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INTRODUCTION

The 2011 constitutional references dealing with the proposed federal securities
legislation were “not only about securities regulation [but] also about the very essence of
Canadian federalism” (Grammond 2011). The securities references were the latest battle
between two radically-different visions of federalism — centralist vs. decentralist — that
have been warring in Canada since Confederation. The next battle, in the form of another
constitutional reference triggered by anticipated federal systemic-risk legislation, already
looms on the horizon. Because the division of powers “remains ‘the primary textual
expression of the principle of federalism in our Constitution’” (Reference SCC 2011,
para. 54), the courts’ constitutional conclusions in the securities references also reflect
their view on the competing visions of federalism.

This paper examines in detail the factual context of the securities references and the
“legislative facts” underlying the courts’ constitutional conclusions in order to illustrate
the competing visions of federalism. Legislative facts “are those which establish the
purpose and background of legislation, including its social, economic and cultural
context” (Danson 1990, 1099). Legislative facts inform the “pith and substance” analysis
which “looks at the purpose and effects of the law to identify its ‘main thrust’”
(Reference SCC 2011, para. 63). When eighteen of nineteen justices (including all nine at
the Supreme Court) reach essentially the same conclusions on legislative facts, rejecting
the federal government’s core constitutional argument because it was not supported by
the “legislative facts adduced by Canada” (Reference SCC 2011, para. 116), those facts
are important.

Because the proposed fed
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described it, an “unprecedented federal power grab”.? The theme of the 2011 State of the
Federation conference — “rebalancing” — scarcely describes the scale and aggressiveness
of the federal constitutional claim. This point is crucial to any understanding of the
securities references and their aftermath.

If valid, the federal government’s arguments in the securities references would have
produced a seismic shift of jurisdiction in other areas by effectively overturning the
seminal decision in Citizens Insurance Company v. Parsons, 1881. The Alberta Court of
Appeal compared this with the federal government’s earlier campaign to assume the
national regulation of the insurance industry and described the reference as “an attempt to
overturn all those earlier cases [including Parsons], and to rewrite Canadian
constitutional history” (Reference ABCA 2011, para. 42; Armstrong 1976). At the
Supreme Court, British Columbia’s counsel described the proposed Act as a
constitutional Trojan horse that would result in the complete evisceration of provincial
power over securities regulation and other areas. Maclintosh (2012b, 232-8) lists over a
hundred Ontario statutes that might be construed as falling within the trade and
commerce power, if federal securities legislation had been valid.

FAILING ON THE FACTS — THE MYTH OF TRANSFORMATION AND OTHER CONTRADICTIONS

The Supreme Court rejected the federal government’s core argument that “securities
markets have undergone significant transformation in recent decades, evolving from local
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— 2010a; — 2010b; Spink 2010b; — 2010c; — 2010d, Rousseau 2010a; Suret and
Carpentier 2010; Choi 2010; Macey 2010a). Centralization “effectively abandons the
diversity and dynamic-
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The federal government’s evidence and arguments in the securities references were
focused on the provincial incapacity test. The asserted transformation from local to global
markets was needed to claim that securities markets had outgrown provincial jurisdiction,
making federal legislation necessary to address what would otherwise be a “constitutional
gap” (Reference SCC 2011, para. 83). The transformation theory suggested such a gap by
pointing to the provinces’ constitutional inability to regulate interprovincial and
international trade and emphasizing the increasingly national and international
dimensions of securities markets (Canada 2010, paras 109-10). Pejorative descriptions
like “fragmented” and “balkanized” suggested provincial incapacity by asserting that
structural and substantive uniformity are necessary for the system to be “effective”
(Expert Panel 2009, 41; Anand 2005; Anand and Klein 2005; Puri 2010, 2012a).

Provincial incapacity is therefore more than just a constitutional test; it also reflects
the two competing visions of Canadian federalism. The federal government’s vision of
federalism is evident in the constitutional rhetoric leading up to the securities references,
as summarized below.

OVERVIEW OF CONSTITUTIONAL RHETORIC ABOUT SECURITIES REGULATION

The origins of the transformation and fragmentation rhetoric can be traced back to
broader constitutional rhetoric about provincial incapacity in the 1930s. The 1935 Royal
Commission on Price Spreads asserted that the provinces were incapable of performing a
number of functions important to the national economy (including securities regulation)
and that a unitary approach was essential going forward as a matter of policy — all in
support of proposals to amend the constitution to give the federal government jurisdiction
over those functions (Canada 1935, 39, 274, 286-7; Spink 2010b, paras 38-40; Wilbur
1969, 18). The leading constitutional scholars of the day shared that centralist view,
urging, for example, repeal of the British North America Act and a complete rewrite of
the constitution (Kennedy 1937, 399) to give the federal government legislative authority
over matters of national economic importance (Kennedy 1937; MacDonald 1937; Scott
1937).

