to sell to clients. Consequently, the existence
of a repo market enhances liquidity and price discovery in second-
ary markets. Repos, however, increase leverage and can be used
to boost expected returns, which may increase risk if, for example,
long-term assets are financed with short-term repos that need to
be rolled over frequently. Morrow (1995) provides an overview of the
early development of Canadian repo markets.

10 About 75 per cent of repo transactions in Canada use Government
of Canada bonds and treasury bills as collateral. Of the remaining
25 per cent, most consist of federal or provincial government-
guaranteed securities.
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Chart 2: Canadian MBF, by component, before and after the crisis
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Chart 3: U.S. MBF, by component, before and after the crisis
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While many regulated financial institutions, such as banks,
insurance companies, pension and mutual funds, as well
as provincially regulated credit unions, participate in MBF
activities, other institutions that lie outside the perimeter
of regulation are also active. These include hedge funds,
which may be buyers of ABS and users of repo financing,
and finance and leasing companies, which issue ABS

to finance various pools of loans. A notable characteristic
of this sector in Canada, compared with the U.S. sector, is
the greater participation by regulated financial institutions.
For example, virtually all of the participants in the NHA
MBS market are either federally or provincially regulated.
Similarly, the dominant participants in the repo market are
banks and regulated securities dealers.

Comparing the MBF sectors in Canada and the United
States is instructive for understanding the vulnerabilities
of the Canadian sector and the related systemic risks
(discussed in the next section), and also for considering
possible regulatory reforms. In Canada, the dominant
and active participation of the major regulated financial

institutions in MBF activities and the widespread use of
government or government-guaranteed securities as col-
lateral to underpin these transactions render the Canadian
MBF sector less vulnerable. Nonetheless, because of the
dynamism and heterogeneity of the sector, it merits close
monitoring to understand its possible impact on systemic
risk.

KEY VULNERABILITIES IN MBF
EXPOSED BY THE CRISIS

As discussed above, MBF is essentially a market-based
alternative to the traditional financial intermediation pro-
cesses that take place within a typical bank. Consequently,
MBF activities are subject to the same vulnerabilities as
traditional bank intermediation, but they do not receive
the same degree of prudential oversight, nor do they typi-
cally have the same access to publicly provided liquidity
facilities. These potential systemic vulnerabilities are both
cross-sectional and procyclical, and are exacerbated by
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Box 1

A major type of securitization used in Canada consists of
mortgage-backed securities (MBS) that are guaranteed

by the Canada Mortgage and Housing Corporation
(CMHC) under the authority of the National Housing Act
(NHA). This type of security is known as an NHA MBS.
Under the NHA, the securities issued or guaranteed by
CMHC are fully backed by the Government of Canada.

A financial entity that would like to participate in issuing

These criteria include a net worth requirement and a
minimum level of financial performance.

To issue NHA MBS, a participant in this program (e.g.,

a chartered bank) creates a pool of insured mortgages
that it has originated subject to a set of government-
approved underwriting standards that are of consistent
quality. The pool is then guaranteed, for a fee, by CMHC;
this guarantee covers the principal and interest on secu-
rities issued in the pool. The pool of mortgages is placed
with a trust, and securities are issued against the cash
inflows from the mortgages. Investors in these securities
are not subject to credit risk, owing to the CMHC timely
payment guarantee as well as the CMHC insurance on
the underlying mortgages. The NHA MBS may be subse-
quently sold to the Canada Mortgage Bond (CMB) pro-
gram, in which case the Canada Housing Trust issues
non-amortizing, semi-annual coupon bonds backed by
the mortgage pools and fully guaranteed by CMHC and
the Government of Canada. The interest rate and pre-
payment risks inherent in the underlying mortgages are
managed via a swap transaction and investments in
permitted securities. The broad outline of this process is
shown in Figure 1.

In addition to the federal government guarantee and the
interest rate and prepayment risk hedges described
above, the NHA MBS program includes many other
mechanisms to mitigate credit risk. A detailed description
of the NHA MBS program can be found in CMHC (2006).

NHA MBS must meet minimum criteria set out by CMHC.

National Housing Act Mortgage-Backed Securities

The NHA MBS program started in 1987 and, in 2001,
was enhanced by the CMB program, which significantly
increased the outstanding volume and secondary market
liquidity of securitized mortgages.

