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The ABCP Cirisis in Canada:
The Implications for the Regulation of Financial Markets

1. Executive Summary

Canadian financial markets were shaken in mid-August, 2007 when approximately

$32 billion of non-bank, or third-party, sponsored asset-backed commercial paper
(ABCP) was frozen by the inability of the conduits to rollover their maturing notes. The
affected conduits represented 27% of the $117 billion ABCP market. This paper
examines the issues for the regulation of financial markets raised by the failure of non-
bank sponsored ABCP conduits to rollover their debt.

The paper first examines ABCP market participants and the roles that they play. At the
centre of the market are the conduits that issue ABCP and their sponsors. The ABCP note
typically had a maturity of 30, 60 or 90 days and were backed up by liquidity
arrangements that would enable the conduits to meet their repayment obligations under
specified conditions, which for third-party conduits were dependent on a “general market
disruption.” The assets held by third-party conduits were divided between traditional
assets (29%) and synthetic, or derivative, assets (71%). Of the derivative assets, $17.4
billion (59% of total assets) were Leveraged Super Senior Swaps through which the
conduits provided protection for others against credit losses.

In addition to the sponsors and their conduits, credit rating agencies and investment
dealers and their sales representatives were critical to the market’s development. Credit
rating agencies provided the rating that exempted ABCP from prospectus requirements
and made it an eligible investment for many investors. Investment dealers and their sales
agents distributed and marketed ABCP to financial institutions, pension funds,
governments and their agencies, corporations, individuals and other investors.

The paper reviews the regulation governing the market’s participants in their ABCP
activities. While the financial sector is one of the most heavily regulated areas of the
Canadian economy, the ABCP participants were subject to minimal regulation with
respect to their ABCP activities. The classification of ABCP itself as commercial paper
exempted issuers from the need to issue a prospectus when their issues were rated by a
credit rating agency. Canadian banks would have been subject to capital requirements
against any unconditional lines of credit to ABCP conduits. Many liquidity providers
were off-shore banks or non-bank financial institutions that were not subject to any
capital charges for standby lines of credit provided to ABCP conduits.

The paper groups the causes of the ABCP crisis into core causes, magnifying influences
and crisis triggers. The paper identifies the maturity mismatch in the structure of ABCP
conduits, together with their risky derivative investments, as the prime causes of the
crisis. Lack of disclosure by conduits of their business and the continuing favorable credit
ratings tended to magnify the crisis. The US sub-prime crisis was the actual trigger of the
crisis, but because of the inherent fragility of the ABCP market, other events, such as a
rise in short-term interest rates, could also have sparked a crisis.



The paper raises a number of policy issues arising from the ABCP crisis. Prospectus
exemptions, originally intended to apply to simple forms of commercial paper, were
inappropriate for ABCP conduits that were heavily involved in writing credit derivatives.
Similarly, the application of the same credit rating scale as used for other debt was
unsuitable for ABCP. A favorable rating made ABCP an eligible investment for many
investors and may have given comfort to others.

Some Canadian banks also sponsored ABCP conduits, holding them off-balance sheet so
as to avoid capital requirements. Despite this, the banks provided support to their
sponsored conduits when the crisis unfolded, calling into question the validity of the off-
and on-balance sheet distinction. These actions may have shaped the ABCP crisis by
avoiding a technical market disruption, denying the conduits support from their liquidity
providers. The consequence is that it may have shifted the burden of losses to ABCP note
holders and away from parties providing the liquidity arrangements.

The paper addresses the implications of ABCP crisis for both the content and approach
taken to market regulation. The paper recommends, among other things, that:

1) prospectus requirements be based on an issuer’s activities;

ii) credit rating agencies register with securities authorities, adopt separate rating
scales for structured products and make clearer the risks they cover;

iii) the banking regulator review the continuing suitability of on- and off-balance
sheet distinctions for banking related activities with respect to regulatory capital
requirements;

1v) the rules governing the sale and distribution of structured products reflect the
characteristics of the product; and,

V) the communication among regulators should be reviewed to determine whether
greater communication could prevent or reduce the severity of crises in the
future.

The paper observes that market regulation balances rules and principles in practice and
suggests greater scope for the use of principles-based regulation, in particular for
prospectus and other distribution requirements; for determining on- and off-balance
sheet activities of banks; and for rules governing the sale and distribution of financial
instruments.

The ABCP crisis was both predictable and preventable. ABCP conduits were inherently
fragile with their vulnerability further aggravated by the assets they held. While the
ABCP market is unlikely to unfold again in the same way, this study has made
recommendations that would make the nature of ABCP and similar innovations clearer to
investors. Despite some added cost to market participants, the recommendations, if
enacted, would make future crises less likely and less severe.



2. Features of the ABCP Market

(a) The “acquire-to-distribute’” Model

The ABCP market can be characterized as being organized around the “acquire-to-
distribute” business and represented a departure from traditional financing markets where
commercial banks and other lenders operated an “originate-to-hold” business by making
mortgages with the intention of holding them as investments. Much mortgage and other
financing now take place under the “originate-to-distribute” model where lenders
originate mortgages to sell them onward to investors. The originator’s function differs
between the two approaches: the originator supplies finance and bears the credit risk in
the former case and transfers both of these functions to the investors in the latter.

At the time of the crisis, the ABCP market in Canada had gone beyond the
“originate/distribute” business. The non-bank, or third party, sponsors did not themselves
originate all the assets held by their conduits. They functioned in what can best be
described as an “acquire-to-distribute” mode: they acquired assets for the conduits from
others who either originated the transactions or obtained them from others. In each case,
distance between investors and the originators was lengthened.

(b) Participants

The participants in the ABCP market are shown in Table 2.1. They include the parties
that establish and administer the vehicles, those that sell and distribute notes to investors,
and those that provide stand-by liquidity in addition to the vehicles that hold assets and
issue notes against them.

Table 2.1:

Participants in the ABCP market

Conduits Trusts that hold pools of assets and issue commercial paper
backed by these assets

Sponsors Establish conduits, select and administer the assets held by the
conduit, and arrange for the sale of its issues of commercial
paper

Asset providers Supply loans and other claims to conduits

Equity investors Invest in the equity of the conduit

Distribution agents Sell the conduit’s commercial paper to investors

Liquidity providers Supply liquidity to conduits under specified conditions

(i) Conduits

At the core of the ABCP market are the conduits that issue notes, or commercial paper,
against the security of a portfolio of assets. Conduits are trusts that are established by
sponsors who administer the affairs of the trusts and assemble the assets held by the



conduits. The conduits, subject to restructuring under the Montreal Accord (affected
conduits), are listed in Table 2.2.

Table 2.2:
Affected ABCP Conduits

Apollo Trust; Apsley Trust; Aria Trust; Aurora Trust; Comet Trust; Encore Trust Gemini
Trust; Ironstone Trust; MMALI-I Trust; Newshore Canadian Trust; Opus Trust; Planet
Trust; Rocket Trust; SAT; Selkirk Funding Trust; Silverstone Trust; SIT III; Slate Trust;
Symphony Trust; Whitehall Trust

Note: Affected trusts also include associated satellite trusts
Source: Pan-Canadian Investors Committee, Information Statement, p.156

(ii) Sponsors

Sponsors of conduits establish and manage the affairs of an ABCP conduit. They are
responsible for arranging deals with asset providers, determining the terms of the
program and acting as the agent for the programs with respect to securitization. Sponsors
earn revenues by, among other ways, capturing the excess spread on assets acquired from
the providers.

The sponsors of ABCP conduits include business corporations, which use the conduits to
finance receivables generated by their business, banks and so-called third parties, which
“specialized in structured finance using securitization-based financing technology.”' The
third party sponsors of affected ABCP conduits are listed in Table 2.3.

Table 2.3:
Sponsors of Affected ABCP Conduits and their Sponsored Trusts

Coventree Capital Inc.: Apollo Trust, Aurora Trust, Comet Trust, Gemini Trust, Planet
Trust, Rocket Trust, Slate Trust

Quanto Financial Corporation: Apsley Trust, Whitehall Trust

National Bank Financial: Ironstone Trust, MMAI-I Trust, Silverstone Trust

Nereus Financial Inc. (subsidiary of Coventree): SAT, SIT 111

Newshore Financial Services Inc.: Aria Trust, Encore Trust, Newshore Canadian Trust,
Opus Trust, Symphony Trust

Securitus Financial Corp.: Selkirk Financing Trust

Source: Source: Pan-Canadian Investors Committee, Information Statement, p.156

(iii) Liquidity providers

Liquidity providers are parties that have entered into agreements to provide standby
liquidity to ABCP conduits (Table 2.4). Such agreements can differ in their conditions,
with some unconditional and others conditional. Conditional agreements make the

! Corporate Profile at www.Coventree.ca.



provision of liquidity dependent on a “general market disruption,” a condition that may
be defined differently from agreement to agreement. Liquidity providers receive fees
from conduits for providing stand-by liquidity arrangements.

Table 2.4
Liquidity providers to non-bank ABCP conduits

ABN AMBRO Bank N.V. Canada branch; Bank of America N.A. Canada branch;
Canadian Imperial Bank of Commerce; Citibank Canada; Citibank N.A.Dansk Bank

Deutsche Bank AG; HSBC Bank Canada; HSBC Bank USA; Merrill Lynch Capital
Services Inc.; Merrill Lynch International; Royal Bank of Canada; Swiss Re Financial
Products Corporation; Bank of Nova Scotia; Royal Bank of Scotland plc; UBS AG.

Source: Pan-Canadian Investors Committee, Information Statement, p.168

(iv) Distribution agents

Investment dealers and sales representatives marketed the ABCP notes issued by conduits
to investors (Appendix A).

(v) Credit rating agencies

Ratings from credit rating agencies were vital to the issue of ABCP through making them
eligible for investors as a result of legal and institutional constraints on investors and to
qualify them for exemption from the requirements to issue a prospectus. Initially, ABCP
was rated by all three credit rating agencies operating in Canada: Dominion Bond Rating
Service (DBRS), Moody’s and Standard and Poor’s. From 2000 onward, DBRS was the
sole agency that rated third-party ABCP.?

(vi) Investors

The investors in ABCP included individuals, business corporations, financial institutions,
public and private pension funds, governments and their agencies and universities
together with about 1800 retail investors (see Appendix A).

(c) Assets of ABCP Conduits

(i) Assets

The assets underlying these ABCP claims were divided between traditional assets and
synthetic assets (Table 2.7). Traditional assets were backed by instruments, such as
mortgages, consumer loans, credit card receivables, commercial leases and other
financial assets, and accounted for $8.4 billion of the assets backing affected conduits.
Conduits accounting for $3.5 billion in assets held only traditional assets.

? DBRS discontinued rating new ABCP in January 2007.