The opposing — essentially decentralist — vision of federalism can be traced back to
Oliver Mowat and Ontario’s constitutional struggles with Sir John A. Macdonald over
“provincial rights” in the late nineteenth century. The best-known illustration of that
vision in the 1930s was the broad provincial opposition to federal “New Deal” legislation
that resulted in the legislation being largely struck down by Supreme Court of Canada in
1936 and the Privy Council in 1937. Less-well-known are the constitutional battles
fought alone by Alberta’s Social Credit government, elected in 1935, against the federal
government and the banks. Those battles were remarkably fierce: in 1936 Alberta became
the only province in Canada ever to default on its sovereign debt obligations, the result of
being the only province to resist a constitutional amendment to create a Loan Council that
would control provincial borrowing (Ascah 1999, 62; Mallory 1954, 129-35); in the
winter of 1936-37, the banks prepared a proposal to pay lower interest rates on Albertans’
deposits and charge higher rates on Albertans’ loans as retribution for Social Credit
initiatives (Ascah 1999, 70-1); and Alberta refused to participate in the (Rowell-Sirois)
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Royal Commission on Dominion-Provincial Relations appointed in 1937, addressing The
Case for Alberta 1938 to “the Sovereign People of Canada and their Governments”. The
Case for Alberta opposed any transfer of powers to the federal government and supported
decentralization on the basis of what we would now refer to as subsidiarity, saying that
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market issues on a timely basis” and “we believe that the current structure fundamentally
misallocates resources, causing securities regulation to be less efficient and effective”
(EP 2009, 40). Our existing structure was described as balkanized or fragmented, never
as “decentralized”. In what was perhaps the pinnacle of the constitutional rhetoric, only
the proposed federal securities regulator was described as “decentralized” (EP 2009, 3,
A7).

These assumptions about a single-regulator structure being inherently superior as a
matter of policy were questioned by some (Schultz and Alexandroff 1985; Pidruchney
1985; Courchene 1986; Roy 1986; Swinton 1992; Daniels 1992; MaclIntosh 1996; Fluker
2009; Lortie 2010; Lortie 2011; Lee 2011). However, most media reports and academic
commentary repeated the assumptions (Banwell 1968; Anisman 1981; Tse 1994; Leckey
and Ward 1999; Lehman 1999), and the accompanying rhetoric intensified in the decade
preceding the securities references: uniformity became synonymous with effectiveness
and efficiency; moving to a single-regulator structure became synonymous with
“reform”; and the focus of discussion shifted to why any province would resist “reform”
and why the move to a single regulator was taking so long (Harris 2002; Harris 2003;
Harris 2005; Anand 2005; Anand and Green 2005; Anand and Klein 2005; Anand and
Green 2010; Puri 2010; Anand and Green 2011).

The provinces did not challenge the constitutional rhetoric until shortly before the
securities references and by then it had been repeated for so long that it had become
conventional wisdom. Most Canadians believed, and still believe, the constitutional
rhetoric because it continues to be repeated, not just by the federal government and
supportive academics, but also by international bodies such as the Financial Stability
Board (FSB 2012) and the International Monetary Fund (IMF). The federal government’s
representatives have influence with these bodies — the federal Department of Finance, the
Office of the Superintendent of Financial Institutions, and the Bank of Canada are
members of the Financial Stability Board, and the current Executive Director of the IMF
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diametrically-opposed perspectives on a single regulator. Ontario was allied on that issue
with the federal government and was the only province refusing to join the passport
system. Québec essentially represented the “passport jurisdictions”, which looked
forward to the FSAP results because they expected a positive assessment but were
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(Anand 2010b). While I agree that every assessment methodology should be scrutinized
because some are better than others, the much more crucial distinction is between
functional opinions that use a methodology and structural opinions that do not use a
methodology. Scrutinizing the methodology and empirical foundation enables us to
consider what level of credibility to afford the resulting opinion, while no methodology
means no measurable credibility. We may choose to attach less weight to the World
Bank/OECD assessments opinions than to the Milken Institute and FSAP assessments.
The fact remains that, of all the methodological assessments available, Canada’s
securities regulatory system ranks no worse than fourth in the world and, according to the
better methodologies, Canada is first in terms of functional performance.

