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EXPERT PANEL o~ GROUPE D’EXPERTS sur 1a .
SECURITIES REGULATION REGLEMENTATION pes VALEURS MOBILIERES

January 12, 2009

The Honourable Jim Flaherty, P.C., M.P.
Minister of Finance
Ottawa, Ontario K1A 0G5

Dear Minister:

We are pleased to present to you the report of the Expert Panel on Securities Regulation in Canada.
The broad conclusions and recommendations presented in the report are supported by all members
of the Panel. The report is accompanied by a draft Securities Act, including a commentary.

To support our deliberations, we commissioned a series of research studies. The research process
was managed by the Capital Markets Institute, a research institute affiliated with the University of
Toronto’s Rotman School of Management. The research studies and the draft Securities Act can be
accessed at www.expertpanel.ca.

Our work effort has been enriched by the time and energy devoted by many individuals. Those

that participated in our consultation process shared important insights on how to improve securities
regulation in Canada. Our special advisors, Sir Howard Davies, David Green, and Peter Hogg, Q.C.,
as well as our Legal Advisory Committee, gave wise counsel. The business law firm, Stikeman Elliott
LLP, provided excellent legal advice, and our secretariat, led by David Murchison, delivered able,
professional support along the way. The Canadian Bar Association (Securities Law Committee)
provided valuable input on the draft Securities Act.

We hope that the report and draft Securities Act will be of value to your government, and to
the provincial and territorial governments, as improvements to Canadian securities regulation
are considered.

Sincerely,

N g M

The Honourable Thomas Hockin, P.C. (Chair)

G K T R

Ian D. Bruce, F.C.A. Denis Desautels, O.C., F.C.A.
p&wx/l, W

Hal Kvisle Dawn Russell, Q.C.

Terry Salman Heather Zordelé

c. Provincial-Territorial Ministers responsible for Securities Regulation






Mandate

The Expert Panel on Securities Regulation in Canada will provide advice and recom-
mendations to the Minister of Finance and the provincial and territorial Ministers
responsible for securities regulation on the following:

1.

The objectives, outcomes, and performance measures that will best anchor
securities regulation and the pursuit of a Canadian advantage in global
capital markets.

How Canada could best promote and advance proportionate, more principles-
based securities regulation, starting from existing harmonized legislation and
national and multilateral regulatory instruments, with a view to creating a
Canadian advantage in global capital markets.

How proportionate, more principles-based regulation could facilitate and be
reinforced by better and more coordinated enforcement, which could include
a separate securities tribunal.

How this approach to regulation could be implemented under a passport
system or under a common securities regulator.

A model common securities act and a transition path, including key steps and
timelines, that participating provinces and territories could adopt to effect
proposed changes to the content, structure, and enforcement of regulation.

The Expert Panel will draw on global best practices and build on the strengths
of Canada’s capital markets. It will also review efforts to date to harmonize and
simplify Canada’s regulatory system.

The proposals of the Expert Panel will be respectful of the jurisdictional framework
for securities regulation in Canada and will allow willing participation of provinces
and territories.
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Chair’s Foreword

If there is one message that came through clearly during our deliberations, it is
that global financial systems matter. They matter to Canadians and they matter
to international investors. When organized properly and operating efficiently,
financial systems deliver capital that spurs job creation, facilitates investment,
and creates opportunities.

What is also clear is that in today’s increasingly interconnected economy, how
Canada organizes its own capital markets matters not only to Canadians—but to
the world. As billions of dollars move around the globe at the click of a mouse,
investors will not tolerate outdated, cumbersome, or duplicative systems. And
investors will not tolerate poor enforcement of securities law. If Canada is to realize
its potential in the global economy, the regulation of its financial markets must be
among the world’s best. At the moment, it is not.

Our mandate focuses on securities regulation, the subject of over 70 years of study
and several large bodies of work in recent years alone. This work informed our
discussions; however, over the course of 10 months, we also met with well over
100 stakeholders, consulted with experts, and reviewed the results of our commis-
sioned research studies.

