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Canadian Monetary Policy

On September 6, 2017, the Bank of Canada (BoC) raised its target for the overnight rate by 25bps to 1 per cent, its
second rate increase since July. Following its September announcement, the BoC faced criticism from some market
participants who felt the BoC could have done more to telegraph its move. In a speech to the St. John's Board of Trade
on September 27, Governor Poloz outlined the BoC approach to monetary policy, which he says has become
particularly data-dependent due to significant unknowns around the inflation outlook as the Canadian economy nears
its potential. Some of the unknowns the BoC says are clouding the outlook for inflation include the impact of the digital
economy, ongoing weak wage growth and the sensitivity of the economy to higher interest rates given elevated levels

of household debt.

BoC Research: Has Liquidity in Government Bond Markets Deteriorated?

A Bank of Canada (BoC) staff analytical note published in September presents measures of liquidity used by the BoC

to monitor market conditions and looks at recent trends in Government of Canada (GoC) fixed-income market liquidity.
The results indicate that liquidity measures have generally improved on balance since the financial crisis. Similar to other
major sovereign bond markets, liquidity conditions weakened temporarily during periods of financial and economic
stress, and then recovered once conditions returned to normal. For example, GoC market liquidity deteriorated following
several stressful events: the euro crisis in 2011, the taper tantrum in 2013 and the oil price shock in 2015. In all three
cases, the deterioration remained within historical norms and liquidity soon returned to normal levels. The report does,
however, find some differences in liquidity performance between non-benchmark and benchmark bonds - liquidity as
measured by average trade size and volume has improved since 2010 for benchmark bonds, but has stayed relatively

flat for non-benchmark bonds through this period.


http://www.bankofcanada.ca/wp-content/uploads/2017/09/remarks-270917.pdf
http://www.bankofcanada.ca/wp-content/uploads/2017/08/san2017-10.pdf
http://iiac.ca/

BoC Research: Do Canadian Broker-Dealers Act as Agents or Principals?

In a separate Bank of Canada (BoC) staff analytical note published in September, researchers examined the role of
Canadian dealers in bond trading. Specifically, the researchers look to see if technology, risk tolerance and regulation
may influence the trading shift from principal to agency. A move toward agency trading, says the report, would represent
a change in the structure of Canadian bond markets and, in theory, could worsen some aspects of market liquidity. To
assess the level of agency trading in Canada, the researchers used data from the Market Trade Reporting System (MTRS)
to construct the first estimate of agency-based trading in Canadian bond markets. They found that agency trading is
relatively uncommon across the major segments of the Canadian fixed-income market and that large bank dealers are

less likely than smaller dealers to trade as an agent.

However, the report references a survey of market participants conducted by the Canadian Fixed-Income Forum which
noted a shift to agency trading in some asset classes. Respondents said the share of corporate bond trading conducted
on an agency basis had increased in the two years before the survey. This is corroborated by the fact half of sell-side
respondents reported their corporate and provincial bond inventories had declined over the period, while just over one-
third said the same for federal government bonds. This conclusion is based on the fact dealers require relatively larger
inventories to facilitate client trades when acting as principals, while increased agency trading in some asset classes

could be associated with a decline in inventories.

Bank of Canada Begins Publishing New Canadian Effective Exchange Rate (CEER) Index

On September 18, 2017, the Bank of Canada’s (BoC) began publishing its new Canadian effective exchange rate
(CEER) on the BoC website. The CEER index is a weighted average of bilateral exchange rates for the Canadian dollar

against the currencies of Canada’s major trading partners.

As highlighted in the January 2017 Monetary Policy Report (Box 3), the CEER index is meant to provide a more accurate

measure of Canada’s international competitiveness than its predecessor, the Canadian-dollar effective exchange rate

index (CERI). It includes a broader set of countries and uses annually updated competition-based weights.

The BoC will continue publishing daily data for both CEER and CERI until December 29, 2017. As of January 2, 2018,
only daily CEER data will be published. For more information about CEER, see the BoC's Paper “A New Measure of

the Canadian Effective Exchange Rate.”

CSA Announces Ban on Binary Options

On September 28, 2017 the Canadian Securities Administrators (CSA) announced implementation of Multilateral
Instrument 91-102 Prohibition of Binary Options, which makes it illegal to advertise, offer, sell or otherwise trade binary

options shorter than 30 days with any individual. A primary objective of the ban is to protect would-be investors from

becoming victims of binary options fraud and from an illegal promotion of extremely high risk products.
Industry Successfully Transitions to T+2

Canada and the U.S successfully transitioned to a two-day settlement cycle in September. The T+2 trading of equity and
most debt securities, and most mutual funds, was implemented effectively in Canada on Tuesday, September 5, 2017 to


http://www.bankofcanada.ca/wp-content/uploads/2017/09/san2017-11.pdf
http://www.bankofcanada.ca/wp-content/uploads/2016/10/cfif-survey-overview-031016.pdf#page=18
http://www.bankofcanada.ca/rates/exchange/canadian-effective-exchange-rates/
http://www.bankofcanada.ca/2017/01/mpr-2017-01-18/
http://www.bankofcanada.ca/2016/01/staff-discussion-paper-2016-1/
http://www.bankofcanada.ca/2016/01/staff-discussion-paper-2016-1/
http://www.osc.gov.on.ca/documents/en/Securities-Category9/csa_20170927_91-102_binary-options.pdf
http://www.osc.gov.on.ca/documents/en/Securities-Category9/csa_20170927_91-102_binary-options.pdf

align with the U.S. and other markets. The shortened settlement cycle is meant to reduce risk in the financial system by
reducing the time between executing a trade and settling that trade.

