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BREAKING THE LOGJAM: PROPOSALS FOR MOVING
BEYOND THE EQUALS APPROACH

RonaldJ. Danielsi'

Over the last decade, the structure and performance of
Canadian financial institutions has undergone a profound trans­
formation. Propelled by both regulatory changes and market
innovations, Canadian financial institutions have found their
historically protected markets opened to intense competition from
a variety of different sources.! The most significant regulatory
change has been the piecemeal dismantling of the pillars that have
traditionally separated the core activities of banks, insurance
companies, loan and trust companies, and securities dealers from
encroachment by one another. With lower entry barriers, institu­
tions have scrambled to penetrate each other's markets. This entry
has spurred a narrowing of differences in the structure and
conduct of Canadian financial institutions.

Another regulatory change that has spurred increased compe­
tition is the reduction, (or, in the case of American owned
Schedule II banks, outright elimination) of the constraints that
have traditionally limited the operations of foreign financial insti­
tutions in Canada. Not surprisingly, the reduction of these restric­
tions has spawned the growth of a highly dynamic foreign financial
industry in Canada.2

• Assistant Professor, Faculty of Law, University ofToronto. I would like to thank Michael
Andrews, Ray Labrosse and George Triantis for comments on an earlier draft of this
article. A special note of gratitude is due to my colleagues, Robert Howse and Jacob
Ziegel. This article has been substantially enriched by the ongoing dialogue we have had
over the last several years respecting both the possibilities and limits of competitive feder­
alism in Canada. Ofcourse, the usual disclaimer applies.

1 Many of these trends are discussed in: Economic Council of Canada, Globalization and
Canada's Financial Markets (Ottawa, Ministry of Supply and Services, 1990). See also:
Harvey Lazar, Andree Mayrand and Keith Patterson, "Global Competition and
Canadian Federalism: The Financial Sector" (1991), 20 C.B.L.J. 1. Of course, many of
the same trends affecting Canadian financial institutions have also been observed in the
United States. A useful overview is provided by Robert Utan, The Revolution in U.S.
Finance (Washington, D.C., Brookings Institution, 1991).

2 Under the Bank Act, the entry of foreign banking institutions is subject to a variety of

132



































HeinOnline -- 22 Can. Bus. L.J. 149 1993

1993] Breaking the Logjam 149

Thus, an alternative explanation for the failure of the provinces
and the federal government to conclude a mutual recognition
regime lies in the inability of the parties to detect and penalize
defections from the agreement. Superficially, the claim that the
federal and provincial governments are unable to detect and
penalize deviations from formal agreements seems strained.
Extra-constitutional agreement has been one of the chief ways in
which formal distribution of power arrangements have kept up to
date with the evolving nature of the Canadian economy and
society. And, given the pervasiveness of these agreements, a host
of institutions and mechanisms have been devised to monitor
performance and, if necessary, discipline breach.

Perhaps concern over the enforceability of the core rules
necessary to support a mutual recognition regime in the financial
institutions area reflects problems that are distinct to that policy
area, namely the difficulties in relying on formal legal rules to
constrain institutional risk-taking.33 Even cursory review of the
string of failures in Canada over the last decade shows how
imperfect formal rules and restrictions are as instruments for
preventing insolvency. Many of these institutions, through
inadvertence or otherwise, created quite risky portfolios within
the four corners of regulation. While many institutions made sure
they had a mix of different assets in their portfolio, they failed to
diversify these assets geographically, which made them vulnerable
to regional economic downturns.

The implication of this observation is that the competence and
dedication of regulatory personnel constitute an important, if not
central, component of an effective regulatory regime. Ifprovincial
bureaucrats are not truly committed to the spirit of the restrictions
that undergird a mutual recognition regime, then it may be
possible for them to sidestep the rules through discretionary
enforcement activities. However, these problems are not insur­
mountable. By agreeing to rationalize the supervisory activities of
chartering governments by, perhaps, delegating supervision to
one centralized monitoring agency, the scope for government
defection would be confined.