The result is our report, which begins with an examination of different approaches
to sound regulation. We recommend Canadian securities regulators should focus
less on process and more on outcomes; relying more on articulating principles than
on multiplying rules. We believe that regulation should be grounded in guidance
and rules on a bedrock of well-formulated principles. This will help reduce unneces-
sary compliance costs, improve regulatory outcomes, and give Canada a
competitive advantage. And, by harnessing the flexibility of proportionate-based
regulation, we believe that regulation could be better tailored to reflect the risk,
size, and sector of public companies in Canada. Canada’s preponderance of smaller
public companies should be a particular focus of this effort.
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We also recommend adopting a comprehensive performance-based system of
measurement for securities regulation—as a few provincial securities regulators are
today doing—which will both sharpen the focus on outcomes and improve account-
ability to Canadians. To promote fairness in the adjudication of regulatory matters,
we propose the establishment of an independent adjudicative tribunal. In coming
to this conclusion, we were heavily influenced by the success of Quebec’s indepen-
dent tribunal.

During our consultations with Canadians, we heard particular concerns about
investor protection. My fellow panellists and | were troubled by the accounts of
individuals who had not been well-served by the current regulatory system.
Investors who have lost money because of fraud or inappropriate advice quite
naturally want their money back. But the likelihood of successfully obtaining this
basic form of redress varies across the country.

Investors also told us of the difficulty of commencing the complaint process and
the challenge of navigating the complicated web of securities regulators and national
self-regulatory organizations.

We also heard that the enforcement of securities law in Canada does not compare
favourably relative to other jurisdictions. This is true whether it is administrative
enforcement by securities regulators and self-regulatory organizations, criminal
investigations by police, or prosecution in our courts. If a basic purpose of securities
regulation is to protect investors, Canada’s system is falling short.

Over the past number of years, significant progress has been made through the
development of the current passport system. This has enhanced the levels of
harmonization across jurisdictions and facilitated operations for companies
carrying on business in different parts of the country.

Although the passport system is a major step forward, most stakeholders told us
that its application is limited and it still falls short of what is required in today’s
global marketplace. We agree. The shortcomings of the present system are clear:
it remains too slow, too cumbersome, and too expensive. At a time when speed
counts, policy development is protracted, negatively affecting Canada’s ability to
respond in a timely manner to national and global developments.

The Panel heard repeated—and often passionate—concerns about the cost and
confusion caused by our fragmented system of 13 separate securities regulators. In
this, our work echoes that of our predecessors. While the terminology has differed
over the years— single, common, Canadian, national, or federal—the conclusion of
virtually every study has been the same: Canadians are ill-served by such a balkan-
ized system. It is worth noting that Canada is the only developed country without
a national securities regulator.

The lack of a national Canadian securities regulator also raises wider concerns
about systemic risk as there is no national entity accountable for the stability of
our national capital markets. Systemic risk is no longer confined to just banking
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institutions; it now increasingly presents itself in capital markets, as the current
financial crisis has clearly demonstrated. Neither the Canadian Securities Administrators
nor the provincial and territorial securities regulators can provide a counterpart

to the Bank of Canada or the Office of the Superintendent of Financial Institutions—
federal agencies that are accountable for their role in the stability of Canada’s
financial sector. We are convinced, therefore, that the federal government needs
to have a strong presence in the regulation of Canada’s capital markets. We are
assured by our constitutional advisor that the federal Parliament has the constitu-
tional authority to enact legislation that would provide for comprehensive capital
markets regulation in Canada.

With a mandate to find common ground and propose a workable solution, our
central recommendation is that Canadians need a single securities regulator, with
a strong decentralized structure that recognizes Canada’s unique makeup and
regional and local expertise, provides clear national accountability, and offers more
effective enforcement and redress for investors.

At the same time, we want to build on the best of the current system. Those
features that have served Canadians well—and helped attract foreign capital to
our markets—have been retained and strengthened in our recommended structure.

We believe there are compelling reasons—and substantial benefits—for provinces
and territories to participate in the new regulatory regime. If, however, after a
reasonable period of time, some provinces or territories remain outside of the new
structure, market participants—issuers and registrants—in those non-participating
jurisdictions should have the opportunity to opt-in and reap the benefits of a single,
national securities regulator, administering one Act, applying one set of rules, and
collecting one set of fees.

Our report provides a clear and comprehensive roadmap to move Canada from
where it is to where it must be. To facilitate the transition to the new structure, we
have included a draft Securities Act. The steps we are proposing are both overdue
and essential. They will finally provide Canadians with true national accountability
across the full spectrum of financial regulation and align Canada with emerging
trends in international financial markets. This will simplify the system, reduce
costs, and attract investment.

