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To: The Honourable Bill Morneau, Minister of Finance
Date:  August 20,2019

Re: THREE QUESTIONS ABOUT OPEN BANKING

It has been six months since the deadline for your department’s consultations on the merits and risks of “open banking,” and while we await the
next steps, we revisit our earlier Intelligence Memo on the issue.

We asked: Who's afraid of open banking? Consumers? Maybe. The big five banks? Probably. Regulators? Definitely.

There are certainly reasons to pursue open banking, where new service providers can access customer data from the financial industry to offer
more competitive and more innovative financial products. However, before charging ahead with open banking, there are (at least) three questions
that must be asked and answered:

e  Who should own the data?
e THow can we make sure the benefits of open banking reach consumers?

e And how can regulators protect both the privacy of personal data and the stability of our financial system?

When people today make transactions or undertake financial decisions, they generate masses of data within payment systems and internal
records of financial institutions. The status quo in Canada squarely puts banks as the owners of such data.

This puts banks in an enviable position. First, data ownership creates a massive advantage as it provides critical customer information for
product offerings. Consequently, banks can profit directly from exclusively using these data to charge consumer-specific prices, or from selling the
data to interested third parties.

Open banking would presumably change this dynamic. It would put consumers back into a position where they decide when a provider can
access their financial data from any institution that has collected them.

Once consumers regain ownership of their data, they themselves can profit, provided markets develop that function well enough for selling

this information. Unfortunately, this is not a slam-dunk. One cannot price information upfront, so consumers need to rely on market forces to
pass on any benefits from sharing their data.

This likely will depend on how data-sharing is implemented in the economy. Traditional intermediaries are unlikely to lose significant market
share since they will still generate the bulk of data. They may offer more competitive pricing, may compete with new products or buy out new
providers in the medium term. And customer-oriented pricing may not always benefit all consumers all the time.

But these concerns are less of an issue once consumers really own their data and can freely decide how their data are being used by financial
institutions. The bigger issue is ensuring that privacy is protected when data are shared and that open banking does not create regulatory loopholes
or sources for financial instability.

Secure data standards, rules for appropriate data stewardship and a robust approval process for third-party providers accessing data are part of
current open-banking discussions. However, a universal, digital ID system that improves safety and privacy of data is still missing in Canada, and

so is a clear legal framework that would hold financial service providers responsible for inappropriate use of data without explicit consent by their
customers.

But even with appropriate safeguards for privacy in place, there remains the challenge that open banking could compromise financial stability.
In Canada, financial services are not regulated by a single authority and regulation is fragmented between provincial and federal agencies. This
makes any approach to open banking — especially one that includes moving beyond traditional banking to insurance, securities, etc. — extremely
difficult. It will likely require the government to go in stages, starting with third-party providers that are clearly in the “banking” space, which is
federally regulated by the Office of the Superintendent of Financial Institutions. And it will force Ottawa to work with the provinces to
consolidate Canada’s regulatory landscape before taking any further steps.

The consultation document was right to start with the question of merits and risks. If the discussion about open banking achieves nothing
more than putting people back in charge of their data — possibly even beyond financial services — much will have been achieved. If it also leads to a
more streamlined regulatory framework in Canada, all the better. Open banking provides the opportunity to set the stage for a more balanced
financial services sector, one that recognizes the importance of both competition and stability. And more competitive financial services will
ultimately benefit consumers.

Thorsten Koeppl is a scholar in financial services and monetary policy, C.D. Howe Institute, and professor and RBC Fellow, Queen’s University. Jeremy M.
Kronick is associate director, research, at the C.D. Howe Institute.

To send a comment or leave feedback, email us at blog@cdhowe.org.
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