33 A Conference Board of Canada survey of regulatory authorities cited mistrust among
regulators as one of the reasons why agreement in this area has proven elusive. See: B.
Sutton (with G. Glorieux), "The Changing Structure of the Canadian Financial Services
Industry: Volume II, The Perspectives of Regulatory Authorities", The Financial
Services Research Program of the Conference Board of Canada, April 1992 Draft, at p.
55.
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So far, the impediments to agreement have been pitched at a
fairly high level of principle. I do not question in any way the
sincerity of the commitment of negotiating governments and their
representatives to the enterprise of securing a durable and
functional agreement that would support effective intergovern­
mental competition. But just as firms in the private sector are
plagued by endemic accountability or agency problems, so too are
institutions in the public sector. In the public case, agency
problems emanate from the grant of authority going from citizen­
voters to their agents (politicians and bureaucrats). In financial
institution regulation, agency problems are related to the fact that
it is difficult, if not impossible, for interested citizen-voters (and
sometimes even their political representatives) to discern and
understand the positions taken by bureaucratic elites in inter-gov­
ernmental negotiations. This is particularly so given the relatively
complex (hence low saliency) nature offinancial regulation issues.

Once scope is conceded for agency problems, then it is possible
to understand why politicians and agents may not want to adopt an
agreement that would be welfare-enhancing from the perspective
of citizen-voters. As Alan Cairns has observed:34

The growth of one federal and ten provincial governments has produced
large and powerful complexes of institutions and personnel with their own
professional and personal interests and their own official purposes for the
provincial and federal populations they govern.... It makes little sense to
think of these impressive concentrations of power and personnel as super­
structures whose existence and purposes are largely derivative of the
electorate....

In these terms, the failure of governments to put in place a mutual
recognition regime for financial institutions is related to diver­
gences in the welfare functions of citizens and bureaucrats. Like
producers in stable, co-ordinated markets, bureaucrats charged
with regulation of financial institutions may prefer the present
situation of dysfunctional federalism to a superior world of intense
intergovernmental competition.

This propensity is exacerbated by bureaucratic loss aversion. As
a large body of experimental literature has shown, individuals
charged with making important decisions will often "weight losses
substantially more than objectively commensurate gains in the
evaluation of prospects and trades" .35 In the case of financial insti-

34 Alain Cairns, "The Government and Societies of Canadian Federalism" (1977), 10
CanadianJ. Pol. Sci. 695 at p. 702-03.

35 D. Kahneman, J. Knetsch, and R. Thaler, "Experimental Tests of the Endowment
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tution regulation, bureaucrats fear the gale force of competition
because it increases the prospect that other jurisdictions will be
able to lure footloose institutions to their jurisdiction by offering a
superior product.36 Such outward migration impacts directly on
bureaucratic welfare functions by reducing the size of regulatory
fiefdoms.

A RECIPE FOR REFORM

The foregoing analysis revealed in quite stark terms the rather
dismal prospects for concluding intergovernmental agreements
that increase regulatory competition. Quite simply, bureaucrats
(and politicians) have only muted enthusiasm for abandoning the
quiet life of co-ordination and cartelization in favour of the hurly
burly world of competition - an inclination that is buttressed by
loss aversion. And although these problems are common to
virtually all inter-governmental negotiations aimed at creating
conditions for increased governmental competition, negotiations
in the financial institution area are complicated by the difficulties
in specifying clear performance obligations, as well as the condi­
tions for breach.

Against these constraints, how can the logjam in negotiations
for a mutual recognition regime for loan and trusts be remedied?
There is little doubt that the dynamic supporting the existing
impasse is slowly, but assuredly, being whittled away by the
decline of an independent (i.e., non-bank affiliated) trust
industry. Arguably, the more dramatic the industry's decline, the
less leverage the provinces will have in the mutual recognition
bargaining process. But despite steady industry contraction, it is
unlikely that provinces will unilaterally surrender authority over
loan and trust regulation to the federal government. The
perception that an indigenous industry is an important tool in the
capital allocation process dies hard - particulary in Quebec. In

Effect and the Coase Theorem" (1990),98 J. Pol. Econ. 1325 at p. 1327. This effect
derives from the observation that individual utility functions are based not on absolute
but on comparative welfare levels.