Positioning Canada for success in today’s interconnected markets is critical. The
challenges are too great and the opportunities too numerous to muddle through
as before. We must act—and we must act now.

N g Mo

The Honourable Thomas Hockin, P.C.

January 2009
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Introduction

Financial markets are more international than ever before. While we do not live in
a borderless world, capital flows easily across borders and can significantly impact
economic welfare. This point has been borne out by the recent stresses experi-
enced by financial institutions around the world, originating with the precipitous
decline in the sub-prime mortgage market in the United States that is now
impacting employment and retirement savings worldwide. Market innovation has
led to much greater prominence for institutions such as hedge funds and private
equity funds, which are not subject to the same market oversight as traditional
institutions. New instruments such as collateralized debt obligations and credit
default swaps have allowed the transfer of risk in ways that are testing the world’s
financial architecture. These developments, and the consequences of the growing
global interdependencies, pose challenges for financial regulation.

As these observations indicate, the ambit of financial regulation is broad. The scope
of the Expert Panel’s mandate, however, is relatively narrow. Our focus is on those
areas that enhance the content, structure, and enforcement of securities regulation
in Canada. One of the early lessons we take from the current financial crisis is that
regulators, legislators, and rule makers must be mindful of macro-prudential
considerations when designing regulation. In this context, one key tenet of our
work has been to consider how to facilitate better coordination and cooperation
between the authorities with responsibilities for financial stability and the various
parts of our financial sector—banking, insurance, pensions, and capital markets—
both across geographic borders within Canada and internationally.

Canada’s financial regulatory system is best described as a hybrid not common

in the world.! In common with most other countries, oversight of banking in
Canada is a national responsibility, discharged by the Office of the Superintendent of
Financial Institutions. The Bank of Canada, like most central banks, has a mandate
for overall financial stability. Canada’s 13 securities regulators have provincial and
territorial mandates. There is no securities regulator with a specific mandate for
facilitating the reduction of systemic risk.
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Following the terms of our mandate, this report begins by considering the objec-
tives of securities regulation, examining the role of systemic risk, and discussing
the often conflicting objectives of competition, innovation, and investor protection.
This is followed by an examination of principles-based regulation as a possible
response to a securities regulatory environment that many believe has become

too reliant on rules. We also question whether securities regulators should make
greater use of proportionate-based regulation given some of the unique characteris-
tics of Canada’s capital markets. We conclude by examining whether regulatory
matters should be adjudicated by an independent tribunal in Canada.

Our report goes on to discuss a number of areas where we believe investors could
be better served. Although not a core mandate item, we felt compelled to address
a number of investor issues in light of our findings. We focus on the complaint-handling
and financial redress mechanisms in Canada as well as the lack of representation of
investors in the securities regulatory policy development process.

We then go on to address which structural model, a passport system or single
securities regulator, would be best for Canada, and why. This is followed by a
discussion of opportunities to strengthen enforcement as well as to improve the
regulation of derivatives. In the final section of the report, we provide a transition
plan that identifies key issues and steps to get us from where we are today to the
implementation of our recommendations. A key component of this transition plan
is a draft Securities Act.?

Securities regulation must protect investors and promote market integrity, while
achieving effective regulatory outcomes without imposing unnecessary compliance
burdens. Our report recommends how this can be achieved. Our conclusions and
recommendations have been shaped by the submissions we received, by our delib-
erations, consultations, and research,? and by our experience.

CONSULTATIONS AND STAKEHOLDER INPUT

Between April 215t and July 15%, 2008, the Panel held meetings with over
100 stakeholders across the country, representing the diversity of partici-
pants in Canada’s capital markets.

The Panel also met with certain regulators, policymakers, and market partici-
pants in the United Kingdom and United States in order to better understand
the regulatory practices of these important jurisdictions and gain international
perspectives of Canada’s capital markets.

In response to our consultation paper, the Panel received over 70 written
submissions from firms, regulators, investors, business associations, and
others. Quotes from a number of these submissions are presented in
captions throughout this report.

The Stakeholder Report, released in August 2008, provides a summary of
the face-to-face consultation meetings. The written submissions can be
accessed at www.expertpanel.ca.
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' A schematic of Canada’s securities regulatory system is provided in Appendix 4.