United States

U.S. Monetary Policy

At its September meeting, the U.S. Federal Open Market Committee (FOMC) decided to maintain the target range for
the federal funds rate to 1 —1.25 percent. To support its decision the FOMC cites continued strength in labour markets,
job gains that have remained solid in recent months, and a low unemployment rate. The FOMC's monetary policy stance
remains accommodative, thereby supporting some further strengthening in labour market conditions and a sustained
return to 2 percent inflation. In determining the timing and size of future adjustments to the target range for the federal
funds rate, the FOMC will assess realized and expected economic conditions relative to its objectives of maximum
employment and 2 percent inflation.

The FOMC also indicated it will initiate in October a balance sheet normalization program to gradually reduce its
securities holdings. This will put in place a policy of reinvesting and redeeming portions of the principal payments

received by the Federal Reserve from its holdings of Treasury and agency securities.

Europe

European Authorities Look for Alternative to Current Financial Benchmarks

In a joint statement issued on September 21, 2017, the Financial Services and Markets Authority (FSMA), European
Securities and Markets Authority (ESMA), the European Central Bank and the European Commission (collectively the
“European Authorities”) announced the launch of a new working group to identify and explore adopting an alternate
"risk-free overnight rate" to replace current benchmarks used in a variety of financial instruments and contracts in the
euro area. Once it has made a recommendation on its preferred alternative risk-free rate, the group will also explore
possible approaches to minimize disruption to markets and consumers, and to safeguard the continuity of contracts to
the greatest extent possible.

The European Authorities reiterated that existing rates must continue to be provided in a robust and reliable manner.
They therefore express their appreciation for the continued commitment of those banks contributing to the Euribor and

EONIA benchmarks and expect that they will remain supportive of these benchmarks as necessary.

In a separate release, the European Central Bank announced that it will start providing an overnight unsecured index

before 2020 which would complement existing benchmark rates produced by the private sector and serve as a backstop
reference rate. This increases the number of options for such alternative rates for the euro area and aligns with the
recommendation of the Market Participants Group of the Financial Stability Board Official Sector Steering Group (FSB
OSSQG) to identify and adopt one or more risk-free rates in each main currency area.


https://www.ecb.europa.eu/press/pr/date/2017/html/ecb.pr170921_1.en.html
https://www.ecb.europa.eu/press/pr/date/2017/html/ecb.pr170921.en.html

Many of the other major markets have also identified their preferred risk-free rates. In the United States, the ARRC
(Alternative Reference Rates Committee) recently announced its support for a broad Treasuries repo financing rate - a
secured overnight rate against U.S. treasuries. In Great Britain, the Bank of England has been the administrator of
SONIA since 2016, and there are plans underway to promote the adoption of SONIA across GBP markets. The Bank
of Japan has also published its recommendation for a Japanese Yen riskfree rate.

The transition to these new risk-free fates must be carefully planned. One of the many considerations includes the
handling of legacy contracts that may be referencing defunct benchmarks.

EBA Launches Consultation on Securitization

The European Banking Authority (EBA) has issued a Discussion Paper and invites comments on rules governing asset

securitization. Among other things, the EBA is examining concerns that some parts of its securitization rules may make it
more difficult for banks to shift non-performing loans (NPLs) off balance sheets. The Discussion Paper provides an
overview of the current market practices surrounding the transfer of these loans, including a description of the public
support initiatives intfroduced so far to facilitate NPL securitization.

International

IOSCO Report on Regulatory Reporting and Public Transparency in Secondary Corporate
Debt markets

The International Organization of Securities Commissions (IOSCO) has published a Consultation Report on regulatory

reporting and public transparency in the secondary corporate bond markets. Included in the Report are results from a
survey of certain member jurisdictions (including Canada) which provide insights on how corporate bonds trade across

jurisdictions, and the applicable regulatory reporting and public transparency regimes.

The Report reveals that many member jurisdictions have implemented regimes for both regulatory reporting and public
transparency, although the regimes are varied due to differences in the structure of the corporate bond markets in
different jurisdictions, including differences related to where and how corporate bonds are traded. Canada introduced

its regulatory reporting framework in 2015 and adopted a new transparency regime for corporate bonds in 2016.

The Report recommends regulatory authorities ensure access to sufficient information to perform regulatory functions.
Keeping consistent with IOSCO principles that promote transparency of trading information, the report also recommends
regulatory authorities consider steps to enhance pretrade transparency in corporate bond markets and implement
regimes that require posttrade transparency while also considering the potential impact that transparency may have on

market liquidity.

Disclaimer

This document is for information purposes only and is not meant to provide legal, tax or other forms of advice. Readers should consult with their counsel to obtain
advice with respect to any item noted in this document.
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