36 K. Scott argues that loss aversion is a prime motivating force in the behaviour of
regulators charged with administering the dual banking system in the United States:
"[blanking agencies apparently respond more vigorously to the loss of existing members
than to the prospects of obtaining new members; behavior is more defensive than
aggressive". See K. Scott: "The Dual Banking System: A Model of Competition in
Regulation" (1977), 30 Stan. L. Rev. 1 at p. 33.
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these terms, the decline of the industry may push in the direction
of an agreement, but is unlikely to secure it. Something more is
needed.

In thinking about improvements to the current system, the most
obvious set of proposals relates to the salutary effect that strong,
dynamic federal leadership could have on the negotiating process.
As my colleague Robert Howse has argued, the federal
government could, as in the case of international negotiations,
assume the role of hegemon.37 Hegemonic leadership involves a
situation in which "one state is powerful enough to maintain the
essential rules governing inter-state relations, and [is] willing to do
so" .38 However, power alone is not sufficient to create a stable
regime; the hegemon must be willing to project that power
towards the end of producing a collective good.39

How does this imperative to act as a hegemon translate into a
concrete course of action in the regulation of financial institu­
tions? First and foremost, effective federal leadership in this area
requires a disciplined commitment to the creation of a regime in
which all governments are able to compete with one another in an
effort to secure citizen patronage, not a regime in which the
federal government is able to exploit bargaining infirmities among
the provinces in an effort to create or shore up what could become
a sclerotic federal monopoly over the provision of policy. In some
cases, the imperative of leadership will require the federal
government to use its superior bargaining position to discipline
opportunistic provincial hold-outs. In other cases, the federal
government should direct its efforts to creating institutions that
will enforce agreements for competition.

What carrots and sticks are available to the federal government
in effecting improvements to the bargaining climate for a mutual
recognition regime? At the outset of negotiations, the federal
government should seize the initiative by framing the goals of the
negotiating process and by identifying the range of issues
necessary to be resolved in order to secure agreement. Most

37 R. Howse, "Comment on Patrick Monahan 'Political and Economic Integration: The
European Experience and Lessons for Canada' ", unpublished comment presented at
the Annual Workshop on Commercial and Consumer Law, 1991, Faculty of Law,
University ofToronto.

38 R. Keohane and J. Nye, "Transgovernmental Negotiations and International Organiza­
tions" (1977), 27 World Politics 39 at p. 44.

39 R. Keohane, After Hegemony, (Princeton, N.J., Princeton Univ. Press, 1984), p. 39.



HeinOnline -- 22 Can. Bus. L.J. 153 1993

1993] Breaking the Logjam 153

importantly, the federal government should prepare principled
position papers on contentious issues in advance of the process,
which would then be circulated to the participating governments
once the negotiations begin in earnest. With a dearth of support
services available to intergovernmental negotiating committees,
federal leadership in the preparation of these materials would
greatly enhance the quality and structure of deliberations. It
would also provide the federal government with an important
tactical advantage in the negotiations.

In a similar vein, if (or more likely, when) negotiations break
down, the federal government should show no hesitation about
using its substantial powers to break whatever impasse has
emerged. At the simplest (and least confrontational) level, the
federal government should be prepared to undertake or
commission research that would evaluate the merits of competing
positions advanced by different parties in a principled and
rigorous way. Too often in the commercial and corporate realm,
divergence over policy issues is a byproduct not of irreconcilable
normative beliefs, but rather of how widely shared goals (like the
promotion of wealth creation) are actually achieved. These sorts
of problems can be resolved (or, at least, substantially illumi­
nated) by rigorous empirical analysis.

For instance, if certain governments disputed either the ambit
of the subjects to be remitted to the minimum core of regulations
or the impact of different regulatory rules on industry behaviour in
the course of negotiating a mutual recognition regime, then
background research could be undertaken on these subjects. In
this respect, like the effect of a mediator's report in labour
relations, federal analysis could expose positions that are bereft of
any normative or empirical support through the sunlight of
rigorous, objective study.

Another key component of an effective negotiating process
would be the creation of formal mechanisms for securing the
inclusion of informed citizen and industry voice. As stated earlier,
among the most disturbing features of intergovernmental negoti­
ation is its lack of public transparency. By formalizing citizen
opportunities for input, further discipline would be brought to
bear on the negotiating process. Hold-out governments would be
forced to justify their positions against clearly articulated expres­
sions of the public interest. Sadly, in the case of negotiations for a
mutual recognition regime there has been little real urgency on the
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part of many of the participating governments to conclude an
agreement. This is not at all surprising when one considers the
stark asymmetries in the views of industry and government
officials regarding the adequacy of the current regime. One
suspects that clearer opportunities for public consultation and
debate would rectify this complacency.