2 The draft Securities Act, with a commentary and a table of concordance, is accessible at
www.expertpanel.ca. The table of concordance relates the provisions in the draft Securities
Act to the corresponding provisions in the applicable provincial securities acts, or if there are
no corresponding provisions, to the relevant source(s).

3 More information on the commissioned research studies is provided in Appendix 3.
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Objectives, Outcomes, and
Performance Measurement
in Securities Regulation

|. OBJECTIVES OF SECURITIES REGULATION
Il. PERFORMANCE MEASUREMENT IN SECURITIES REGULATION

Securities regulation requires clear objectives to achieve outcomes that are in

the best interests of Canadians. In this section, we present the objectives that we
believe will best anchor securities regulation in Canada. We also discuss approaches
used by securities regulators in Canada, and in other key capital market jurisdic-
tions, to measure the performance of securities regulation. We believe that clear,
uniform objectives, combined with a strong system to measure performance against
those objectives, will help to secure Canada’s advantage in global capital markets.

I. OBJECTIVES OF SECURITIES REGULATION

Securities regulation plays an important role in helping to ensure that capital markets
function effectively. The core objectives of securities regulation are to promote
investor protection, enhance economic efficiency by allocating capital to its best
uses, and foster confidence in capital markets. Securities regulators, in working to
achieve these objectives, are often required to be mindful of other considerations,
which are referred to as the guiding principles of regulatory conduct.

Our draft Securities Act prescribes core objectives and guiding principles that we
believe will best position securities regulation in Canada (see Table 1). They reflect
Canadian best practices and those supported by the International Organization of
Securities Commissions.* We believe that having a uniform set of core objectives
and guiding principles for Canada will foster a clearer understanding of what
securities regulation is intended to achieve, and how securities regulators should
conduct themselves.

We recommend a uniform set of core objectives of securities
regulation and guiding principles of regulatory conduct for Canada.
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During our deliberations on objectives and principles, we focused particular atten-
tion on two areas that we believe need to be assessed closely in light of the recent
turmoil in global capital markets. We deliberated on whether the reduction of
systemic risk in the larger financial system should be a core objective of securities
regulation. We also discussed whether a guiding principle of regulatory conduct
should be to enhance competition and innovation in Canada’s capital markets, as
had been recommended by previous expert bodies.’> Our views on these matters
are discussed below.

(TABLE 1)

RECOMMENDED CORE OBJECTIVES
AND GUIDING PRINCIPLES

THE CORE OBJECTIVES OF SECURITIES REGULATION ARE TO:
e protect investors from unfair, improper, or fraudulent practices; and

» foster fair and efficient capital markets and confidence in those markets.

THE GUIDING PRINCIPLES OF REGULATORY CONDUCT INCLUDE:

« facilitating the reduction of systemic risk, including through monitoring
of systemic events or developments and cooperation and coordination
with other financial authorities;

* recognizing that the business and regulatory costs and other restrictions
on the business and investment activities of market participants should
be proportionate to the benefits sought to be realized;

* maintaining the competitive position of Canada’s capital markets, which
is desirable as capital markets are international in character;

* facilitating innovation in Canada’s capital markets;

* promoting the informed participation of investors in the capital markets
to support effective and responsive securities regulation; and

* recognizing regional markets and sectors.

Note: This is an abridged list of the guiding principles prescribed in the draft Securities Act.

A) SYSTEMIC RISK

Securities regulators’ focus on systemic risk has been primarily concerned with
clearing and settlement issues, setting minimum capital requirements, and limiting
the contagion from failing securities dealers. Globally, securities regulators have
been much less involved in the more comprehensive financial stability mandates
of prudential regulators and central banks. This approach was largely based on the
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conventional wisdom that systemic risk and the prospect of systemic failure are
predominantly a banking phenomenon.

Recent developments in the global financial system have highlighted the need for
securities regulators to be involved in the management of systemic risk through
increased monitoring, coordination, and crisis management. Systemic failures, once
largely confined to banking institutions, are increasingly manifesting themselves in
capital markets. This transformation has largely been caused by the fact that it has
become easier to access capital directly from the capital markets rather than
through traditional banking institutions with systemic safeguards.

Along with this shift has come a corresponding concern that systemic risk in capital
markets is growing. Financial innovation has led to the introduction of increasingly
complex instruments. The impact of these complex instruments on capital markets is
not well understood. Hedge funds and private equity funds are growing in importance,
but are less-regulated and more opaque. Securities firms are becoming larger and more
international, increasingly affiliated with commercial banks or insurance firms, and
more involved in global trading activities, particularly in over-the-counter derivatives.