Synthetic assets are instruments backed by derivative contracts and accounted for
approximately $21 billion (71%) of the assets of affected ABCP conduits. The synthetic
assets included pools of Levered Super Senior Swaps (LSSS), a form of credit default
swap, from which conduits received ongoing fees in return for its obligation to pay
specified amounts if the underlying assets default. Changes in the reference on which the
credit derivatives were based could trigger margin calls that would reduce the available
collateral protecting the note holders.” The Leveraged Super Senior Swaps (LSSS) used
leverage to increase the size of the commitment under a credit default contract. Under
these contracts, the conduits were able to increase their commitments in credit derivative
swaps beyond the amount committed to in the contract, magnifying both the fees they
would receive and the risks that they would face. These contracts accounted for
approximately $17.4 billion of the $21 billion in synthetic assets held by the conduits.

Table 2.7
Assets Underlying Affected Conduits

Type of asset Value (billion) Share of assets
Traditional assets $8.4 28.6
Synthetic assets 21.0 71.4

Of which Leveraged Super Senior $17.4 59.2

Swaps
Total assets $29.4 100

Note: The assets fall short of $32 Third-Party sponsored ABCP reported in the Summary of Information.
Source: Pan-Canadian Investors Committee, Information Statement, pp. 1-2

(ii) Credit enhancement

Credit enhancement is a form of support to cover losses on a pool of assets held by
ABCP conduits and was often necessary in order to gain a favorable credit rating for a
conduit’s notes. Credit enhancement can take place through over-collateralization where
the conduits hold assets with a value greater than the notes outstanding, through seller
recourse or through guarantees, surety bonds, letters of credit or the presence of less
senior notes issues.

(d) Notes of ABCP Conduits

The notes issued by the trusts differ with respect to their features. Series A notes are
short-term (30, 60 and 90 days), their redemption at maturity is supported by liquidity
arrangements, and they are rated by credit rating agencies. The series E notes generally
have longer maturities (up to 270 days) and can be extended on maturity if the issuer is
unable to repay. Series E notes are neither supported by liquidity arrangements nor are
they rated by credit rating agencies. The pools of assets backing the series A and E notes

% Some LSSS transactions were triggered by losses on an underlying reference portfolio that were
determined, in some cases, on a mark to market basis and in others by a specified index of credit spreads.
For further details, see Pan- Canadian Investors Committee, pp. 17-18.




are separate from each other.* Some conduits have offered notes other than series A and
E that are typically junior tranches serving to insulate more senior notes against losses.
Investment by equity holders may also provide over-collateralization protection to note
holders by creating a buffer between the value of a conduit’s assets and its outstanding
notes.

(e) Disclosure and Transparency in the ABCP Market

The disclosure to investors with respect to ABCP consisted of an information
memorandum, a legal opinion and a report from a rating agency. Each will be discussed
in terms of the information it provided and the usefulness of that information in
disclosing the risks of ABCP to investors.

(i) Information memorandum

The information memorandum of a representative conduit consisted of six pages of text
dealing with a broad range of matters likely to be of interest to investors. The information
memorandum informed investors in series A notes about features of the trust:

— securitized assets acquired by the trust could only be acquired from sources
approved by the sponsor and the rating agency;

— the sponsor was bound to exercise the same care as it would if acting on its own
account;

— the sponsor would monitor the performance of portfolios of securitized assets;

— securitized assets acquired by the trust will be rated R1 (high) by the rating
agency;

— no acquisition will be permitted that would result in the reduction or withdrawal
of the rating on already outstanding notes;

— each class of notes is secured by separate assets;

— the secured property at the time of any note issuance shall not have net negative
asset value (as defined in the Trust Indenture);

— credit enhancement may be provided for the notes issued by the trust;

— liquidity agreements will be entered into prior to the issuance of any series A
notes for the purpose of repaying these notes where there has been a market
disruption; and,

— the notes qualify as investments in statutes that govern banks, cooperative credit
associations, insurance companies, pension funds, trust and loan companies and
money market mutual funds.

* The use of separate asset pools for different series of notes appears to be a general feature of ABCP
conduits in Canada. Elsewhere, different series of notes often have different degrees of priority against the
same asset pool.
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The memorandum also alerts investors with respect to other features:
— the assets of the trust are expected to change over time;

— the issue of notes is unlimited “subject to the limitations and conditions set forth
in the Trust Indenture and in any related supplements”;

— the trustee will hold security interests on behalf of creditors including those who
have provided credit enhancements;

— none of the parties related to the trust guarantee the repayment of the notes or
have any requirement to compensate note holders for any losses they realize (a
caveat expressed in large, bold print); and,

— the liquidity providers are not obligated to provide liquidity when the inability to
repay maturing notes arises from the creditworthiness of the trust or the
deterioration in the performance of its assets.

Despite the topics covered, this disclosure did not reveal many of the features that turned
out to be crucial to the fate of ABCP issues.

As noted above, the discussion of the liquidity for series A notes stated that the trust
could enter into agreements with liquidity providers approved by the rating agency
requiring that they will make liquidity available “when a market disruption prevents [the
trust] from issuing series A notes in the Canadian capital markets.” It also makes clear
that the liquidity provider had no obligation to supply liquidity when a trust cannot issue
series A notes. The memorandum did not, however, describe critical details of the
liquidity arrangements, in particular the criteria for a “market disruption”. The
memorandum stated only that the liquidity provider’s obligations were contained in the
relevant liquidity agreement and in the Trust Indenture relating to the issue of the notes,
documents not normally accessible to investors.

Similarly, the memorandum made only passing reference to the possibility of investment
in credit derivatives and no mention of the exposure to leverage from holding such
instruments. No mention was made of the conduits’ investments in Leveraged Super
Senior transactions and the fact that these transactions had provisions that allowed the
asset provider to call for additional collateral when the mark-to-market value of these
transactions fell below a specified threshold. The only mention of investment in credit
derivatives was the inclusion of “credit instruments” among the list of possible ownership
interests for the trust.

(ii) Legal opinion

The legal opinion prescribed that the series A notes are eligible investments under the
federal and provincial statutes governing a variety of classes of potential investors,
including banks, cooperative credit associations, insurance companies, pension funds,
governments and money market funds. The opinion also dealt with the eligibility of the
extended notes (typically series E) for money market mutual funds.
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(iii) Rating agency report

The rating agency report provided a separate source of information for potential investors
and, in general, offered more detail than the information memorandum. It stated the
current size of the program and the distribution of its assets among broad asset classes,
including structured financial assets, uninsured residential mortgages and commercial
mortgages. It noted that the rating agency was required to approve all transactions and
described in general terms the credit enhancement arrangements, including the enhancer
and the liquidity provisions and provider. It also provided a description of the assets the
trust could hold, such as collateralized debt obligations.

Despite the added information, the rating report did not overcome the critical
shortcomings of the information memorandum. It failed to provide critical details about
liquidity provisions; credit enhancement; and the consequences of the trust’s Leveraged

Super Senior transactions.

3. The Regulation of ABCP Market

The financial industry is one of the most heavily regulated industries in the economies of
industrialized nations. In contrast to the rest of financial markets, the ABCP market and
its participants when acting in this market are subject to minimal regulation (Table 3.1).

Table 3.1:
The Regulation of Participants’ Activities in the ABCP Market
Function Entity performing the Regulation
function
Issuer Conduit Securities Regulation
(Canadian Securities
Authorities)
Sponsor Chartered Banks and None as sponsors of ABCP
Financial Companies
Credit rater Credit rating agencies None
Liquidity provider Chartered banks
Off-shore foreign banks and | None

others

Sales and distribution

Investment dealers and their
sales representatives

Conduct Regulation
(HROC); “Know your
client”

Investors

Financial institutions,
governments and their
agencies, mutual funds,
private and public pension
funds

Eligible investments

12




(a) Issuers and Sponsors
(i) Issuers

Issuers of securities, including the ABCP conduits, are subject to provincial securities law
under the authority of the provinces’ securities commissions. An important part of such
laws are disclosure requirements through which most security issuers are required to file
prospectuses with the relevant securities commission for approval and then make them
available to prospective investors. Such prospectuses present comprehensive information
about the issuer, including its history, the nature of its business and its financial
condition. They also describe in detail the terms of the issue.

The prospectus requirements are waived under a variety of conditions, typically where
the investor is assumed to be knowledgeable. For example, exemptions are made for
private issues directed to a small number of sophisticated investors, often with specified
minimum purchase amounts and levels of wealth.

Issuers of commercial paper are exempted from prospectus requirements under section
2.35 of National Instrument 45-106 — Prospectus and Registration Exemptions, if their
issues have received an “approved rating from an approved credit rating organization.”
This provision effectively delegates approval of all commercial paper issues, including
ABCP, to the credit rating agencies. Through this delegation, credit rating agencies have
become the sole certifiers of the eligibility of ABCP issues to go to market without a
prospectus.

(ii) Sponsors
Bank sponsors

In addition to laws governing conduits as issuers, banks sponsoring ABCP conduits are
subject to detailed, wide-reaching oversight and regulation over many aspects of their
business. In practice, those activities that banks undertake directly on their balance sheets
face comprehensive rules and regulations directed toward securing their safety and
soundness. A major element of these rules is those specifying capital levels that banks
must hold against specified assets.

Many activities undertaken by banks off their balance sheets are treated differently from
on-balance sheet activities, as they are judged to be sufficiently separate from the banks
as to not threaten bank soundness. As a result, these activities may not be subject to
capital requirements. ABCP conduits have been treated as off-the-balance sheet of the
sponsoring banks and did not have capital requirements.
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Non-Bank sponsors

The non-bank sponsors, in contrast to banks, are usually not involved in financial
activities that are subject to regulation. To insulate the affairs of the conduits from those
of sponsors, conduits are arranged to be legally “bankrupt remote” from the sponsors.

(b) Credit Rating Agencies

Credit rating agencies serve many different functions in financial markets. They provide
information to investors through reports and ratings; their ratings form the basis of laws,
regulations and institutional rules that govern the eligibility of different securities for
investment, and they provide advisory services to issuers. Despite performing these
critical functions, credit rating agencies are generally not subject to regulation or
oversight. Currently, Canadian authorities are participating in international efforts to have
credit rating agencies conform to an industry code of conduct.

(c) Liquidity Providers

Until 2004, the liquidity arrangements between banks and ABCP conduits were treated
by both OSFI and foreign bank regulators as being off-balance sheet and not being
subject to capital requirements. At that time, OSFI announced a change that would
require banks to hold capital against unconditional liquidity arrangements to ABCP
conduits. They would not face capital requirements against so-called “Canadian style”
liquidity arrangements drawable only in circumstances of a general market disruption.
Liquidity arrangements between conduits and off-shore banks continued to be free of
capital requirements as banking regulators in other countries did not generally follow
OSFT’s lead.’

(d) Distribution and Sales

The distribution and sales of securities are subject to the dealer/member rules of the
Investment Industry Regulatory Organization of Canada (IIROC), a national self-
regulatory organization of the securities industry that oversees all investment dealers and
their registered employees.