Figure 1: The NHA MBS securitization process
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While NHA MBS and CMBs have identical credit risk

as securities issued by the Government of Canada, the
liquidity risk is not the same, especially during periods
of severe market stress. This greater liquidity risk, which
is not unique to those securities, is evidenced by the
spread between CMBs and equivalent Government of
Canada bonds, which reached nearly 90 basis points
during the crisis, compared with approximately 15 basis
points before the crisis and the current level of about

25 basis points.

the linkages between the MBF and traditional banking
sectors.

While the Canadian MBF sector escaped the worst of the
global financial crisis, the disappearance of the non-bank-
sponsored ABCP market illustrated some of the latent
vulnerabilities of MBF, which are examined in more detail
below. The ABCP market collapsed because of the high
degree of leverage embedded in these structured instru-
ments, which were backed by troubled offshore assets
and had inadequate arrangements for liquidity support.

Panics and liquidity crises

The first cross-sectional vulnerability that might arise

in the MBF sector is exposure to panics. Owing to their
funding structure, entities that rely on MBF are susceptible
to liquidity crises that resemble a classic bank run. In MBF,
longer-term lending is financed by short-term funding,
which is usually provided by commercial and institutional
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Chart 4: Typical components of repo market collateral
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investors.™ This intermediation takes place outside tra-
ditional bank channels by, for example, the sale of short-
term assets such as commercial paper or ABCP. An entity
may also fund the purchase of an asset by using that
asset as collateral in a repo agreement. In the Canadian
case, in addition to repos, wholesale funding most often
consists of wholesale deposits and short-term debt secu-
rities (such as bearer deposit notes, commercial paper or
bankers’ acceptances). Because of the maturity mismatch
between the funds loaned and received, borrowers are
vulnerable to runs, since they invest in assets that may not
be easily sold if lenders simultaneously refuse to roll over
their short-term funding.

The non-bank Canadian ABCP conduits that were affected
during 2007 provide a prime example of how a liquidity
crisis can unfold with MBF. In that case, maturing instru-
ments were not rolled over into new issues as investors
became more aware of, and concerned about, the poten-
tial risks. This rollover risk is similar to the risk of bank
runs in traditional banking, with the important difference
that MBF lenders do not benefit from deposit insurance,
and MBF borrowers typically do not have direct access to
central bank liquidity.

Interconnectedness and counterparty
credit risk

A second vulnerability in MBF is counterparty credit risk
arising from the interconnected nature of the MBF sector.
MBF investors are exposed to credit risk, both from their
direct counterparty and, more generally, in the form of a

11 An important category of large investors consists of MMMFs, which
manage the liquid assets of corporate clients, as well as individual
investors. See Kacperczyk and Schnabl (2010) for more details on
MMMFs and the commercial paper market in the United States.

network externality.' While the former risk is generally well
understood, the latter is unlike the risk faced by a depos-
itor in a traditional bank.™

The network externality in MBF is exacerbated by the
replacement of internal bank processes with market-based
alternatives, which creates a network of obligations and
flows that require an investor to both be aware of the
creditworthiness of its direct counterparty and to under-
stand how the counterparty is connected to the rest of
the financial system. Caballero and Simsek (2009) define
this vulnerability as a “complexity-externality.” In normal
times, this network functions efficiently to transfer funds
and risks between participants. During a crisis, however,
each participant in the system can be exposed not only to
the risk of its own counterparties, but also to that of their
counterparties’ counterparties, and so on. This complex
network of interconnected obligations may become too
difficult to comprehend, and the resulting uncertainty may
cause or amplify a financial panic. With reference to the
non-bank ABCP example used above, investors became
concerned not only about their own exposures to the
troubled assets, but about their counterparties’ exposures
as well.

Securitization: Opacity and illiquidity

To mitigate the different types of counterparty risk, MBF
is often conducted on a secured basis against high-grade
collateral. This could lead to a third cross-sectional vul-
nerability that is related to the opacity and illiquidity of
some of the securitized assets being used as collateral

12 This exposure to counterparty credit risk manifests itself in two ways:
directly, through the default of a counterparty if the exposure is not
fully collateralized; and indirectly, through an exposure to market risk
and liquidity risk if the exposure is collateralized.

13 Gregory (2010) provides a complete treatment of traditional counter-
party credit risk.
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in secured borrowing.™ This opacity—which has become
less prevalent since the crisis—led lenders and investors
to place a greater emphasis on the ratings provided by
CRAs.