In our consultation process, stakeholders

“We believe that effective securi- were generally in favour of addressing

ties regulation can contribute to the role of a securities regulator in

the management and reduction reducing systemic risk in the larger

of systemic risk and that this is a financial system. Stakeholders suggest.ed

laudable objective, particularly that Fhe changing hature of systemic risk

given recent events in global requires the full attention and response

financial markets.” capabilities of all financial sector regula-

tors and their ability to act in a coordinated

Manulife Financial manner. They indicated that securities

regulators should be actively engaged in
the reduction of systemic risk.

After careful consideration, we have come to the conclusion that the role of a secu-
rities regulator in facilitating the reduction of systemic risk should be explicitly
addressed in securities legislation and regulation. Although the prudential regulator
and the monetary authority have a more direct role in mitigating systemic risks to
the larger financial system, securities regulators should play a significant role in
working to help reduce systemic risk. We believe that securities regulators should
have the power to take interim measures to deal with market events that might pose
systemic risks to Canada’s capital markets. As a result, we have suggested language
in the draft Securities Act for such a power.

We recommend that a guiding principle of regulatory conduct should
be to facilitate the reduction of systemic risk. We also recommend
that appropriate interim powers be prescribed in legislation to allow
securities regulators to quickly respond to market events that might
pose systemic risks to Canada’s capitals markets.

FINAL REPORT AND RECOMMENDATIONS 11



B) COMPETITION AND INNOVATION

The integration of global capital markets has put regulators under increasing pres-
sure to reduce regulatory burdens in order to make regulation more cost-effective
relative to other jurisdictions. In light of this more global environment, commenta-
tors and expert bodies have advocated that securities regulators, as a guiding
principle, should foster competition and innovation in Canada’s capital markets.
However, the recent turmoil in capital markets has called into question whether
efforts in pursuing cost-effective regulation have gone too far. It is clear that, in
some cases, financial innovation was allowed to proceed without having appropriate
regulatory safeguards in place. It is also clear that certain financial institutions were
allowed to take on excessive risk without having sufficient liquidity and capital in
place to cover potential losses.

We believe that regulation of the capital markets and the financial sector more
broadly, is fundamentally about maintaining public confidence in the integrity of the
system and protecting investors. Like many other observers, we are deeply troubled
by the apparent excesses in the financial system that are now having a devastating
impact on all of us. Regulation will need to be reviewed and recalibrated to protect
investors and restore confidence in global capital markets. However, over the long
run, the competitive realities of the global economy will persist; the costs imposed
by the regulation of capital market activities will continue to influence where capital
is allocated and thus impact business investment, job growth, and living standards.
Regulation simply cannot be developed without assessing the burden it will have
on market participants.

We recommend that the guiding principles of regulatory conduct
include the need for regulation to be cost-effective. We also
recommend that they reflect the need to facilitate innovation
and maintain the competitiveness of Canada’s capital markets.
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Il. PERFORMANCE MEASUREMENT IN SECURITIES REGULATION

There is significant variation in the degree of performance measurement in securi-
ties regulation across Canada. Some securities regulators have made performance
measurement a priority while others have not. This has implications for the ability
of market participants and the public to hold securities regulators accountable. We
believe that there should be a single, comprehensive system of performance
measurement for securities regulation in Canada.

There are important efforts underway in many countries to develop systems that
measure the performance of regulatory activity in capital markets. The efforts of
the British Columbia Securities Commission and the Financial Services Authority
(FSA) in the United Kingdom are particularly noteworthy.® We believe that they
should inform the development of a comprehensive performance measurement
system for securities regulation in Canada.

A) BRITISH COLUMBIA SECURITIES COMMISSION

The Commission has developed a performance measurement system that is one
of the most advanced among its securities regulatory counterparts in Canada.
The Commission actively manages its system and is committed to developing it
further. It currently uses 13 performance measures. The results of its performance
are presented in its annual report and in its forward-looking service plan, both of
which are made available to the public.