These methodological assessments allow us to see past the constitutional rhetoric in
historic portrayals of our system and focus instead on what Canada has been doing right.
The next section examines Canadian securities regulation as an example of successful
federalism.

SECURITIES REGULATION AS AN EXAMPLE OF SUCCESSFUL FEDERALISM

Before examining why our existing system seems to excel, it is useful to put
Canada’s high performance rankings in perspective and clarify what is meant by good
securities regulatory policy.

KEEPING RANKINGS IN PERSPECTIVE

The high performance rankings of our existing system are consistent with my
personal experiences in Canadian securities regulation since 1988. They are a tribute to
the many regulators and government officials who worked hard to develop better
regulatory policy and better processes for developing that policy across Canada, and who
were historically under-appreciated, over-criticized, and even impeded by constitutional
rhetoric. However, we must heed I0SCQO’s caution that their assessment “is not an end in
itself” (10SCO 2003b, 5; IOSCO 2008, 5; IOSCO 2011b, 16) and resist any tendency to
rely too much upon performance measurements or rankings, especially when they are
favorable.

Canada’s high rankings do not mean that our system cannot be improved. Rather,
they mean that our existing system is at or near the front of the continuous-improvement
process in which every securities regulatory system is engaged. Every system must
continuously adapt and evolve in order to achieve its functional policy objectives in a
dynamic environment. It is prudent to use the rankings to recognize that Canada produces
good securities regulators and good securities regulatory policy, and has consistently
done so for a long time. Recognizing that allows us to understand what we have been
doing right from a functional policy perspective.
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WHAT IS GOOD SECURITIES REGULATORY POLICY?

IOSCO'’s objectives and principles of securities regulation (I0SCO 2003a; I0OSCO
2010) and assessment methodology (I0SCO 2003b; IOSCO 2008; I0SCO 2011b)
describe the global consensus on good securities regulatory policy in considerable detail,
including examples of current practices. IOSCO recognizes, however, that best practices
will and should change to keep up with market developments (Corcoran 2010) and that
there is often no single correct approach to a regulatory issue, so making good regulatory
policy is as much an art as a science.

To understand how Canada makes good policy, it is first necessary to debunk two
myths about securities regulatory policy: 1) that faster policy-making is necessarily
better; and 2) that uniformity is a necessity. These myths pervade the constitutional
rhetoric and are evident in descriptions of our consensus-based policy-making process as
“duplicative”, “cumbersome”, “protracted” (EP 2009, 2) and resulting in “a lack of
uniformity” (WPC 2003, 25).

FASTER POLICY IS NOT NECESSARILY BETTER

Faster policy-making is not necessarily better — indeed, the opposite is often true.
The Chair of the British Columbia Securities Commission recently observed that
“investors and markets should be able to look to a regulator that is seasoned and keeps a
steady hand on the tiller — a regulator that knows when to act quickly, and when to wait
for better information” (Leong 2012, 9-10).

The first job of a regulator is to do no harm and there is an unfortunate history of fast
policy responses doing harm. Policy can be made quickly but doing so increases the risk
of error. Regulatory errors tend to have more significant impact than regulatory successes
(which are typically incremental functional improvements) because errors divert the
evolutionary process towards a dead-end in terms of policy, which remains damaging
until reversed. An error-avoidance mentality is therefore crucial in an environment where
it is normal for stakeholders to exert pressure on regulators or elected officials to, in
effect, err in favor of that stakeholder (the risk of regulatory capture). The greatest danger
has been when political pressures force regulatory responses that, in hindsight at least,
were ill-considered and damaging.

In the evidence in the securities references, the most prominent example of this was
how Canada’s slower response to the issues addressed by the U.S. Sarbanes-Oxley Act in
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Once we recognize the predominant value of quality it becomes apparent that
focusing on the speed of policy development can be an artificial exercise (Rousseau
2010b). For example, some of the evidence criticized our policy-making process for
taking too long to make new rules governing alternative trading systems (ATS), which
have been a policy issue in Canada since 1990 (Russell 2010). I respectfully disagreed
with those opinions (Spink 2010d) because, in my experience, the consensus-building
process is precisely what produces quality regulation. Complaints about the speed or
efficiency of the process obscure the functional mechanisms that determine quality,
underestimating both the volume and value of the work involved (Spink 2010d, para. 9).