Most transactions by investment dealers and their representatives with their clients with
respect to the ABCP market are covered by “know your client” rules. The rule most
relevant to the ABCP market states:

“Each Dealer Member shall use due diligence to ensure that the acceptance of any
order from a customer is suitable for each customer on the basis of the customers’

® This situation would change as banking authorities in different countries started adopting the Basel 11
capital standards beginning in 2007.
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financial situation, investment knowledge, investment objectives and risk
tolerance.”®

Thus, investment dealers and their sales representatives bear a responsibility for assuring
that clients’ investments are suitable to their needs.’

In addition to Rule 1300, IIROC’s Rule 1800 (Commodity Futures and Options) specifies
the appropriate conduct for transactions in futures and options markets. Rule 1800 (2)
requires investment dealers to designate principals for future contacts and futures options
contracts that are responsible for assuring that the handling of transactions in these
contracts conforms to IIROC’s rules and rulings. The principals, among other things, are
required to use due diligence “to ensure that the acceptance of any order from a customer
is suitable for each customer based on factors including the customer’s financial
situation, investment knowledge, investment objectives and risk tolerance (Rule 1800.5
(a)). Unlike Rule 1300, there are no exemptions to the “know your client” rule in the case
of transactions in futures contract and futures options.

(e) Regulation of Investors

Some investors, such as individuals and corporations, are totally unregulated in their
choice of investments. For others, the eligibility is determined by the acts under which
they operate (Table 3.2).

Table 3.2:
Acts governing eligibility of ABCP as an investment

Bank Act (Canada)

Cooperative Credit Associations Act (Canada)

Insurance Companies Act (Canada)

Pension Benefits Standards Act, 1985 (Canada)

Trust and Loan Companies Act (Canada)

Financial Institutions Act (British Columbia)

Pension Benefits Standards Act (British Columbia)

Alberta Heritage Savings Trust Fund Act (Alberta)

Loan and Trust Corporations Act (Alberta)

Insurance Act (Alberta)

Financial Administration Act (Alberta)

Employment Pension Plans Act (Alberta)

The Pension Benefits Act, 1992 (Saskatchewan)

The Insurance Act (Manitoba)

The Pension Benefits Act (Manitoba)

The Trustee Act (Manitoba) (Subject to any express provision of the law
or of the will or other instrument creating the trust or defining the duties

% Rule 1300 (p).

7 In contrast to 1300 (p), Rule 1300 (t) does allow dealer members the option of not applying the suitability
requirement when accepting orders where no recommendation is provided. To gain such an exemption, a
member dealer must apply to, and receive the approval, of IIROC. The rules do not provide any indication
of the criteria applied in granting this exemption.
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and powers of the trustee)

Loan and Trust Corporations Act (Ontario)

Pension Benefits Act (Ontario)

Insurance Act (Ontario)

An Act respecting insurance (Québec) (for an insurer (as defined
therein) constituted under the laws of the Province of Québec, other than
a guarantee fund)

An Act respecting trust companies and savings companies (Québec) (for
a trust company (as defined therein) investing its own funds and
deposits it receives and a savings company (as defined therein) investing
its own funds)

Supplemental Pension Plans Act (Québec) (for a plan governed thereby)
Trustees Act (New Brunswick)

Pension Benefits Act (Nova Scotia)

Insurance Companies Act (Newfoundland and Labrador)

Pension Benefits Act, 1997 (Newfoundland and Labrador)

National Instrument 81-102

(f) Organization of Regulation

The participants in ABCP are subject to a variety of regulators (Table 3.3). In one way or
another, the regulators of some aspect of the ABCP market include OSFI (for banks as
sponsors, liquidity providers and investors, insurance companies as investors and federal
pension funds as investors), provincial securities commissions (for conduits as issuers),
ITROC (for investment dealers and their representatives as distributors and sellers) and
financial regulators (for financial institutions and provincial pension funds as investors).

The Heads of Agencies (HOA) provides an informal forum that brings together the
Governor of the Bank of Canada, the Supervisor of OSFI, the federal Department of
Finance, and the heads of the B.C., Alberta, Ontario and Quebec securities regulators.
The HOA meets quarterly to discuss issues of common concern. While it provides a
venue for the exchange of information, it is not known the degree to which participants
shared concerns about the ABCP market.

The organization of financial market regulation differs substantially between Canada, the
United Kingdom and the United States (Table 3.3). Overall, the UK has a much greater
consolidation of regulatory authority than Canada. With the exception of the Bank of
England’s responsibility for financial stability, both the prudential and the market
conduct regulation of securities market participations and financial institutions are
centralized in the Financial Services Authority. The US has a mixture of centralization
and dispersion of authority. The authority over financial intermediaries, such as banks or
thrift institutions, is spread among the Federal Reserve, the Federal Deposit Insurance
Corporation, and the Office of the Controller of the Currency (part of the Treasury), the
Office of Thrift Supervision and state agencies. In contrast, virtually all responsibility for
securities market activities, including the regulation of credit rating agencies, is
centralized at the Securities and Exchange Commission.
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In Canada, like the other countries, financial stability is the responsibility of the central
bank. Unlike the US and like the UK, banking regulation is not undertaken by the central
bank but by a separate agency, the Office of the Superintendent of Financial Institutions
(OSFI). Canada, unlike the others, has separate agencies dealing with market conduct and
prudential regulation in securities markets. Responsibility for prudential regulation of
securities markets is shared by provincial authorities.

Recently, authorities in both the UK and US have been concerned about achieving the
proper division of responsibility among their various regulators. The UK consolidated
regulatory responsibility in its Financial Services Authority in 2000 most notably by
transferring the responsibility for the banking industry away from the Bank of England.
In the United States, the Treasury has recently recommended sweeping changes that
would alter the structure of regulation. In Canada, the issue was made part of the mandate
of the Expert Panel.

Table 3.3
Division of Regulatory Responsibilities: Canada, United Kingdom and United States

Type of activity

Credit rating agencies Securities markets Banking | Financial
Distribution | Securities stability
and sales issuance

Canada | None ITIROC Provincial OSFI Bank of
securities Canada
administrators

United None Financial Services Authority Bank of

Kingdom England

United Securities and Exchange Commission Federal Reserve

States

FDIC
OCC
OTS
State
agencies
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4. Causes of the ABCP Crisis

The ABCP crisis in Canada and elsewhere has been attributed to a variety of influences
contributing to the crisis (Table 4.1). Some can be viewed as the root causes of the
instability, others magnified instability already inherent in the ABCP market; and still
others were triggers precipitating the crisis. Some magnifying influences did so before
the crisis (pre-crisis influences) by increasing the buildup of a fundamentally flawed
market and others heightened the severity of the crisis once it began (post-crisis
influences). This section discusses the core causes, some of the magnifying causes and

the trigger.

Table 4.1:

Influences on the ABCP crisis in Canada

1. Root causes

Fragile structure

Unsuitable investments ( levered credit derivatives)

2. Magnifying influences

a) Pre crisis influences

“Originate to distribute” model

Favorable credit ratings

Exemption from prospectus requirements

Eagerness of investors for higher returns

Under pricing of risk®

Failure of sales representatives to understand the
ABCP product

Failure of sales representatives to follow “know
your customer” rules

Faulty risk modeling by credit rating agencies and
institutional investors’

b) Post crisis influences

Lack of transparency of conduits

“Originate to distribute” model

Conditional liquidity arrangements

“Mark to market” accounting

4. Triggers

Condition of US Sub-prime market

¥ See Milne for a discussion of this point.
? See Milne for a discussion of this point.
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(a) Primary Cause: Unstable Business Model

(i) Structure

A primary cause of the crisis in Canada was the fragility of the business model inherent
in the conduits that issued ABCP. These conduits were financed by issuing fixed value
short-term notes against their longer term assets, producing a maturity mismatch between
their liabilities and assets. In addition, they were heavily levered with only limited equity
to provide a protective cushion for note holders. These two features left them vulnerable
to “runs” where investors would not purchase new issues to replace maturing notes
because of concerns about the conduits’ abilities to meet their future obligations.
Experience shows that such concerns can be self-realizing: if investors’ shun new note
issues, conduits will eventually be unable to repay their maturing notes. It does not matter
whether the investors’ fears are justified or not, in either case the conduit would be
unable to repay its notes.

The ABCP business model has led to frequent crises over the history of financial
markets. The early history of banking provides many examples of bank runs where
depositors rushed to withdraw their funds from banks, often forcing them out of business.
In addition, once depositors doubted the soundness of one bank, the doubts could spread
to others, creating a chain reaction that could threaten the stability of the entire banking
system. The possibility of these runs in the banking industry has been reduced by such
measures as deposit insurance, central bank lender of last resort facilities, and the
regulation and supervision of banks.

Runs have not just been confined to the banking industry. Any financial business based
on using short-term borrowings to fund longer term assets can be vulnerable. The
experience of real estate mutual funds in Canada during the 1990s provides a further
example. Several of these funds were organized as “open-ended” mutual funds where
unit holders could withdraw their funds at specified times at a price based on the most
recent appraisal of the fund’s properties. The appraisals were carried out over a two-year
cycle and at any time could differ from the current values. When a downturn in the
property market created discrepancies between the market value and the appraised value,
many investors acted to withdraw their investments on terms based on the higher out of
date appraisals.'’ Eventually, the outflows became so great that the funds were forced to
freeze their redemptions.''

The instability identified with ABCP does not appear to be a problem for other types of
commercial paper. Despite questions of creditworthiness with respect to specific issuers,
never has there been a prolonged general market disruption with respect to commercial
paper issues by businesses. Similarly, the same instability has not appeared in simple

"9 1f these investors had stayed in the fund, their redemption terms would have reflected the lower value
revealed by any subsequent appraisals.

' The funds were eventually reorganized as closed-end funds, requiring investors to sell units in the market
at the prevailing price.
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mortgage vehicles with matched maturity between assets and liabilities that have existed
in Canada since the 1960s.

The design of ABCP conduits made them vulnerable to runs. If instead the conduits had
financed themselves though longer term issues, the crisis might have been avoided. Still,
the absence of maturity mismatches would not have protected investors from losses.
Rather the value of the conduit claims in the market would have fallen with their funding
intact. Investors would have still suffered losses, but the absence of maturity mismatches
would have averted the scramble to exit that brought the market down, and left investors
frozen into ABCP.

(ii) Assets held

The investments held by the ABCP conduits were also a prime cause of the crisis. Most
notably, ABCP conduits, in addition to holding traditional assets, held a substantial
proportion of their assets in credit derivatives. By writing derivatives, the conduits
received fees in return for accepting obligations to compensate others for losses suffered
from exposure to specified risks. Further, they used derivatives to assume the risks of
underlying securities that were a multiple of the stake they put up. Any investment
vehicles that, like the ABCP conduits, held 60 percent of its portfolio in levered credit
derivatives would be extremely vulnerable to credit market developments. The asset
holdings of the ABCP conduits just added to the vulnerability of an already fragile
financial structure. 2

(b) Magnifying Influences: Pre Crisis

(i) Acquire-to-distribute model

Many have cited the so-called “originate-to-distribute” business model as a factor
contributing to the scale of the ABCP crisis. This approach freed ABCP sponsors from
their own ability to originate by allowing them to buy assets from lenders in many
markets, including the US sub-prime mortgage market. On this basis, non-bank
sponsored ABCP grew from just 15 percent of the ABCP market in 2004 to 48 percent of
the $117 billion of the ABCP market at the end of 2006, increasing the eventual scale of
the crisis.