The Commission evaluates performance in meeting its mission” by measuring its
success in advancing the following goals: promoting a culture of compliance; acting
decisively against misconduct; educating investors; and advancing smart rule-
making and guidance. The advancement of each goal is supported by a specific
policy strategy, which is linked to a number of performance measures. For example,
the goal of acting decisively against misconduct is being advanced by three strate-
gies: to disrupt abusive junior market practices in British Columbia; to disrupt and
stop securities fraud; and to build stronger criminal investigation capability in
British Columbia for financial crime. The evaluation of the Commission’s perfor-
mance in this area is based on the action taken in response to ongoing misconduct
and the timeliness of the resolution of enforcement cases. The former is based

on the percentage of new cases with active misconduct where the Commission

has intervened, while the latter is based on the average life (in months) of cases
resolved via settlement or decision. As Table 2 indicates, the Commission presents
the current and previous years’ results and targets, and provides a target for the
upcoming year.

The Commission only uses performance measures that evaluate progress in
achieving the four goals over several years. This provides the opportunity to prop-
erly assess performance over time and whether new regulatory approaches are
having the desired effect. In addition, the Commission will only choose measures
where it can collect accurate data and form baselines in a timely manner. It

also seeks ongoing opportunities to benchmark its regulatory activity against
other regulators.
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(TABLE 2)

ACTING DECISIVELY AGAINST MISCONDUCT
(BRITISH COLUMBIA SECURITIES COMMISSION)

Measure 1—Percentage of new cases with active misconduct where the

Commission intervened*

2006 2007 2008 2008 2009
(Actual) (Actual) (Target) (Actual) (Target)
50.0% 20.0% 55.0% 56.0% 58.0%
Measure 2—Average life, in months, of cases resolved via settlement
or decision**
2006 2007 2008 2008 2009
(Baseline) (Actual) (Target) (Actual) (Target)
49.0 22.8 21.7 39.5 34.0

Source: British Columbia Securities Commission. Annual Report, 2007-08.

*  The Commission tracks the number of cases it accepts each fiscal year for enforcement
action. It then calculates the percentage of the cases where it took formal action in the
form of a freeze order, temporary order, or some other corrective action.

** The Commission measures the average number of months a case is open from when the
Commiission first learns of the conduct to the case’s completion by settlement or decision.

B) FINANCIAL SERVICES AUTHORITY

The FSA is required by law to report on its performance against its legislated
mandate. It measures its performance against three strategic aims, which embody
its statutory objectives as well as its principles for good regulation. The strategic
aims are to help retail consumers achieve a fair deal; to promote efficient, orderly,
and fair markets; and to improve business capability and effectiveness. The
advancement of these strategic aims is articulated by desired outcomes.
Performance is measured against achieving these desired outcomes, using a

range of metrics, including high level indicators, activity measures, and process
measures. The FSA has also put in place a significant number of measures to track
the provision of service to regulated entities and publishes key statistics on compli-
ance and enforcement. The FSA is working to develop better measures to assess
the costs and benefits of regulation, an area that is particularly difficult to quantify
in a meaningful way.
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The performance assessment is reported to the Executive Committee and the Board
of the FSA every six months, and it is presented to the public annually in a series
of publications, including the Outcomes Performance Report, the Performance
Account, and the FSA’s annual report.

C) A PERFORMANCE MEASUREMENT SYSTEM FOR CANADA
Based on these best practices, we

“ ..any performance medsurement believe that uniform performance
system will only be effective if it is measures should be developed for
readily understandable and infor- securities regulation in Canada and
mative, and it is applied consistently should include measures of perfor-
to the securities regulatory regime mance against statutory objectives,
across the country.” service standards, enforcement
outcomes, and measures to assess
e the costs and benefits of regulation.

We believe that it is important for the
securities regulator to establish service efficiency targets in areas where there is
significant interaction with regulated entities and the public. Performance against
these targets should be measured on an ongoing basis and disclosed to the public.
This disclosure will help to set service expectations and will likely promote a higher
quality of service and a more client-focused regulator.

We suggest that performance should be reported to the public on an annual basis
at a minimum. It should be presented in a manner that is clear and concise, and
it should be possible for the public to understand how the regulator is faring in
relation to the past and the milestones it has set for the future.