The ATS rules illustrate how consensus-based regulation should work in situations
where there is strong consensus on the regulatory objectives and principles, but
uncertainty about how best to implement them in a particular context (Spink 2010d, para.
10). These situations are common, and bringing multiple, expert perspectives to bear on
such policy issues is not duplicative — it is additive and often highly productive.
Consensus therefore tends to produce better-quality regulation than a single perspective.
So-called delays should be recognized as maximizing quality and preventing error —
postponing decisio
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same: to provide a more responsive, transparent, consultative and non-partisan policy-
development process. Rule-making processes were designed to facilitate more rigorous
and better-informed debate on technical or specialized issues than was possible with
conventional legislative processes. They enabled the use of explanatory “companion
policies”, which do not have the force of law but promote better understanding and
compliance with the rules. The objective was to produce better-quality policy.

Rule-making enabled policy development and implementation to move either faster
or slower than was possible with conventional legislation. Faster action is sometimes
useful, but the more significant advantage of rule-making is that it enabled the policy-
development process to be sustained over much longer periods than were possible with
conventional legislative processes. That longer attention span is a necessity for dealing
with the complex issues that abound in securities regulation.

Rule-making facilitated harmonization in some areas and regulatory competition in
others. The volume of change and consultation increased so that securities regulators now
hear complaints of “regulato
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Indeed, Alberta and British Columbia pioneered this change in 1998.
Demonstrating one of the strengths of our decentralized system — innovation —
our successful implementation in the west led to national adoption a few years
later. (Hyndman 2007, 8-9)

The evidence filed in the securities references included other examples of how
decentralization and competitive federalism foster dynamic efficiency and innovation
(which centralization sacrifices for uniformity), and how the SEC’s recent failures may
be seen as the result of “excessive centralization” (Macey 2010a, 61; Courchene 2010b,
18-9) facilitating regulatory capture, complacency and error (Courchene 2010b, 21; Suret
and Carpentier 2010, 96-105; Choi 2010, paras. 75-8). The evidence also described how
the risk of regulatory capture for a single regulator in Canada would be particularly high
because our financial sector is so concentrated (Suret and Carpentier 2010, 96-105; Choi
2010, paras. 75-8).

Maclntosh (2012b, 259) describes how decentralized policy-making produces
superior policy outcomes in securities regulation because it is a process of Bayesian
updating where “making good legislation is essentially a never-ending iterative process”
in which “regulation experiences rapid and essentially continuous evolution”. Before
considering some specific examples of such evolution, it is useful to examine the
incentives for securities regulators and the concern about a “race to the bottom”.

WHY THERE IS NO RACE TO THE BOTTOM

Concerns about provincial autonomy resulting in a race to the bottom reflect certain
misconceptions about the incentives facing securities regulators. For example, there was
evidence in the references suggesting that:

7

securities regulators have incentives to impose “negative jurisdictional externalities
such as: allowing a local factory to pollute rivers flowing into other provinces;
ignoring or discounting the effects of consumer fraud perpetrated by local firms
against consumers in other provinces; and preserving a local monopoly (Trebilcock
2010, para. 22);

provinces are largely powerless against such externalities because it is difficult to
negotiate interprovincial cooperation and coordination to “avoid these kinds of
beggar-thy-neighbour effects” and avoid “some form of ‘race to the bottom’ where
all provinces choose to ignore jurisdictional externalities” (Trebilcock 2010, para.
24);

“[a] principle of decision-
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Although a regulatory “race to the bottom” is hypothetically possible, the evidence
demonstrated quite the opposite. Securities markets have always been international,
inherently receptive to free trade and relatively borderless by comparison with markets
in tangible goods (Spink 2010c, para. 11). It has long been understood that “the larger
the pool of investors bidding on a company’s securities, the more efficiently the price of
those securities will be set and the more liquid the market for them will be” (Tafara and
Peterson 2007, 46). The normal incentives for regulators are to pursue the most efficient
market possible while maintaining a primary focus on investor protection, thereby
maximizing the benefits for investors and issuers both locally and outside the jurisdiction
(Spink 2010c, para. 11). These incentives drive securities regulators to produce positive
externalities through continuous improvement and innovations that respond to local
conditions (Spink 2010c, paras. 12-6; Macey 2010a, 30-4; Macey 2010b, 2-3; Choi
2010, paras. 65-80).

Canada has of course experienced its share of regulatory errors and failures.
Armstrong (1997; 2001) examines the history of securities regulation from 1870 to 1980
including fascinating details about regulatory failures such as the epic struggle to control
Toronto boiler rooms. Those details reveal no race to the bottom but rather a steady
inclination towards better regulatory policy in which failure normally consisted of not
advancing quickly enough or in exactly the right direction. This pursuit of better
regulatory policy was the reason interprovincial cooperation was formalized in 1937
through the Canadian Securities Administrators (CSA) and is evident in every CSA
harmonization initiative and every example of innovation, experimentation or diversity
ever since (Rousseau 2010a, 90-8, 115-48).