(ii) Credit ratings

The size and growth of the ABCP market depended on gaining favorable ratings from
credit rating agencies. Such ratings allowed ABCP issues to be exempted from
prospectus requirements and also qualified them as eligible investments for many
investors. Many investors appear to have relied on the judgment of credit rating agencies
in light of the limited public information about ABCP.

"2 The way conduits were organized gave an incentive to sponsors to have them make risky investments.
The fixed return on the notes meant that sponsors gained any benefits from favorable outcomes and, as
experience showed, investors bore the brunt of unfavorable ones.

20



Credit rating agencies have been criticized for failing to detect and alert investors of the
weaknesses of ABCP offerings before the crisis broke out. Such criticism is
understandable: agencies had privileged information not available to investors and
claimed that, as part of the rating process, they reviewed and approved transactions
undertaken by the issuers.

The major rating agencies in Canada took different approaches to the rating of ABCP.
Moody’s and Standard & Poor’s ceased offering ratings once ABCP conduits adopted
“Canadian style” liquidity provisions conditional on “general market disruption.” The
sole ratings for Canadian ABCP issues from that time onward were offered by the
Dominion Bond Rating Services (DBRS), which stopped rating new ABCP trusts in
January 2007 and removed its ratings of non-bank sponsored trusts in May 2008 at the
request of the trusts themselves, long after the unfolding of the crisis in August 2007."

Some suggest that criticisms of the rating agencies may be overstated because of a
misunderstanding of their role. IOSCO’s Technical Committee and others, including the
agencies themselves, contend that credit rating agencies are concerned with credit risk
and credit risk alone:

“The rating represents an opinion as to the likelihood that the borrower or issuer
will meet its contractual, financial obligations as they become due...It does not
address market liquidity or volatility risk (IOSCO, Role of Credit Rating
Agencies, p.3).”

This view is echoed in DBRS’s statement of rating philosophy:

“[i]n general terms, ratings are opinions that reflect the credit worthiness of an
issuer, a security, or an obligation...Ratings for structured finance vehicles reflect
an opinion on the ability of the pooled assets to fund repayments to investors
according to each security’s priority of payments.”

“DBRS believes that investors will use its ratings to assist them in gauging credit
risk and better understand the issuer and the security in question (DBRS, Rating
Philosophy).”

The agency explicitly warns that, in addition to the credit risk on which it makes its
ratings, non-credit risks, such a market risk, liquidity risk and covenant risk, can
contribute to the overall risks of holding structured investment products.

The distinctions between the types of risk are not as clear cut as these agency’s
statements suggest. For tradable bonds, liquidity risk is quite different from credit risk
and reflects the ability to sell the bonds easily. It is a statement about the quality of the
market and the possibility of disruption in that market. This type of liquidity risk is not
relevant for ABCP: investors generally do not intend to resell them in secondary markets
because of their short maturity and look toward the issuer to redeem the commercial
paper at maturity.

" DBRS, May 19, 2008.
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The liquidity problems that bedeviled ABCP issues differed from those faced by bond
holders and arose from the issuers’ inability to fund their maturing obligations. The crisis
was precipitated by the issuers’ failure to repay their notes on schedule — the essence of
credit risk. It was concern about liquidity protection and the resulting inability of ABCP
conduits to repay their notes and not credit risk (narrowly defined) that caused Moody’s
and Standard and Poor’s to discontinue rating Canadian ABCP."*

(iii) Prospectus exemption

The exemption from prospectus requirements worked to increase the size of the crisis.
Favorable credit ratings signaled to investors, whatever the intentions of the rating
agencies, that investments in ABCP conduits were safe. Investors familiar with the rating
scale from its application to other debt could expect it to have the same meaning for
ABCP. Further, a favorable rating was a condition for exemption from prospectus
requirements. Both of these factors fostered the perception that ABCP issues were safe.
Without these, the ABCP market could not have grown the way it did because many
investors would have been restrained by laws, institutional practices or an unwillingness
to invest in an “uncertified” security.

(iv) Distribution and Sales

The actions of some sales representatives of some investment firms also affected the size
of the ABCP crisis. Even though representatives are obliged to respect “know your
client” rules, evidence suggests that some induced investors to acquire ABCP issues in
belief that they were safe investments.'> The case of the 1800 small investors in ABCP
appears to be a failure by their sales representatives to meet this obligation. But even
sophisticated investors appear to have acquired ABCP in conditions where the favorable
yield difference did not justify the risks. To the extent that sales representatives actively
promoted ABCP, the resulting purchases expanded the size of the ABCP market and
increased the magnitude of the crisis once it occurred.

(v) Investors’ appetites for risk

Investors’ appetites for ABCP issues were intensified by the existing conditions in
financial markets. High savings levels throughout the world together with smaller net
issues of government securities in Canada combined to limit attractive investment
opportunities in fixed-income securities, leading investors to search for higher yields.
The introduction of new structured products took place at a time when investors were
receptive to securities offering even slightly higher returns than the safest securities,
favoring the rapid growth of the ABCP market.

14
IMF, p.20.

> ABCP was apparently marketed through e-mails to clients as safe investment suitable for conservative

investors. See McFarland (2008).
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(c) Magnifying Influences: After the Fact

(i) The ‘“‘acquire-to-distribute” model

The acquire-to-distribute approach also affected the severity of the ABCP crisis once it
started by having added additional layers separating the originators of the claims from
those who ultimately financed them. Any slippage in assessing loan quality arising from
this separation of functions would be accentuated by the greater degree of separation in
the financing process. The separation also contributed to the lack of transparency.

In the case of mortgages, the underlying loans could be sold with other mortgages as part
of a package assembled by the originator. This package then could be sold to an acquirer
who combined that package with other packages that were sold onward together to the
ABCP sponsor. At all stages, the packages may also have been sliced into tranches with
different priorities in case of default. Any determination of the quality of the assets
underlying the packages acquired by the ABCP sponsor would require unraveling the
chain down to the individual loans and determining the conduit’s stake in each. As doubts
arose with respect to sub-prime mortgages, and their place in ABCP holdings, large
ABCP investors took actions to freeze the ABCP market in part on the basis of their fears
about the quality of the underlying assets.

(ii) Liquidity arrangements

As discussed earlier, conduits could draw on their liquidity lines only under the condition
of a general market disruption, a limitation that meant a conduit could not expect support
if it were either the only conduit, or even if it were one of a group of conduits, unable to
rollover its notes. As it turned out, the inability to demonstrate a “general market
disruption” at the onset of the crisis left non-bank conduits unable to draw on their
liquidity lines, effectively freezing their investors’ claims.

In absence of conditions on liquidity lines, the crisis may have developed differently.
Some note holders may have been repaid, shifting losses toward the liquidity providers
and credit enhancers. Possibly the ability of the conduits to repay maturing notes could
have changed the way the crisis played out or even averted it.

(iii) Lack of disclosure

Once investors became aware of the weakness of the ABCP market and lost confidence
in it, they reacted swiftly to withhold further investments because they could not judge
the risk of the conduits. The lack of transparency prevented investors from differentiating
among ABCP conduits. The general run on all conduits may have brought down conduits
that could have continued if investors had a clear understanding of each conduit’s asset
composition and quality.
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(d) Triggers

The abrupt crisis that hit the ABCP market was precipitated by a collapse of investor
confidence that followed closely on US developments that progressively revealed the
weakness of the sub-prime mortgage market. Through the months leading up to the freeze
on the conduits’ assets, New Century, a large sub-prime mortgage lender filed for
bankruptcy (April 3); two Bear Stearns hedge funds did the same, citing deterioration in
the value of sub-prime holdings (July 31); a German bank was bailed out by another bank
due to exposure to US sub-prime loans (August 2): BNP froze three funds due to sub-
prime losses (August 9) and both the European Central Bank and the US Federal
Reserve acted to expand credit lines to banks because of widespread liquidity shortages
(August 9)."® Non-bank ABCP sponsors claimed a “market disruption event” at the close
of business on August 13. The growing US sub-prime crisis proved to be the catalyst that
set loose the Canadian ABCP crisis.

While the sub-prime crisis was the actual shock that destabilized the Canadian ABCP
market, the market was vulnerable to other possible shocks, such as a general rise in
interest rates. The conduits held many assets with fixed interest rates that could respond
to higher market rates only after a lag. In refinancing their maturing notes, the conduits
would have had to compete with instruments offering the current market rates. Any
significant movement of market rates would squeeze or wipe out the conduits’ margins
and leave the conduits unable to refinance themselves, or if not, raise investors fears,
creating a crisis much like the one that took place.

Emphasizing the US sub-prime mortgage market as the cause of the ABCP crisis distracts
from the lessons that can be drawn from the experience. The sub-prime crisis was a
shock. But, the ABCP market was inherently fragile and highly vulnerable to many
possible shocks. The US sub-prime crisis was one shock among others that could, and in
this case did, expose the fragility of the underlying business model. But, overall, the sub-
prime difficulties should be viewed as the trigger that brought down already unstable
investment vehicles.

' This history of the events was derived from Baily, p.47.
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5. Policy issues
(a) Disclosure

The adequacy of disclosure for ABCP has been questioned by many observers of the
crisis. Since ABCP and the trusts that issue them are much more complex than traditional
commercial paper, it might be expected that the sponsor would provide a more
comprehensive disclosure of information to allow investors to make informed decisions.
To the contrary, the ABCP sponsors provided only limited information with scant details
of critical provisions. In commenting on the disclosure with respect to one type of asset
holding, JP Morgan concluded:

“Many potential and current investors did not have specific asset information
related to the Leveraged Super Senior credit default swaps, making it difficult to
predict or estimate the credit risk and the likelihood of a Margin Call.”

This lack of transparency, they argue, was a contributing factor for the diminished
investor appetite for ABCP once markets started to deteriorate. In general, the
information provided to potential investors was inadequate to inform them of the size and
the nature of the risks they faced through investing in ABCP.

Several questions need to be addressed in light of inadequate disclosure: Should the
current exemption of commercial paper from prospectus requirements be modified, or
even eliminated? How should this provision be modified? To the extent further
disclosure is required, should it be prescribed by rule or based on principle?

The exemption of commercial paper from prospectus requirements may have been
suitable for all issuers at one time and may still remain suitable for some today. The
ABCEP of the last half decade bears little resemblance to the commercial paper of the past.
ABCP was issued by conduits created to issue commercial paper against asset holdings.
Typically, the conduit’s assets were:

— opaque to investors;
— often composed of portfolios of securitized assets;
— supplied by multiple asset providers;
— often included synthetic derivative securities;
— were often highly levered;
— subject to changes in composition between asset classes; and,
— subject to changes within classes of assets.
In addition, few details were provided by the sponsors with respect to the terms and

conditions of the liquidity lines and credit enhancements, features that ostensibly protect
investors’ interests.
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While elimination of the exemption for commercial paper would be the simplest solution,
such a blanket removal of exemption is unnecessary and would be detrimental by adding
to the costs of all commercial paper issues. Continuation of the exemption for simpler
forms of commercial paper would play a useful role by facilitating these issues.