In the end, however, no matter how cogent and principled,
independent analysis, even when buttressed by public pressure,
may only be able to push the parties so far, and resort to more
assertive action will be required to break deadlock. The most
extreme option available to the federal government is to step
outside intergovernmental negotiations and simply impose a
mutual recognition scheme of its own creation on the provinces.
Federal jurisdiction to act in this way draws support from the
steady expansion of the scope of the trade and commerce power
by the Supreme Court.40 Under recent jurisprudence, it is likely
that the court will be willing to condone federal unilateralism
(having some incidental aspect or effect on intraprovincial juris­
diction) where it can be shown that the provinces are incapable of

40 Originally, the trade and commerce power was given narrow scope by the Privy Council
in a series of cases commencing with The Citizens Insurance Co. of Canada v. Parsons
(1881),7 App. Cas. 96. Essentially, federal power was restricted to those matte';"S having
an international or interprovincial nature or trade affecting the whole Dominion. The
court was concerned with the capacity of an expansive reading of the trade and commerce
power to include every regulation of trade, thereby overwhelming provincial jurisdiction
(at p. 110). Slowly and sporadically, since being freed from the shackles of the Privy
Council, the Supreme Court has abandoned the restrictive view enunciated by the Privy
Council. For instance, in Can. (Attorney General) v. Canadian National Transportation,
Ltd. (1983),3 D.L.R. (4th) 16, [1983] 2 S.C.R. 206, Dickson J., concurring found that
the federal government was competent to promulgate combines legislation under the
general limb of the trade and commerce power.

Although the federal government was precluded from regulating specific trades or
business in the provinces, Justice Dickson held, at p. 62, that the situation was different
where "what is at issue is general legislation aimed at the economy as a single integrated
national unit rather than as a collection of separate local enterprises. Such legislation is
qualitatively different from anything that could practically or constitutionally be enacted
by the individual provinces either separately or in combination." Dickson J. then
proceeded to enumerate five indicia that could evaluate the purported validity of an
exercise of power under the general limb: (i) presence of a national regulatory scheme;
(ii) oversight by a national regulatory agency; (iii) concern with trade in general, not with
an aspect of a particular business; (iv) the provinces are constitutionally incapable, either
jointly or severally, of passing such an enactment; and (v) the failure to include one or
more provinces would jeopardize the successful operation of the scheme.

These criteria were subsequently relied upon by the Supreme Court in General Motors
of Canada Ltd. v. City National Leasing (1989), 58 D.L.R. (4th) 255, [1989]1 S.C.R.
641.
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creating a co-ordinated arrangement by themselves and where the
failure to act is impairing interprovincial capital movements ­
conditions which are both demonstrably present in this case.

A more moderate variant on this proposal would involve a
federal constitutional reference to the Supreme Court respecting
the provinces' authority to regulate extra-provincial incorpora­
tions under Equals Approach-like schemes. Even in the absence
of a concrete proposal for a mutual recognition scheme, there is
considerable force to the claim that because the Equals Approach
impairs the core status and governance structure of extra­
provincially incorporated companies, it is ultra vires the provincial
government. 41

In addition to these measures, there are several other less
drastic steps that, akin to "tit for tat" negotiating strategies, could
be used to discipline provincial hold-outs. For one thing, the
federal government could move to establish a Schedule III-type
bank that would allow institutions having concentrated share­
holdings to conduct fiduciary activities in-house. Once reincorpo­
rated as banks, these institutions would enjoy wide protection by
virtue of the expansive interpretation the Supreme Court has
given the federal banking power.42

Alternatively (or perhaps concurrently), the federal
government could restructure the scheme by which deposit
insurance and bail-out assistance is provided for provincial loan
and trusts. If provinces want to regulate, either directly (by
chartering) or indirectly (by licensing agreements), the activities
of loan and trusts, then they would be required to assume the
political and financial responsibility for failure. One way of
achieving this goal would be to exclude provincial institutions
from coverage by the Canada Deposit Insurance Corporation.
Another and less drastic solution would involve the creation of
risk-rated deposit insurance pools in a scheme administered by the
CDIC. Under this arrangement, institutions would be segregated
by jurisdiction of incorporation, with the chartering government