Experimentation enables individual jurisdictions to maximize their positive
externalities (by exporting successful innovations) while limiting the risks associated
with unsuccessful experiments. For example, Alberta’s Junior Capital Pool (JCP)
program was initially problematic. The very first JCP in 1986 generated a massive
scandal and the bankruptcy of a brokerage firm, resulting in many regulatory and
criminal proceedings, and my first job as a securities regulator was largely occupied by
taking enforcement action against violators of the original JCP Policy. Those problems
pointed regulators in the direction of reform. The policy was modified several times and
since 2002 has operated across Canada as the Capital Pool Company program with
considerable success (TSX 2012, 3). The crucial point is that the process that created the
JCP Policy and modified it until it became a success was dynamically efficient.

JCPs illustrate why it is simplistic to suggest that federal legislation might usefully
set “minimum standards”. Sometimes it makes sense to reduce regulatory requirements,
or do away with them altogether (Aitken 2005). So-called minimum standards would
actually just ossify a single standard, preventing innovations or improvements by
individual jurisdictions such as JCPs (Suret and Carpentier 2010, 41-2; Choi 2010 paras.
22-4; Rice 2010, para. 172e).

JCPs were also a pivotal factor in the failure of the federal government’s proposals
for a single securities regulator in the mid-1990s — the MOU proposals, named after
numerous draft memoranda of understanding (MOUSs) between the federal government
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and provinces. Parallels between the failure of the MOU proposals and the federal
government’s failure in the securities references are described in the next section.

WHY THE MOU PROPOSALS FAILED

Working Paper 2013 - 02 IIGR, 2013






Spink, Federalism and



Spink, Federalism and



Spink, Federalism and Securities Regulation in Canada Page 24

securities regulatory framework, but it refused to sign the Passport Memorandum of
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property and civil rights) significantly obstructed the reform process and frustrated
functional policy objectives —
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regulation has continued and seems almost certain to produce a sequel to the securities
references and perhaps even a series of constitutional battles like those over insurance
regulation.

THE WAY FORWARD

Elsewhere | observed that the “victorious” provinces did not seek this battle and
gained nothing from the securities references except affirmation of the constitutional
status quo (Spink 2012, 185). On the other hand, the reference decisions were a crushing
blow to the federal government because obtaining jurisdiction over securities regulation
was evidently part of a larger constitutional agenda, which began to unravel after the
references.

For example, there have long been questions about constitutional validity of Part 1 of
the federal Personal Information Protection and Electronic Documents Act (PIPEDA),
which “sprang from an ambitious — some have said cynical and aggressive — attempt to
stake out expanded jurisdiction for federal policy-makers” (Chester 2004, 52). The
federal government’s constitutional arguments in support of PIPEDA (State Farm 2010,
para. 42) were practically identical to those in the securities references. After the
references former Supreme Court Justice Michel Bastarache described “compelling
reasons to believe that PIPEDA, as enacted, would not be upheld as constitutional”
(Bastarache 2012, 17). The references also cast doubt on the constitutionality of certain
federal copyright provisions (Geist 2012; Crowne-Mohammed and Rozenszajn 2009).

Recent amendments to the Payment Clearing and Settlement Act (PCSA) are
remarkable because they purported to shift reliance from banking to the first branch of
the trade and commerce power, asserting jurisdiction based on the mere fact of cross-
border activity (Canada 2011, 8:33). This subtle change arguably represents an even
bolder and more aggressive expansion of the trade and commerce power than was
attempted in the securities references. It clearly anticipated a federal victory in the
securities references and might have succeeded in that event, completing the categorical
transfer of jurisdiction from the provinces to the federal government under the banner of
trade and commerce. Now conspicuously ultra vires, these amendments reopen
longstanding concerns over the constitutionality of portions of the PCSA (Rousseau
2010a, 72-6).

A SYSTEMIC-RISK REFERENCE?

With so much at stake, the federal government was naturally reluctant to accept the
results of the securities references as a defeat. Instead, it decided to “forge ahead”
towards “the goal of establishing a national securities regulator” (Fraiberg 2012b) based
upon obiter comments in the Supreme Court’s decision regarding systemic risks.
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The current argument is essentially that “the federal side did not lose” because the
decision “recognizes, for the first time, a significant role for the federal government in
securities regulation, particularly in regulating systemic risk™ (Jamal 2012, 96-7).

P
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