We recommend the development of a single, uniform performance
measurement system for securities regulation in Canada that
includes timely reporting to the public on the advancement of
statutory objectives, service efficiency, enforcement outcomes,

and the costs and benefits of regulation. We also recommend that a
governance board provide oversight of the performance measurement
system, in order to ensure that it is advanced in a transparent and
effective manner.
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4 The International Organization of Securities Commissions, or IOSCO, is an international cooperative
forum for securities regulatory agencies. I0OSCO members regulate more than 90 percent of the
world’s securities market. IOSCO has developed a set of core objectives and principles to guide
securities regulatory agencies. See the I0SCO publication entitled, “Methodology for Assessing
Implementation of the IOSCO Objectives and Principles of Securities Regulation.” (February 2008).

> The Task Force to Modernize Securities Legislation in Canada (2006); Crawford Panel on a Single
Canadian Securities Regulator (2006); Five-Year Review Committee (Ontario, 2003).

6 The FSA is an independent organization responsible for regulating financial services in the United
Kingdom. It is an integrated financial sector regulator, covering most financial services markets,
exchanges, and firms.

7 The mission of the British Columbia Securities Commission is to protect and promote the public
interest by fostering a securities market that is fair and warrants public confidence and by fostering
a dynamic and competitive securities industry that provides investment opportunities and access
to capital.
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Advancing Proportionate, More
Principles-Based Securities Regulation

l. PRINCIPLES-BASED SECURITIES REGULATION
Il. PROPORTIONATE-BASED SECURITIES REGULATION

Both principles-based and proportionate-based approaches to regulation are to
some extent already reflected in existing securities regulation in Canada. The focus
of this section is to assess whether the use of these regulatory approaches should
be expanded in Canada and, if so, under which securities regulatory structure, the
passport system or the single securities regulator model.

I. PRINCIPLES-BASED SECURITIES REGULATION?

A) OVERVIEW

Moving towards a more principles-based approach to securities regulation has
received considerable attention in recent years. Businesses are attracted to its
promise of lowering unnecessary compliance costs. Regulators believe that it might
improve regulatory outcomes and help to strengthen enforcement. Policymakers
suggest that it could create a distinct competitive regulatory advantage relative to
other jurisdictions. In general, a more principles-based approach is thought to be
an appropriate response to the current securities regulatory environment that many
believe has become too heavily reliant on rules, focused more on process than on
achieving effective regulatory outcomes.

Principles-based regulation is not about replacing rules with principles or leaving
businesses to their own devices, without regulatory guidance or oversight. It is

a distinct, regulatory approach that contrasts with the rules-based approach. No
regulatory system is entirely based on either the rules-based or principles-based
approach; there is a continuum between the two extremes and regulatory systems
fall somewhere in the middle. The key question is whether there is merit in moving
the securities regulatory system toward a more principles-based approach.

Principles-based regulation establishes high-level principles for business conduct,
which articulate desired regulatory outcomes. Businesses are given greater freedom
to develop and manage internal compliance systems to achieve those outcomes.
Regulators work more with businesses to provide guidance on appropriate regula-
tory practices.

FINAL REPORT AND RECOMMENDATIONS 17



Under the rules-based approach, businesses must adhere to a strict body of rules
to achieve compliance. Businesses have less freedom to organize their regulatory
affairs. Regulators are thereby focused on ensuring that businesses comply with
the rules and are prone to a more adversarial role. The emphasis of regulatory
efforts may be more on compliance with the rules and process rather than on the
broader objectives and outcomes.

A number of regulators in Canada and internationally have been advancing
principles-based regulation. The FSA in the United Kingdom is considered to be
a leader in principles-based financial services regulation. The FSA has established
11 regulatory principles for business, which all regulated entities must meet. It
provides significant guidance to businesses and works closely with stakeholders
in the financial sector to find mutually beneficial solutions to regulatory issues.

The British Columbia Securities Commission has been developing an outcomes-
based approach to securities regulation, a label that it believes more properly
describes principles-based regulation. The Commission is committed to intervening
less and working more with businesses by encouraging them to do the “right thing”
in whatever manner they choose, in order to achieve desired regulatory outcomes.

The regulation of derivatives has also attracted the use of principles-based regula-
tion, in large part because of the speed of innovation in this area of finance. For
example, the Commodity Futures Trading Commission in the United States operates
in a principles-based manner, and the new Quebec Derivatives Act is substantially
principles-based and represents one of the first attempts internationally to regulate
a full range of derivatives.