One way to acquire high-grade collateral of the type com-
monly used in some countries before the crisis was to use
securitization to transform illiquid assets into highly rated,
more-liquid tradable securities. This type of collateral cre-
ated a vulnerability, however, because, during the crisis,

it suddenly became illiquid and difficult to value. This
opacity exacerbated the U.S. subprime-mortgage problem
because not only were the original subprime mortgages
securitized, additional securitization was applied to the
resulting tranches until it was extremely difficult, if not
impossible, to accurately assess the exposures to default
in various adverse scenarios. A similar problem plagued
Canadian non-bank ABCP in 2007, which in some cases
was backed by other structured assets, such as collateral-
ized debt obligations (CDOs). The lack of information that
results from such layers of securitization can amplify a
liquidity crisis, because the value of these assets becomes
extremely sensitive to new information, which in turn makes
them less suitable for use as collateral (Gorton 2010).

Owing to its lower degree of regulation, the MBF sector is
often the area of the financial system where financial inno-
vations are first developed and marketed. These financial
innovations create new ways to transfer and hedge risk,
which provide a benefit for the economy as a whole, but
can also lead to risks that may not be well understood,
owing to their opacity or novelty (as in the case of CDOs
or exchange-traded funds). In addition, opaque structures
can be used to hide leverage off the balance sheet and
away from investors and prudential and systemic regula-
tors. This may be done for regulatory arbitrage purposes
in order to reduce the amount of capital a financial inter-
mediary must hold. Furthermore, the risk transfer that
these innovations are designed for is incomplete.

Procyclicality in leverage: Systemic concerns

While the MBF system has evolved to protect individual
participants from the idiosyncratic risk of their counter-
parties, the system as a whole is vulnerable to systemic
shocks. Procyclical vulnerabilities also serve as channels
to transmit systemic shocks through the MBF sector.

The primary procyclical vulnerability is the buildup of
leverage that is permitted by MBF activities, owing to their
lower level of regulation. The link between the leverage
that can be obtained through collateralized market-

based transactions and the haircut charged in collateral-
ized lending is an example of this procyclicality (Kamhi
2009). While a haircut protects the lender against market

14 Kirabaeva (2010-11) examines the adverse effects of a lack of
information on financial stability in the context of the recent financial
crisis.

volatility, it also directly influences the amount of leverage
a borrower receives in a transaction. Since haircuts tend
to vary with the business cycle, leverage in collateralized
borrowing can be highly procyclical, potentially acting as
a destabilizing force for the financial system as a whole
(CGFS 2010). More broadly, changes in the constraints on
funding liquidity faced by financial intermediaries (which
include haircuts) can have a first-order impact on asset
prices and market dynamics, and thus propagate and
amplify financial shocks throughout the financial system
(Fontaine and Garcia 2009).

The systemic vulnerabilities of MBF in Canada are cur-
rently relatively low, for at least two reasons: the reduction
in unregulated MBF activity following the non-bank ABCP
crisis, and the fact that, in Canada, MBF is generally con-
centrated among the well-regulated and supervised char-
tered banks. In addition, microprudential and system-wide
regulatory work under way domestically and internationally
will further reduce vulnerabilities inherent in the MBF sector.
Nonetheless, the high degree of innovation in this sector
necessitates that it be monitored continuously, using a
systematic approach to identify emerging vulnerabilities.

PossIBLE REFORMS OF MBF

MBF has intrinsic vulnerabilities that can increase systemic
risk by fostering the development of less stable practices
in financial markets, facilitating regulatory arbitrage or
changing the incentives of the regulated sector. It can also
lead to common exposures and interconnections among
institutions, amplifying shocks and exacerbating procy-
clicality. But this sector also serves useful and legitimate
economic functions: it contributes to the efficient funding
and transfer of credit risk; it can provide competition to
the traditional banking sector (more so in countries where
banks are not also the primary entities active in MBF
activities); and it diversifies credit sources available in the
economy. If properly constrained, MBF can thus lead to
welfare-enhancing financial innovation. Hence, the regula-
tory approach should be balanced and should aim to miti-
gate the sector’s risks and vulnerabilities while preserving
its benefits. The regulatory approach will also need to
evolve gradually, recognizing that increased regulation of
banks may create incentives for more activities to move
to the MBF sector, as well as the potential for new instru-
ments and activities to emerge, and the modification of
existing ones in ways that increase systemic risk.

There are four broad ways to address concerns that MBF
could pose risks to the stability of the financial system
(FSB 2011a). The first is to make the prudentially regulated
entities that interact with the MBF sector, such as banks,
more resilient by encouraging them to better manage

the risks related to MBF activities and by requiring them
to hold sufficient capital and liquidity, thus reducing the
potential for contagion from MBF to the overall financial
system. Steps can also be taken to reduce opportunities
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for regulatory arbitrage. The second is to broaden,
increase or improve the regulation of entities active in, or
facilitating, MBF activities, such as hedge funds, MMMFs
and CRAs. The third is to monitor MBF activities and
either regulate them or foster best practices; for example,
with regard to securitization. Finally, the risks posed by
MBF may be addressed through macroprudential mea-
sures and improvements to the infrastructures that sup-
port markets. Some of the reforms that are under way
or have been proposed internationally and in Canada are
described below.