The current exemption from prospectus requirements is inappropriate for the types of
instrument represented by ABCP. Securities regulators need to review the prospectus
exemption for commercial paper both in terms of its purpose and application. Such a
review should lead to a restated prospectus exemption combining elements of both
principle-based and rule-based regulation. Principles are needed to make clear the basis
of the exemption and to preempt technical avoidance of the rules that is outside the spirit
of exemption. Rules are needed to set out the criteria by which security issues are to be
exempted for prospectus requirements. Each of the nature of assets held, the relation of
the originator to the issuer and the type of issuer, could be used as criteria for determining
the exemption from prospectus requirements.

Recommendations:

1) Exemptions from prospectus and other distribution requirements should be
based on principle, according to the nature of the activities being
undertaken.

2) The prospectus exemption for commercial paper should be reserved for
single source issues holding traditional assets.

3) The basis for exemption should be regularly reviewed by the relevant
authorities to determine its continuing appropriateness.

(b) Credit Rating Agencies

Some critics of credit rating agencies suggest that problems such as those revealed by the
ABCP crisis are inherent in the business model they use. The agencies depend on fees
paid by prospective issuers seeking ratings for a significant source of their revenue. At
the same time, they also offer guidance to sponsors to enable them to get the ratings that
would make their conduits attractive to investors and, for some, eligible investments. The
IOSCO Technical Committee points out that the process for rating structured assets
reverses that for more conventional products: the issuer decides on the desired rating and
structures the product accordingly, often with the advice of the credit rating industry.'’

Dissatisfaction with the performance of credit rating agencies has spawned reforms
ranging from measures that would reshape the industry to fine tuning of industry
practices. Among these reforms are the following:

1. making investors rather than issuers pay for credit ratings;

7 See IOSCO b, p.5
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greater transparency in ratings;
creating a separate ratings scale for structured products;

banning an agency from rating products for which it has provided advice; and

A

increased regulation of rating agencies.'®

(i) Making investors pay for ratings

Ratings agencies currently gain roughly 90 percent of their revenues from fees charged to
issuers. " Many view this major dependence on revenues from issuers to pose a conflict
of interest. Some suggest that the conflict could be avoided by having investors pay for
ratings as they did up to the 1970s. With the wider use of ratings and innovations in
communications, ratings have become public goods in that people can gain access to
them readily without paying for them (Zelmer, 2007). Having users pay for ratings may
no longer be practical or even possible.

(ii) Greater transparency in ratings

The complexity of structured products makes it difficult for investors to properly assess
their risk. In order to so, investors need:

“To gauge the credit risk of the underlying (heterogeneous) collateral assets but
also to have sufficient insight into the legal structure and the specific provisions
of the transaction...that organize the different seniority levels of the tranches
(CESR, May 2008, p.8).”

Such insight is difficult under the past disclosure policies of ABCP issuers and the credit
rating agencies.

As an approach to remedying this lack of transparency, the Bank of England, for
example, has recommended that disclosures of rating agencies with respect to their
ratings of structured products include:

1. expected loss distributions of structured products;

2. asummary of the information provided by the originators of structured products;
3. explicit probability ranges for their scores on probability of default;

4. adoption of the same scoring definitions; and,

5. scoring instruments on dimensions other than credit risk.*’

These disclosures would facilitate better understanding of the basis through which credit
ratings are determined.

' These and other proposals are described and assessed in Zelmer (2007).
% See Partnoy, p.62.
2 See IMF, p.37
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Still, the need for disclosure goes well beyond the techniques used for rating ABCP.
Credit rating agencies have privileged access to information about structured products
relative to investors. They approve transactions and rule on the adequacy of liquidity
lines and arrangements for credit enhancement. As a result, they know the composition of
the vehicle’s assets, its use of derivatives, and the details of covenants that could impair
the claims of investors. Despite the agencies’ superior access to details of the critical
features of the conduits they rate, few of these details reach the reviews that accompany
their ratings. These reviews are sparse and lack the depth necessary to inform investors.
The agencies also use conditional and vague language that could be consistent with many
interpretations.

The privileged access of rating agencies goes hand in hand with an obligation of
confidentiality. Such an obligation may be justified when issuers wish to protect
information for competitive reasons. At present, the balance seems too far to
confidentiality and too little toward the interests of investors.

(iii) Separating rating from advising functions

The combination of the dual function of credit rating with advisory services to issuers in
the same agency has been a source of concern with bodies such as the International
Organization of Securities Commissions (IOSCO), the Committee of European Securities
Regulators (CESR) and the Securities and Exchange Commission (SEC). This concern
was reflected in IOSCQO’s inclusion of a conflict of interest provision in its code of
conduct for credit rating agencies:

“The CRA should separate operationally, and legally, its credit rating business
and CRA analysts from any other businesses including consulting businesses that
may present a conflict of interest.”'

DBRS initially responded to this provision by declaring that rating was its only business
and that it does not engage in consulting or advising, a response that CESR judged as
non-compliant with the provision. Subsequently, DBRS replied that it “may provide an
impact assessment at an issuer’s request” and that it “views this work as an extension of
its existing relationship with the issuer and not as a separate business line.”> DBRS
further asserted that it did not believe that using the same team of analysts for the two
activities was a conflict of interest. CESR took the view that rating impact assessment
services were an ancillary activity and judged that DBRS failed to comply with the
conflict of interest provision of the IOSCO code.

(iv) Establish separate rating scale for structured products
The proposal that structured products be given separate credit ratings from other debt

offering reflects the recognition that structured products differ substantially from the
corporate debt traditionally evaluated by rated agencies (Table 5.1).

21 10SCO, p.12.
?2 CESR, May 2008, p.39.
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Table 5.1
Differences between corporate bond offerings and structured products

Corporate debt

Structured products

Organized to carry out business activity

Organized according to “originate
(assemble) to distribute” model

Issued against corporate assets as part of an
overall financial strategy that includes bank
loans, short- and long-term dent and equity

Issued against a stand-alone vehicle which
has the sole purpose of holding assets and
issuing claims against them

Often trade in secondary markets where Do not trade

prices are set

Payments to investors supported by cash
flows from asset holdings

Payments to investors supported by cash
flows from corporation’s operations

Require prospectus except for commercial
paper

Exempt from prospectus requirements

Rated on basis of collateral underlying the
issue

Rated issues “by analyzing relevant
information available regarding the issuer
or borrower, its market and its economic
circumstances”?

Limited disclosure in information
memorandum

Comprehensive public disclosure in
corporate filings and prospectuses

The differences between corporate issues and structured products go beyond their
characteristics and are reflected in their rating experience. Chart 5.1 shows that structured
products experience more frequent and more severe downgrades in times of stress than
bonds issues with the same rating. In other words, rating agencies have been less capable
of foreseeing the future conditions of structured products than they have for conventional
debt issues.

Structured products are sufficiently different from conventional debt to make it
appropriate to rate them according to a separate scale from corporate debt. A separate
rating system for structured products would alert investors that structured products pose
different risks. It could also induce regulators to reconsider the treatment of these
products, especially in terms of exemptions from prospectus requirements. Such a rating
system could also benefit investors if credit rating agencies, in making a separate scale,
took the opportunity to emphasize features, such as liquidity and credit enhancement,
critical to the risks of structured products.

3 10SCO b, pp.4-5
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Chart 5.1:
Experience of rated US bonds and mortgage backed securities
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(v) Increased regulation

In general, credit rating agencies are not subject to regulation or oversight. In an
exception, the U.S. requires credit rating agencies to be registered with the Securities and
Exchange Commission (SEC). Recently, US authorities have re-evaluated the oversight
of the Commission’s role with respect to credit rating agencies in response to the
corporate scandals of 2001 and 2002, leading to the recently passed Credit Rating
Agency Reform Act that required credit rating agencies to establish procedures to prevent
the misuse of material, non-public information and to address and manage conflicts of
interest.

Several developments have taken place elsewhere short of regulation. IOSCO has
established an extensive voluntary code of conduct for credit rating agencies. The degree
of compliance with this code by major rating agencies has been monitored and reported
on by CESR, which recently recommended taking the process further through the
establishment of ““an international CRA standard setting and monitoring body to develop
and monitor compliance with international standards.”**

2* CESR, 2008.
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Moreover, the CESR recommends that the EU act alone in moving forward if the
proposed international initiative does not progress in the short run. Finally, and
significantly, if the body fails to meet its objectives of “integrity and transparency in
ratings”, the CESR advocates that supervisory authorities should probably use explicit
regulation to achieve the objectives.

The appropriate regulatory treatment of credit rating agencies depends on the perspective
from which they are viewed. An information perspective suggests that agencies help
investors in overcoming their information disadvantages relative to the issuers. In effect,
a credit agency gathers and interprets information more efficiently than individual
investors could by acting on their own. Agencies have taken the position that they are on
a par with financial journalists in providing information to investors when defending
themselves from legal liability from their raltings.25 A certification perspective suggests
that ratings provide credentials to issuers that broaden their range of investors for their
issues by satisfying either legal eligibility requirements or institutional norms. They also
perform a further certification role in Canada by making issuers eligible for prospectus
exemptions.

From the information perspective, credit ratings are just one source of information to
potential investors, giving little justification for regulation. The certification perspective
places credit ratings as part of the regulatory apparatus for financial markets. The two
different perspectives on credit rating agencies carry quite different implications for the
status of credit rating agencies and have contributed to ambiguity about the need for
regulating them. The legal and institutional recognition of credit ratings creates an
obligation for the rating agencies. As discussed earlier, the ABCP experience suggests
that one Canadian credit rating agency and its procedures fell short of the standards
appropriate to their position.

Any call for increased supervision and oversight of credit rating agencies should be taken
with care. The approach to regulation must distinguish between areas where regulation
can make a contribution and areas where it could be detrimental. The approach taken
should focus on the organization and transparency of the agencies and not the specific
methods and techniques by which they rate issuers.

Stéphane Rousseau has proposed a reasonable approach to the supervision and oversight
of credit rating agencies in a study for the Capital Markets Institute. He suggested that
credit agencies be required to register with securities commissions. This registration
could provide for some reform of the credit rating industry without creating the overhead
of a new regulatory mechanism. For example, registration could be made conditional on
compliance with a code of conduct. While the IOSCO code provides a useful starting
point, securities regulators should be open to hearing arguments with respect to the
suitability of the provisions of the code.

 Portnoy, p. 66
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Recommendation:

1) credit rating agencies should be registered with securities administrators in
order to gain ‘“‘approved” status,

2) registration of credit rating agencies should be conditional on their
acceptance of a code of conduct based on the principles of the code adopted
by I0SCO,

3) regulatory agencies should require a separate rating scale for structured
products for determining investment eligibility and other purposes for which
ratings are required,

4) credit rating agencies should include clear statements of the risks covered as
part of their ratings reports,

5) Canadian securities administrators should participate in international
discussions with respect to the registration of credit rating agencies but
should proceed on their own if international efforts do not proceed
sufficiently.