Some commentators are of the view that a more principles-based approach could
improve securities regulation in a number of ways. First, capital markets are
becoming increasingly more sophisticated and dynamic. In this environment, princi-
ples-based regulation might achieve better regulatory outcomes since it would give
businesses greater flexibility to adapt compliance practices to the latest innovations
in the capital markets. Second, under principles-based regulation, businesses, when
confronted with an ambiguous situation, would no longer be bound by strict rules.
They would be responsible for actively developing and managing compliance prac-
tices to achieve the desired regulatory outcomes. Market conduct, in turn, might
improve because businesses would have to pay greater attention to achieve desired
compliance outcomes rather than simply applying rules and procedures prescribed
by regulators. Finally, principles-based regulation might facilitate better enforcement
actions by being able to hold businesses accountable for rule infractions as well as
actions that, although technically compliant, violate the public interest.

There are, however, possible risks to a more principles-based approach that must
be carefully considered, balancing the need for some rules with the desire to build
on principles. There is a general concern that the regulatory burden on businesses
might actually increase due to the need to develop and monitor internal compliance
controls to achieve the desired regulatory outcome. This burden could be particu-
larly acute for smaller businesses, which generally have limited resources and
expertise for these purposes. In addition, a principles-based approach could reduce
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the regulatory certainty for market participants, while allowing enforcement actions
to be conducted without any violation of a guideline or rule.

B) CONSULTATIONS

The stakeholders in our consulta-

“..securities regulation in Canada tion meetings were generally
should be principles-based and, where supportive of moving to a more
possible, not come with a detailed set of principles-based approach to secu-
interventionist rules. While we recognize rities regulation. They thought that
that some prescription will always be it might be an effective way to
necessary (and, indeed, desirable), the address the current overly prescrip-
balance in Canada today is excessively tive nature of securities regulation,
tilted towards prescription.” and they suggested that its flex-
ibility would help make regulation
Scotiabank more responsive to the accelerating

pace of financial innovation.

Some stakeholders did, however, express a number of caveats. They emphasized
the need to provide sufficient guidance to market participants about compliance
requirements in order to maintain certainty and confidence in regulatory practices.
They also noted that principles-based regulation requires a strong but skilful
approach to enforcement. Enforcement must provide credible deterrence against
wrongdoing, but it must not be too aggressive so as to undermine the flexibility
and innovation that is the bedrock of principles-based regulation. Some stake-
holders also noted that a more principles-based approach would be difficult to
properly implement in the absence of a single securities regulator. The idea of
having a set of principles being interpreted in 13 different ways was described
as unworkable.

C) IMPLEMENTATION CONSIDERATIONS

We understand that there are opportunities and risks in moving to a more principles-
based approach to securities regulation. According to our study on this subject,
risks may be mitigated and opportunities maximized if a number of factors are met
in implementing a more principles-based system. A number of these critical success
factors merit discussion.

i) Reducing Uncertainty

Principles-based securities regulation must be implemented and advanced in a
manner that reduces uncertainty and enhances predictability. In this regard, the
regulator must establish mechanisms to communicate its expectations to industry.
The regulator can do so by providing official guidance, conducting specific enforce-
ment actions, or commenting on industry standards. The regulator can also
collaborate with businesses and work closely with industry to develop standards.
The FSA, for example, routinely works with trade associations to find solutions to
regulatory issues. The goal of these efforts is to create an “interpretive community”
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that understands regulatory expectations, and can effectively interpret regulatory
pronouncements in different situations over time. It is imperative that the develop-
ment of this community be nurtured under principles-based regulation to enhance
certainty and predictability.

ii) Rethinking Enforcement

A well-conceived and vigorous

“The failure of the regulatory regime enforcement approach will

is due in part because the regulatory encourage regulatory innovation
system is based upon rules rather than and discourage activities that
principles, and the regulatory system compromise the integrity of the
is based upon the administration of regulatory system. Enforcement
those rules.” cannot be too aggressive, since

it will cause businesses to quickly
revert to the safety of rules and
detailed guidance, and it cannot
be too lax, since it will allow
wrongdoers to take advantage of the freedoms afforded by principles. To work
toward finding the right balance, there must be a measured, well-considered
response to rule violations and other forms of alleged wrongdoing. The securities
regulator must examine the situation and determine whether there is wrongdoing
or simply an attempt to achieve compliance using an innovative, albeit misguided,
approach. In the case of wrongdoing, the full force of the law should be applied;
otherwise, the regulat