Reducing the risk of contagion from MBF
activities

Basel lll introduces a number of changes that will reduce
the prospect for contagion between the MBF sector and
the regulated banking system. First, banks will be required
to hold more and better-quality capital, which will help
them to withstand shocks. Second, new liquidity stan-
dards will be introduced to foster prudent practices for
funding and liquidity management. All else being equal,
these standards will decrease the reliance on short-term
funding (such as overnight repos) and the demand for
illiquid assets (such as securitized products), both of which
contributed to the growth of MBF and the buildup of vul-
nerabilities before the crisis. These new standards will also
make it more costly for banks to provide backup liquidity
lines to ABCP conduits and special-purpose vehicles.
Third, a new limit on leverage similar to the one that exists
in Canada will be introduced as a backstop against excess
risk exposure that can sometimes arise with risk-based
capital rules.” Combined with changes that will make it
more difficult for banks to move assets off balance sheet,
this should help to reduce the scope for MBF to expand
because of regulatory arbitrage.

Although these changes will enhance the overall resilience
of the financial system, they may encourage more risk-
taking and cause activities to move to the unregulated
MBF sector, so other measures are needed.

Enhancing the monitoring and regulation of
entities active in MBF

Initiatives are also being taken to improve the monitoring,
and to enhance the regulation, of entities that participate
in MBF, such as hedge funds, MMMFs and CRAs.

15 The regulatory measure of leverage in Canada is the ratio of total as-
sets and certain off-balance-sheet items to total regulatory capital.
The limit for this multiple is 20, but banks in good standing can be
allowed to increase it up to 23 if they meet certain conditions. See
OSFI (2007) and Bordeleau, Crawford and Graham (2009).

Hedge funds

In the case of hedge funds, members of the International
Organization of Securities Commissions (IOSCO) agreed
to a common template for the global collection of hedge
fund information to help regulators in the assessment

of systemic risks and to inform any planned legislative
changes.*® In addition, the IOSCO task force recom-
mended that a global data-gathering exercise based on
this template be carried out in September 2010 to the best
ability of each jurisdiction (pending legislative changes).
The Canadian Securities Administrators (CSA) participated
in the exercise." In the United States, the Dodd-Frank Act
will require that hedge fund advisers with over $150 million
in assets under management register with the Securities
and Exchange Commission (SEC) and provide extensive
records about their investment and business practices.

In Canada, the CSA introduced a mandatory registration
regime for investment fund managers, which is expected
to be in full force by September 2011.'® Similar steps are
being taken in other countries.

Money market mutual funds

Reforms have also been proposed for MMMFs. As
explained earlier, MMMFs can be susceptible to a sudden
loss of confidence and destabilizing runs by investors. The
industry has had a long-standing practice of maintaining a
stable net asset value despite the absence of government
insurance or access to public sector liquidity, while allowing
investors to withdraw funds on demand. This creates a
mismatch between the maturity and liquidity of the funds’
investments and those of their liabilities, which the pro-
posed reforms aim to address. In order for these funds

to be better able to handle redemption requests, both the
SEC in the United States and securities commissions in
Canada have enacted tougher requirements that shorten
the average term to maturity of the investment portfolios
of MMMFs and require them to maintain higher minimum
levels of highly liquid assets.

There is, however, a tension between these requirements
and the requirements under Basel Ill for banks to lengthen
the duration of their funding, given that MMMFs are an
important source of funding for some banks, particularly
in Europe. And while the steps taken to improve the ability
of MMMFs to handle redemptions are helpful, more of
them are needed to reduce the vulnerability of this sector.

16 Member jurisdictions that agreed to this template include, among
others, Canada, the United Kingdom and the United States.

17 While results from this data-gathering exercise are not public, the
Canadian hedge fund industry is estimated to be a fraction of the
size of both the Canadian mutual funds industry and the global
hedge fund industry.