(c) Banks

The ABCP market involved banks in a variety of ways. Some ABCP conduits were
created and sponsored by banks. Banks also provided these conduits with lines of
liquidity and credit enhancement facilities. The different degree of bank identification
with and involvement in the conduits may have shaped the ABCP crisis in Canada and its
effects on different parties.

This section begins with a review of the place of banks in the Canadian economy as
background for understanding their relation to the ABCP market and its implications. It
then describes the ways in which banks participate in the ABCP market and discusses the
ways in which the participation in this market shaped the ABCP crisis and its impact on
different parties.

(i) Banks and the economy

Banks occupy a special place in any economy because their deposits provide a safe
investment for the public and also serve as the main medium for making payments.
While a large share of deposits can be redeemed on demand or short notice, many of the
assets held by banks are effectively illiquid in the short run. Because of this difference
between banks’ assets and liabilities, banks perform a so-called intermediary function
that allows their depositors to satisfy their desire to hold short-term liquid claims and
their borrowers to have greater certainty about the stability of their financing.”® The
viability of banking depends vitally on maintaining the depositors’ confidence that they
will be repaid when requested.

% See Chant (1987).
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Governments have long recognized both the critical role of banks in the economy and
their inherent fragility by establishing both a regulatory framework and a safety net to
protect the soundness of banks. The regulatory framework includes capital requirements
and regulatory oversight for the purpose of limiting the risk posed by the banking system.
The safety net includes special borrowing facilities from the central bank and deposit
insurance backed up by government guarantees.

(ii) Banks and the ABCP market

The banks first participated in securitization by assembling claims acquired through their
lending and distributing them to other investors. Usually this type of securitization was
simple and transparent because the bank’s receivables were packaged into trusts that
contained only one type of asset from a single source, the bank itself. Securitization
allowed banks to earn revenue from originating and servicing the receivables while
having them financed by others. In addition, the financing of these receivables would not
be subject to capital requirements as they would have been if financed by the banks
directly.

Subsequently, banks’ participation in the ABCP market evolved from simple
securitization. Some bank ABCP issues utilized the acquire-to-distribute model whereby
sponsoring banks acquired assets for the trust from other sources and placed more than
one type of asset in the trusts.

Banks were also involved in facilities essential to the viability of third-party ABCP
conduits. They supplied the lines of liquidity support and credit enhancement facilities,
both of which were required to qualify the conduit for a favorable credit rating.

(iii) Bank regulation and the ABCP market

Canadian bank regulation has influenced the development of the ABCP market in several
ways. Participation in securitization was in part a means by which banks were able to
minimize their regulatory capital. Regulation also influenced the way in which banks
served as liquidity providers.

Capital requirements and ABCP

Bank capital requirements make distinctions according to a bank’s exposure to risk.
Assets held on a bank’s balance sheet are subject to capital requirements while those
moved off-balance sheet, into separate arm’s length entities where banks do not have
legal responsibilities for losses, were not. It was this difference that made securitization
attractive to banks. The ABCP market provided banks with the opportunity to earn
revenues from pools of assets while reducing the capital that would be required if they
held them on their balance sheets. Instead of the interest that would be earned from
holding the assets, they gained revenues from their role in packaging and servicing the
assets held by the vehicles.
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As the ABCP crisis unfolded, banks realized that failure to support their conduits would
harm their reputation and supported their sponsored conduits, despite having avoided
capital requirements against them up to the time of the rescue. They effectively negated
the intent of the capital requirements. As OSFI has observed,

“The risk has not been transferred to investors, therefore challenging the theory
that banks could transfer risk to another party, which was the underlying rationale
for zero capital charges on liquidity lines to ABCP conduits.”’

The banks were apparently able to support their sponsored conduits by using an “implicit
recourse” provision that permits a parent bank to “provide support to an [investment
vehicle] that exceeds its ‘contractual obligation’ to preserve its ‘moral’ standing and
protect its reputation.””® Such support may have been justified as necessary for
preventing the ABCP crisis from spreading into a more general banking crisis. The
Canadian banks were in a relatively strong capital position at the time so that the rescue
appears to have raised few concerns about their soundness.

The after-the-fact guarantees by banks of their sponsored conduits may have shaped the
unfolding of the ABCP crisis and its consequences for investors. The bank-sponsored
conduits appear to have suffered the same collapse of investor confidence as others and,
without the support of their parents, would have faced the same liquidity squeeze. Had
this happened, the crisis might have progressed differently. A larger proportion of
conduits would have been unable to rollover their notes and the proportion could have
been sufficient to have satisfied the condition of a general market disruption, triggering
liquidity support that would have allowed the non-bank conduits to pay off their maturing
notes. The conduits may still have failed, but the distribution of losses would have been
quite different. More of the costs of the failures would have been borne by the liquidity
providers, and less by the note holders.

The transfer of the banks’ ABCP activities from off- to on-the balance sheet established
an unfortunate precedent to the degree it has led banks to believe that they can support
off-balance sheet activities that run into trouble. If this is so, the distinction between off-
and on-balance sheet would lose much of its significance, giving banks an incentive to
keep as many activities off-balance sheet as possible.”

Erosion of the distinction between off- and on-balance sheet activities has several adverse
consequences. It dilutes the force of capital requirements in protecting the banks’
soundness if banks are able to support off-balance sheet activities when they believe it
necessary, leaving them unregulated in good times and backstopped by the safety net
when times turn bad. It also expands the scope of the safety net that is intended to protect
the narrow function of banking as distinct from all activities that banks undertake,
extending the safety net without any parallel extension of the obligations that go with it.

*7 OSFI, Backgrounder, p. 7.

*¥ Baily, p. 30.

** The former Governor of the Bank of Canada has made the same point: “All of us didn’t recognize the
extent to which these off-balance sheet products would come back to hurt financial institutions. There was
a sense that if they were off-balance sheet, they could not be hurt. It was ridiculous.” (McNish)
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Extension of the safety net to ancillary activities also raises serious competition concerns
when activities can benefit from the safety net when carried on by banks, but not when
carried on by others.”® There is no justification for this favorable treatment just because
activities are carried on by banks.

OSFT has recently announced a review of Guideline B-5 that governs the banks’
responsibilities with respect to their sponsored ABCP conduits, including the capital
requirements for the support of this vehicle.” In addition, the review will deal with the
banks’ responsibilities in their dealings with other ABCP conduits.

The OSFI review of Guideline B-5 is welcome, but should be extended in scope. The
ABCP market is only one area where the distinction may be important. The review
should be directed to identifying other areas where off-balance activities could lead to
similar problems and should extend to all off-balance sheet activities. In dealing with
them, OSFI can opt for one of the following possibilities:

1. Maintain the status quo

Maintaining the status quo could lead banks to believe that they can avoid capital
requirements by placing their activities off their balance sheets while retaining the ability
to support them in case of trouble. As discussed above, such an approach carries the
danger of creating an unwarranted extension of the safety net to the banks’ non-banking
business. By gaining this protection, without sharing the obligations of the safety net, the
banks’ non-banking activities are effectively being subsidized by the government as the
ultimate protector of the banking system. 32

2. Strengthen the off/on balance sheet distinction

The distinction between on- and off-balance sheet activities could be strengthened by
absolutely preventing banks from rescuing any activity that they have placed off-balance
sheet. This alterative appears to leave the banks with a clear choice: they can hold their
non-banking activities either on or off their balance sheets and face the consequences.
Activities on the balance sheet would be subject to capital requirements and would be
fully supportable by the bank whereas activities off-balance sheet would not incur capital
requirements and would not be supportable by the parent bank.

Despite the attraction of being clear cut, such a distinction between off- and on-balance
sheet activities would be difficult to maintain in practice. Circumstances may arise where
the banking regulator judges that preventing banks from supporting off-balance sheet
activities would be so detrimental to their reputations that it could destabilize the banking

% This difference was recognized by market participants and was reflected in differences in the interest
rates paid on bank-sponsored and non-bank sponsored ABCP.

*! OSFI, 2008.

?* The fact that Canada Deposit Insurance Corporation (CDIC) held just $1.55 billion in “ex ante” funding
against $455 billion of insured assets makes clear that government is the ultimate guarantor of the banking
system despite CDIC’s formal status.
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system. The short run benefits from bank support of their activities may need to take
priority over the question of principle.”

3. Presuming that all activities undertaken by banks as on-balance sheet and subject to
capital requirements.

Presuming all activities undertaken by banks are on-balance sheet avoids the difficulties
inherent in the other two approaches. It gives recognition to the banks’ need to protect
their reputations by supporting their non-banking activities and thereby reassuring deposit
holders and other investors. This approach may be criticized as an unwarranted extension
of capital requirements to non-banking activities. The banks’ support for their off-balance
sheet ABCP conduits shows, however, that banks themselves may not really treat these
activities as separate from their core banking activities, effectively making them
protected under the banking safety net.

The third option also has an additional advantage. Under the other options, banks have
incentives to design new products or modify old ones so that they qualify for being off-
balance sheet. These efforts may alter the features of financial products without changing
their risks. Moreover, subtle changes in an activity can produce disproportionate changes
in their risks.* Financial regulation is effectively a game of “catch up” between market
participants and regulators. Regulators, as a consequence, are continually forced to
reassess the risks in any activity in order to keep their regulations relevant.

If option three had been in place, it would have been clearer to investors, the non-bank
sponsors and the rating agencies that banks would rescue their sponsored conduits and,
because of the large share of bank-sponsored ABCP in the market, that the conditions for
invoking the Canadian style liquidity arrangements would never be realized.

Recommendations:

1) OSFI should extend its review of Guideline B-5 to cover all off-balance sheet
activities of financial institutions.

2) The distinction between on- and off-balance sheet activities should be
principle-based related to the nature of the activities and the risks they pose
to the soundness of financial institutions.

3) OSFI should participate in international discussions with respect to on- and
off-balance sheet distinctions for the activities of financial institutions but
should proceed on its own if international efforts do not progress sufficiently.

¥ There is a close parallel here with deposit insurance. Governments in countries without deposit insurance
have often been forced to rescue troubled banks. Deposit insurance, though not explicit, is effectively
present because of the central role of banks in the economy.

* For example, the writing of credit derivatives on a levered basis added significantly to the risk of
conduits without altering their outward characteristics.
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Liquidity provision and ABCP:

The issues with respect to banks serving as liquidity providers arise because these
arrangements create contingent claims on the banks’ resources. The trigger for claims
may differ from liquidity agreement to liquidity agreement. Conduits can draw on
unconditional arrangements regardless of the cause of their liquidity needs. With these
arrangements, conduits will be eligible for liquidity support if their shortfall of funding
arises from a shortage of market liquidity or from investors’ concerns about the conduit’s
solvency. In contrast, conditional arrangements provide liquidity only on the occasion of
a general market disruption but not in conditions specific to the conduit itself. Because of
these differences, claims on unconditional liquidity are more likely to be drawn and to
represent a larger claim on the banking system.