41 This claim is strongest vis-a-vis federally incorporated trust companies.
42 See, for instance, Canadian Pioneer Management Ltd. v. Labour Relations Board of

Saskatchewan (1980), 107 D.L.R. (3d) 1 at p. 24, [1980]1 S.c.R. 433, per Beetz J.,
concurring, quoting from the factum of the Attorney General of New Brunswick:
Banking defined as " 'a set of interrelated financial activities carried out by an institution
that operates under the nomenclature and terms of incorporation which clearly identify it
as having the distinctive institutional character of a bank' ".
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responsible for shortfalls in funding. This solution would ensure
that out-of-province depositors would not be made to suffer discri­
minatory treatment at the hands of the chartering jurisdiction, as
the deposit insurance corporation would have day-to-day respon­
sibility over the administration of the fund. 43

CONCLUSION

As in other work I have done, one of the central themes of this
article is the value of decentralized systems of regulation in gener­
ating a regulatory product that is more attentive to consumer
preferences. Such sensitivity is of particular value in the
corporate-commercial area given the relatively low saliency of
these issues compared to others on the broader legislative agenda.
Absent pressure from footloose industry or consumer groups,
legislators are unlikely to take seriously the need for legislative
reform in the corporate-commercial area. One need only take
note of the dismal pace of reform leading up to the federal
bankruptcy amendments to see the substantial difficulties that
even the most committed regulators face in getting corporate­
commercial issues on the legislative agenda.

However, as examination of the current regime of loan and trust
regulation shows, decentralization by itself does not always assure
the creation of sound policy. Indeed, in the absence of workable
framework rules, decentralization can be just as - if not more so
- dysfunctional as centralized arrangements. The challenge for
enthusiasts of decentralized governmental arrangements is to
demonstrate how these decentralized arrangements can be
created through multilateral assent. This is familiar to students of
international political science, who have long wrestled with the
vexing issue of how sovereign, self-regarding states can be induced
to adopt welfare enhancing agreements. And, it is here that
scholars have fastened on the catalytic role that hegemonic
leadership can play in negotiating, securing and enforcing
agreement.

43 The potential for discriminatory treatment of non-resident investors by a chartering
province is more than academic. Following the collapse of the Principal Group of
Companies, the Alberta government (which had granted the companies a charter under
provincial investment contracts legislation) offered compensation that was proportionate
only to the amount of money lost by Alberta residents. Selective treatment of investors
was designed to place pressure on other provinces to make their own Principal investors
whole. See "Playing Regulatory Catch-Up in the Wake of the Code Report", Financial
Times, July 24, 1989.
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The lessons of hegemonic leadership in the international realm
have direct bearing on the prospects of improving the current
malaise in loan and trust regulation: the federal government
should project its power into the regulation of financial institu­
tions with a view to securing co-operative agreement for healthy
competition. The only factor that seriously impedes federal
hegemonic leadership (as in other areas) is the will to power.
Instead of vigorously asserting its very considerable jurisdiction,
the federal government seems more inclined to opt for co-oper­
ative or co-ordinated solutions to federal-provincial problems.
But as Breton has argued in his thoughtful dissent to the
Macdonald Commission Report, one of the inextricable bypro­
ducts of a commitment to co-operative federalism has been an
impairment of the federal government's core responsibility to
create a more competitive and vigorous union: 44

Co-operative federalism, because it proscribes unilateral action, is therefore
a disguised ploy to shackle the federal government, to prevent it from
addressing the problems that it alone can resolve and is constitutionally
responsible for resolving.

One can only hope that in a post-Charlottown world, the federal
government will be more willing in this, as in other areas, to
assume its historic responsibility to create the conditions that
conduce to governmental competition, hence to nation-building.

44 Albert Breton, Supplementary Statement, Report of the Royal Commission on the
Economic Union and Development Prospects for Canada, Vol. 3 (Ottawa, Ministry of
Supply and Services Canada, 1985), at p. 493.