18 Requirements under National Instrument 31-103 cover capital, finan-
cial reporting, compliance, conflict of interest and outsourcing.
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Credit-rating agencies

CRAs play a key role in MBF activities by aggregating and
disseminating information about different securities in the
form of credit ratings. In the years preceding the crisis, the
high ratings assigned to securitized products were central
to the confidence placed by investors in these instru-
ments and enabled firms to use them to obtain short-term
market-based funding (see the previous section). The
subsequent downgrades in the ratings raised concerns
about the reliability of the CRA rating process, the CRAs’
inherent conflicts of interest' and the lack of formal regu-
lation of CRAs (Zelmer 2007). Regulatory initiatives in the
United States, Europe, Canada and elsewhere seek to
remedy the lack of formal oversight of CRAs and to alleviate
the conflict of interest inherent in the issuer-pays model.

Efforts are also under way to reduce the widespread and
often mechanistic reliance on CRA ratings for regulatory
and investment decisions.?® This should lower the risk of a
renewed growth in MBF driven by the creation of securi-
tized products.*

Fostering best practices in MBF activities

Steps are also being taken to restore confidence and
improve the resilience of securitization markets. One
important initiative has been to encourage greater trans-
parency among issuers of securitized products. IOSCO
published disclosure principles for ABS, and the Financial
Stability Forum (FSF) recommended that financial institu-
tions with significant exposures to structured credit prod-
ucts provide additional risk disclosures, and identified
leading practices in this regard (FSF 2008). Regulators and
institutions in various jurisdictions have either taken steps
to implement those recommendations or are working on
how best to do so in their respective markets.?* In Canada,
the CSA proposed a framework for regulating securitized
products that would improve investor protection through
enhanced transparency and disclosure requirements, both
at the time of distribution and on an ongoing basis.?®

19 Most CRAs use an “issuer-pays” model where the issuer of the
security pays the CRA to issue a rating. This raises concerns about
conflicts of interest and ratings shopping (Bolton, Freixas and
Shapiro 2009).

20 See FSB (2010) and SEC at <http://www.sec.gov/news/press/2011/
2011-59.htm>.

21 Mandatory risk-retention requirements have also been proposed in
some countries to better align the interests of the sponsors of secu-
ritized products with those of investors. Of course, implementation
details will be just as important as the principle behind this initiative
for it to have the desired effects.

22 The FSB assessed the implementation of these recommendations
by its 24 member jurisdictions and the major financial institutions
located in those jurisdictions (FSB 2011b).

23 The proposed regulation also modifies the current exemptions that
investors use to access these products in the exempt market.

Macroprudential measures and
improvements to market infrastructures

Macroprudential measures and improvements to market
infrastructures can also help mitigate the risks of instability
stemming from MBF. These measures can include ways
to alleviate procyclicality in the financial system by, for
example, using margins and haircut policies that are less
procyclical (CGFS 2010). Additional measures can include
improvements to the infrastructures supporting markets,
such as a greater use of properly risk-proofed central
counterparties for repo and derivatives transactions (see
Chande, Labelle and Tuer 2010: Slive, Wilkins and Witmer
2011). These steps should reduce the risk of contagion
across the financial system.

CONCLUSION

The rapid expansion in the magnitude and scope of MBF
activities in Canada and the rest of the world over the past
15 years makes it imperative to understand the reasons
for this dynamic growth and the potential vulnerabilities
that may accompany it. The expansion, which largely
reflects competitive market forces and ongoing financial
market deepening, is increasing the overall efficiency and
resilience of financial intermediation activities. However,
the high rate of financial innovation and the constantly
evolving activities are raising concerns that some of this
innovation may be driven by regulatory arbitrage, out-
pacing public oversight and increasing systemic risk. A
more systematic approach to monitoring these activities
and further research are required to identify and assess
the impact on systemic risk of any vulnerabilities emerging
from the MBF sector, and to determine whether the inten-
sity or perimeter of regulation and supervision of MBF
should be reformed. An appropriate balance should be
struck between the benefits of this innovation and its
impact on systemic risk.

The recent financial crisis exposed significant weaknesses
in MBF activities, in particular, the lack of transparency and
the excessive buildup of leverage. Reforms are under way
at national and international levels to address these short-
comings. The MBF sector has proven to be relatively resil-
ient in Canada because of the dominant participation of
prudentially regulated institutions and the widespread use
of government collateral. Nonetheless, an important lesson
from the non-bank ABCP crisis and the financial crisis
more generally is that the Canadian financial system is

not immune to potential vulnerabilities in the MBF sector,
whether homegrown or arising in other countries and
transmitted to Canada through the globalization of mar-
kets and institutions. Thus, a coordinated global response
is needed to establish clear principles for the monitoring,
assessment and regulation of MBF that allows for differ-
ences in the MBF sector across countries and limits unin-
tended consequences and opportunities for cross-country
regulatory arbitrage.
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