The distinction between the two types of liquidity arrangements became germane for
ABCP participants in 2004 when OSFI introduced capital requirements for banks against
unconditional liquidity commitments but not for liquidity arrangements conditional on a
“general market disruption”. Inasmuch as OSFI’s move was not followed by other bank
regulators, the “general market disruption” liquidity arrangements were dubbed as
“Canadian-style” liquidity. In light of the rapid growth of the ABCP market having raised
substantially the size of potential claims from ABCP liquidity arrangements, OSFI was
acting consistently with its mandate of protecting public confidence in the banking
system in taking the steps it did.

OSFTI’s actions with respect to liquidity arrangements have not gone without criticism.
Some have argued that OSFI, by requiring capital against unconditional liquidity lines,
forced conduits to adopt the “Canadian-style” arrangements. Such a criticism overlooks
the fact that Canadian banks and sponsors of conduits could have readily negotiated
unconditional liquidity facilities if they felt them necessary. The capital requirement for
unconditional liquidity would make them more expensive than they were before and also
more expensive than the restricted Canadian-style arrangements.™

It is also significant that OSFI’s capital requirements for unconditional liquidity did not
apply to the foreign banks and other financial institutions that were among the major
liquidity suppliers to the non-bank sponsored conduits. These liquidity providers could
have offered unconditional facilities without affecting their required capital. Differences
in perceived risks between the two types of arrangements would have likely been
reflected in differences in cost. ABCP sponsors appear to have chosen to adopt
conditional liquidity arrangements because they were cheaper and still would qualify
conduits for favorable credit ratings from DBRS.

Bank Regulation and ABCP: Conclusions

As events unfolded, there were marked differences between bank sponsored and other
conduits that do not appear to have been fully appreciated by investors. Despite being

% The unrestricted liquidity arrangements were probably more expensive before OSFI’s actions in as much
as they placed the liquidity provider at greater risk.
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off-balance sheet, the bank-sponsored conduits turned out to be too critical to their
parents’ reputations to be allowed to fail. The banks’ rescue of their conduits, while likely
necessary for public confidence, exposed the weakness of the on- and off-balance sheet
distinction: the banks gained the protection of the safety net for their conduits while
avoiding the corresponding obligations. The reversal of the separation of the conduits
from their parent banks may have had unfortunate repercussions for the rest of the ABCP
market. To the extent that the rescues averted a general market disruption that would
trigger liquidity support and allow non-bank conduits to pay off maturing notes, it may
have shifted the burden of losses to ABCP note holders and away from parties offering
liquidity arrangements.

OSFI has announced a review of Guideline B5 with respect to securitization. Such a
review is welcome but needs to go further. The ABCP crisis suggests that the distinction
between on- and off-balance sheet for banks may not be sustainable and that banks can
effectively avoid capital requirements for off-balance sheet activities and retain the
ability to support them when necessary. Future financial innovations may raise similar
issues. As a result, OSFI’s review should be extended to all off-balance sheet activities
and should be principles-based to deal with future innovations whose details cannot be
anticipated.

(d) Sales and Distribution

One aftermath of the crisis is that it has become apparent that ABCP was sold to some
investors for whom it was not appropriate. The restructuring efforts were stymied for
some time by the discovery that more than 1,800 individual investors were among the
holders of notes covered by the Montreal Accord. In addition, corporations, pension
funds and others held ABCP in the apparent belief that it was a safe, short-term
investment. As discussed earlier, ABCP was based on a fragile institutional structure and
over time moved away from conventional toward riskier assets. It was not the type of
investment that many holders appear to have imagined.*

The “know your client” rules of securities legislation appears to have not protected some
ABCP investors, especially but not exclusively the 1800 retail investors. The failure
could have come from either of three sources:

1. investment dealers and/or their representatives knew their customers’ needs
and the nature of the ABCP, but still recommended it;

2. investment dealers and/or their representatives knew the nature of the ABCP
product, but did not know the needs of their customers; or,

3. investment dealers and/or their representatives knew the needs of their clients
and did not know the nature of the ABCP product.

% It is hard to argue that all large investors were fully aware of the risks involved, given the degree of
disclosure. Moreover, risky assets tend to offer the possibility of high returns. In the case of ABCP, there
was no upside for taking the risk other than a small interest margin.
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Each of these possibilities has different implications.

The first possibility has the clearest implications for securities regulation. It is clearly a
case of a clear violation of the rules governing sales and distribution. If proven,
admittedly a difficult task, it lies within the purview of enforcement of securities
regulation with the prescribed sanctions and penalties.

Case 2 reflects instead a question of competence. There is an expectation that investment
dealers and their representatives were capable of determining and understanding the
needs of their clients. When, as it turned out, they did not, the remedy should involve the
sanctions and penalties for failure to perform to the standard of IIROC’s rules and
regulations.

Case 3 poses the issue of the adequacy of sales representatives’ knowledge about the
products they sell to investors. The final forms of ABCP bore little resemblance to the
traditional commercial paper with which it shared a name. It was a complex, non-
transparent obligation of a stand-alone vehicle, based on assets that could include
derivatives, acquired from multiple sources, often steps removed from the assets’
originators.

Sales representatives may not have understood the ABCP product because they too faced
the minimal disclosure by sponsors and the limited reviews of credit rating agencies.
They may also have believed the investments to be safe in light of the prospectus
exemption and the favorable ratings from DBRS. It has been suggested above that
prospectuses be required for any type of commercial paper beyond the most simple. The
more comprehensive disclosure required for a prospectus should contribute to better
understanding of ABCP issues by sales representatives.

Better disclosure may not be a sufficient safeguard. ABCP conduits in their final stages
held complex assets that were, in some cases, difficult to understand. [IROC’s approach
for complex investments (Rule 1800) requires investment dealers to designate experts
that are responsible for reviewing these transactions. The case for special expertise to
determine suitability could be made for any structured product, including complex forms
of commercial paper that contain synthetic assets, such as credit derivatives.

Recommendations:
1) Rules governing sales and distribution of financial instruments should be

principles-based according to the features of the instrument being sold.

2) Public distribution and sale of complex financial products that are based on
derivatives should be subject to provisions similar to IIROCs’ Rule 1800 that
requires investment dealers to designate experts that are responsible for
reviewing transactions in commodities futures and options.
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(e) Communication among Regulators

As has been seen, many regulators had the power to alter the evolution of the ABCP
market and to affect the impact of developments in the market on their constituents.
Some suggest that the consolidation of regulatory authority would improve
communication and coordination with respect to financial market policy. Achieving this
could be important where the effects of measures taken by a regulator directed toward
one segment of the financial market have an impact on other segments. With
consolidation, the regulator would be able to take a broad view and consider the overall
effects of the measure and respond appropriately. The case for consolidation would be
strengthened if there is evidence that communication between different parts of a single
agency proves more effective than communication among agencies.3 !

The main policy measure contributing the ABCP crisis was an act of omission: the failure
of the securities administrators to remove the prospectus exemption from ABCP, a
security quite different than those for which the exemption was intended. This case offers
no evidence one way or the other with respect to the organization of regulation. The
measure lay entirely within the administrators’ powers that were best positioned to
understand its impact. The administrators did not revise the prospectus exemption
because they either did not appreciate the transformation in what passed as commercial
paper, or did not believe it material.

OSFI showed more concern about ABCP developments by changing Guideline B-5 in
2004 to require capital to be put against unconditional liquidity arrangements, and by
requiring banks either to distance themselves from the conduits or to dedicate capital to
the extent of their involvement. In practice, this action had little direct spillover effect on
the ABCP market as most of the liquidity providers to third-party conduits were banks
and other institutions that were outside OSFI’s jurisdiction.3 s

Though no press release was made at the time, the changes to Guideline B-5 were
accompanied by a letter to banks and federally-regulated trust and loan companies,
cooperative credit associations, life insurance companies, and property and casualty
insurance companies announcing the change without any discussion of its rationale. The
change may have been discussed at meetings of the HOA. Regardless, even without
direct communication, it seems likely that other regulators were aware of OSFI’s actions,
especially since credit rating agencies and commentators on financial markets were fully
aware of the changes. In this case, it would be difficult to argue the outcome would have
been any different if regulators were organized differently.

% Communication and coordination are not the only issues that influence the appropriate division of
responsibility. Accountability is also important. Acheson and Chant (1973) made the case that the multiple
goals claimed by the Bank of Canada in the 1960s interfered with its public accountability. The present
author believes that the combination of monetary policy and banking regulation at the US Federal Reserve
places it in a conflict that reduces its accountability, particularly with respect to monetary policy. For a
contrary view, see Rosengren (2003 and 1999).

% In addition, Information Memoranda suggest that the market disruption clause was in use prior to OSFI’s
change in guideline B-5. See Comet Trust Information Memorandum, February 20, 2003.
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The ABCP crisis turns out to be a poor test with respect to arguments in favor of greater
consolidation of regulatory responsibility. With the exception of the Guideline B-5,
regulators did not take any policy measures that could affect constituents of other
regulators

Still communication among regulatory authorities can be important. The HOA presently
provides an opportunity for regulatory authorities to share views with respect to
developments in financial markets and pending changes in regulation. By doing so, it
gives recognition to the interdependence of the regulators’ responsibilities. Moreover, it
includes those regulators most likely to influence markets like the ABCP market through
their actions. It is difficult to make recommendations with respect to the HOA given its
low profile. It is hoped that, in addition to providing a high level forum, that it also
encourages liaison among staff to deal with issues in more depth on a continuing basis.

Recommendation:
HOA should commission a review of communications among its members to
determine the degree to which greater communication at both the HOA and

staff levels could prevent or reduce the severity of financial sector crises in
the future.
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6. Conclusion

The ABCP crisis was both predictable and preventable. It was predictable in that the
fragile financial structure of ABCP conduits, together with their levered credit risks,
combined to create a product highly vulnerable to shifting market conditions. It was
preventable in that possible warning signals for investors were switched off. Many
investors might have avoided ABCP if sponsors had to file prospectuses and had
undertaken fuller disclosure; if credit ratings had reflected the character of ABCP more
closely; and if sales representatives had conveyed the underlying risks of ABCP to
investors.

Every crisis is one of a kind; the ABCP crisis will never be repeated from the same script.
Nevertheless, the lessons from the crisis are general and not specific to ABCP. An
overriding lesson of the crisis is one of principle: the features of financial instruments are
more important than the labels attached to them. ABCP posed different risks than other
commercial paper and did not warrant commercial paper’s prospectus exemption; it
posed different risks than bonds and should not have been rated on the same basis; and it
was too vital to banks’ reputations to be left off their balance sheets.

(a) Implications for Regulation

This paper has explored the implications of the ABCP crisis for the regulation of
financial markets from three perspectives of interest to the Expert Panel on Securities
Regulation:

1. the approach taken to regulation
2. the content of regulation
3. the organization of regulation

(i) Approach to regulation

Recently, different views have been expressed with respect to the merits of principle-
based versus rule-based regulation of financial markets. The ABCP experience suggests
that effective regulation requires both. Rules should be principles- based according to the
nature of the activity being regulated, especially with respect to the need for investor
protection and the maintenance of financial stability.

The study makes the following suggestions with respect to the balance between rules and
principles:

1. exemptions from prospectus and other distribution requirements should be based
on principle, according to the nature of the activities being undertaken;

2. the distinction between on- and off-balance sheet activities should be principles-
based related to the nature of the activity and the risks they pose to bank
soundness; and,
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3.

the rules governing sales and distribution of financial instruments should be
principles-based according to the features of the instrument being sold.

(ii) Content of regulation

The study has made a number of suggestions with respect to the content of regulation:

1.

The prospectus exemption for commercial paper should be reserved only for
single source issues holding only traditional assets;

The basis for the exemption should be reviewed regularly by the relevant
authorities to determine its continuing appropriateness;

Credit rating agencies should be registered with securities administrators in order
to gain “approved” status;

Registration of credit rating agencies should be conditional on their acceptance of
a code of conduct following the principles based on the code adopted by IOSCO;

Regulatory agencies should require a separate rating scale for structured products
for determining investment eligibility and other purposes for which ratings are
required;

OSFI should extend its review of Guideline B-5 to cover all off- balance sheet
activities of financial institutions;

Credit rating agencies should give a clear statement of the risks covered as part of
each of their ratings reports; and,

Public distribution and sale of complex financial products should be subject to
provisions similar to IIROC’s Rule 1800 that requires investment dealers to
designate experts who are required to review transactions in commodities futures
and options.

(iii) Organization of regulation

The organization of financial regulation has several dimensions: the organization of
regulatory responsibility among agencies at the same level of government and the
organization of responsibilities among provincial, federal and international authorities.

Communication among regulatory authorities within a nation is important to ensure each
is aware of pending actions by other regulators that can affect their area of responsibility.
In addition, many of the issues raised by the ABCP crisis had international dimensions
given the international scope of financial institutions and markets.

Suggestions with respect to communication among regulatory authorities include:

1.

HOA should commission a review of communications among its members to
determine the degree to which greater communication at both the HOA and staff
levels could prevent or reduce the severity of ABCP-like crises in the future;

43



2. OSFI should participate in international discussions with respect to off-balance
sheet distinctions for the activities of financial institutions but should proceed on
its own if international efforts do not progress sufficiently; and,

3. Canadian securities administrators should participate in international discussions
with respect to the registration of credit rating agencies but should proceed on
their own if international efforts do not proceed sufficiently.

(b) The Timing of Action

Many, pointing to the reaction to Enron in the US, suggest that the immediate aftermath
of a crisis is not the appropriate time for reforming rules and regulaltions.39 There is much
wisdom in such a prescription. It avoids an overreaction that might lead to excessive and
inappropriate action.

But there is another side to this argument. Some actions that are clearly needed should
not be delayed: they have a general value beyond the specific motivating events.
Moreover, timely action may be justified because the perceived need for action may fade
as the crisis passes and useful actions may not be taken. *°

The recommendations made here reflect the concerns that have been expressed with
respect to timing. Some recommendations call for immediate action whereas others call
for a review of current regulatory practices.

(c¢) The Balance of Regulation

The development of structured investment products such as ABCP is part of the wave of
innovation sweeping through financial markets in recent decades. Several suggestions
made in this study would, if in force at the time, have discouraged the issue of ABCP and
may have deterred innovations.

There is no regulator for the ups and downs of individual securities, nor should there be.
The prices of different securities are determined by investors’ perceptions of their worth.
Still, there is a role for regulation and regulators in securities markets to avoid
misrepresentation of the underlying value of a security. There is also a role for assuring
that the investor is sufficiently informed to know what they are buying.

The suggestions made in this paper are directed at the likelihood and severity of a crisis
arising from unsound investment vehicles. But the question remains whether the

suggestions are too costly. Would they stifle innovations in financial markets? ABCP in
its ultimate form should not be missed: it was a risky investment packaged and sold as a

¥ See Davies “It is always dangerous to devise regulatory policy in the middle of a crisis...So it is quite
important not to be seduced into new regulations and controls by market panic, controls which might in the
long run be very costly and deliver inefficient benefits.” Milne makes a similar point.

0 See Davies “But the half-life of lessons from financial crises is short.”
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safe investment. Separately, the elements constituting ABCP are a different story:
securitization, derivatives and leverage each have contributed to improving the efficiency
of financial markets. Do the suggestions made here represent undesirable trade-offs
between investor protection and the vitality of financial markets?

To answer this question, it is necessary to distinguish between different types of financial
innovation. Many innovations in financial markets have been efficiency-improving in
that they have reduced the costs or risks of financial transactions. Others, however, have
been regulation-avoiding, creating new types of transactions that lie outside the scope of
prevailing regulation.

Efficiency-increasing innovations benefit both users and suppliers of funds. The effects
of regulation-avoiding innovations are less clear. In some cases, they have allowed the
emergence of new products that avoided the costs of inappropriate or excessive
regulation.*’ In other cases, this type of innovation has created financial products that
avoid the intent of regulation, sometimes with unfortunate consequences.

There is a need in any incident review to keep the same balance as required for a
coroner’s inquest. Not every failure must be remedied. The death of a child crossing a
street warrants a pedestrian light if a street has heavy traffic and many children cross the
street daily. A pedestrian killed by a meteorite does not warrant billions of dollars for
early warning systems or compulsory meteorite-proof helmets for all pedestrians.
Choosing remedies requires a balancing of costs with benefits. Whether the failure was
one of a kind unlikely to be repeated is vital to this consideration.

ABCP conduits were inherently fragile with their vulnerability further aggravated by the
assets they held. While the ABCP market is unlikely to unfold again in the same way, this
study has made recommendations that would make the nature of ABCP and similar
innovations clearer to investors. Despite some added cost to issuers, they would improve
the system, making future crises less likely and less severe.

*! The development of money market mutual funds in the US is a case in point. They were a response to
Regulation Q that capped the interest that banks could pay on savings deposits. With rising interest rates in
the 1960s, Regulation Q produced costly distortions in financial markets.
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Appendix A:

Distributors of ABCP Issues

Distribution Agents Conduit
Bank of Montreal Opus Trust, Selkirk Funding Trust,
Symphony Trust
BNP Paribas Silverstone Trust,
CIBC World Markets Apollo Trust, Apsley Trust, Comet Trust,

Foundation Trust, Gemini Trust,

Ironstone Trust, Opus Trust, Planet Trust,
Rocket Trust, Silverstone Trust, Structured
Asset Trust, Structured Investment Trust
III, Symphony Trust, Whitehall Trust

Desjardins Securities

Apsley Trust

Deutsche Bank Securities

Apsley Trust, Opus Trust, Silverstone
Trust, Symphony Trust, Whitehall Trust

HSBC Securities

Apollo Trust, Apsley Trust, Comet Trust,
Gemini Trust, Opus Trust, Planet Trust,
Rocket Trust, Selkirk Funding Trust,
Silverstone Trust, Structured Asset Trust,
Structured Investment Trust III, Symphony
Trust

Laurentian Bank Securities

Apollo Trust, Apsley Trust, Comet Trust,
Foundation Trust, Gemini Trust, Planet
Trust, Rocket Trust, Selkirk Funding Trust,
Symphony Trust

National Bank of Canada

Apollo Trust, Apsley Trust, Aurora Trust,
Comet Trust, Foundation Trust, Gemini
Trust, Opus Trust, Planet Trust, Rocket
Trust, Silverstone Trust, Slate Trust,
Symphony Trust, Whitehall Trust

RBC Dominion

Planet Trust,

Scotia Capital

Planet Trust, Skeena Capital Trust,
Structured Asset Trust, Structured
Investment Trust III

Société Générale Securities

Apsley Trust, Foundation Trust, Opus
Trust, Symphony Trust

Source: Urquhart, p.7.
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Appendix B:
Disclosed Investors in Third-party ABCP

Investor Amount

($millions)
Aastra Technologies Limited 8.6
Acceleware Corp 1.5
Air Canada 37.0
Altamira mutual funds 1.0
APEX Money Market 1.0
ATB Financial 1,200.0
Baffinland Iron Mines Corp. 43.8
Barrick Gold Corp. 65.0
Batirente Money Market 1.0
Bow Valley Industries 40.0
Caisse de depot et Placement de Quebec 13,200.0
Cameco Corp. 13.0
Canaccord Capital Inc. 32.0
C.M.H.C. 257.0
Canada Post 379
Canada Post pension fund 27.0
Canfor 85.0
Certified Management Accountants of Canada 8.7
CP Rail 144.0
Credit Union Central of British Columbia 23.0
Credit Union Central of Ontario 161.0
Desjardins Group Money Market 57.0
Domtar pension fund 420.0
Dundee Corp 400.0
First Quantum Minerals Ltd. 10.5
Genus Money Market 25.0
Global Diversified Investment Trust I 98.0
Global Diversified Investment Trust II 125.0
Goldfarb Corp. 13.0
Greater Toronto Airport Authority 249.0
Industrial Alliance Clarington money Market 40.0
Industrial Alliance R-M Money Market 3.0
Industrial Alliance Financial Services 66.5
Ivanhoe Mines 35.7
Jean Coutu Group 14.9
Jura Energy 12.0
La Mancha Resources Inc. 101.0
Legg Maison Canadian Money Market Fund 17.0
Matrix Money Market 2.0
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MDS Inc.

Meritas Money Market
Miramar Mining Corp.
National Bank

Natcan Money Market Pooled
National Bank Money Market
National Bank US Money Market
Navcan

New Gold Inc.

Nexstar Energy Ltd.
Norsemont Mining Inc.
Northern Orion Resources
Northwest Money Market
Ontario Financing Authority
Ontario Power Generation
Ontario Teachers’ Pension Plan
Petaquilla Copper

Petrolifera Petroleum Ltd
Professionals Fund Group

PSP Investments

Queensland Minerals Ltd.
Redcorp Ventures Ltd.

Russel Metals

Sherritt International

Silver Standard

Societe general de financement
Strategem Capital Corp.
Sun-Times Media Group
Texsys Inc.

Transat A. T. Inc.

University of British Columbia
University of Western Ontario

University of Western Ontario pension

Westaim Corp.

Western Canadian Coal Corp.
Yukon government
Approximately 1800 individuals

37.0
1.0
491.0
1,263.0
215.0
155.0
5.0
368.0
158.9
5.0
7.0
14.0
5.0
700.0
102.6
60.0
12.8
37.7
5.0
1,970.0
9.0
102.2
11.0
59.7
57.0
"137.0
6.5
48.0
5.1
154.5
122.0
34
26.3
19.7
5.0
36.5
178.0

Source: www.reportonbusiness.com, “Who invested in ABCP,” September 16, 2007;
www.reportonbusiness.com, B. Maroote, “Caisse has $13.2-billion of ABCP,” November

28, 2007, Urquhart, pp. 8-9, and holders’ statements.
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