® Institute for governance
of private and public organizations

No one (in Ottawa) would listen!
The strange obsession with a national securities
commission

Yvan Allaire, Ph.D., FRSC
Chair, Institute for governance of private and public organizations
(IGOPP)

Of all the convoluted arguments marshaled to support the case for a
centralized, national securities commission, none is more shop-worn than
pointing to the shining example of the American Securities and Exchange

Commission (SEC).

Clearly, it is asserted with a booming voice, modern financial markets require
tightly coordinated regulations and enforcement, which only a single,
centralized agency can provide. Canada, they continue, is sadly unique in the
world with its Province-based and decentralized regulatory system. Canada is
also a rare country to have weathered the financial hurricane of 2008

relatively unscathed!
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Superior coordination and enforcement??

If anyone persists in claiming superior virtues for a centralized regulatory
system a la SEC, let them read (actually force them to read) Harry
Markopolos’s true financial thriller “No one would listen” (Wiley, 2010).

Markopolos is, of course, the whistle-blower who vainly tried to get the SEC to
investigate Bernie Madoff from 2000 until the eventual collapse of his Ponzi
scheme in December 2008 as a result not of any action taken by the SEC but of

the stock market crash.

Markopolos tells a frightening tale of incompetence, indifference and
arrogance at the SEC. What's most relevant to our federal attempt to install a
centralized regulator with regional offices is the impotence and frustration of
the SEC’s Boston office, to which Markopolos reported his findings on Madoff’s

scheme.

Markopolos writes: “The New England region extended south only as far as
Greenwich, Connecticut. Even if [the Boston office] had wanted to, it would not
have been permitted to send an investigative team into New York City. Once you
crossed into New York State, you had to deal with the New York regional office.
And [...] the two offices were extremely competitive; there was not a lot of
respect in either office for the other one. [...] the chances of the New York office
warmly embracing a case handed to them by the Boston office were somewhat

limited”

So much for the benefits of superior coordination and seamless operations

that will flow naturally from a centralized Canadian securities commission!
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Anyone who has studied organizations knows that branches, regional offices,
divisions of the same organization are not more likely to cooperate with each

other than with outside entities.

Indeed, a study sponsored by the Hockin Expert Panel to assess the causes of
the ABCP issue and whether a centralized regulatory system would have
prevented the problem states: The ABCP crisis turns out to be a poor test with
respect to arguments in favor of greater consolidation of regulatory
responsibility... The case for consolidation would be strengthened if there is
evidence that communication between different parts of a single agency proves

more effective than communication among agencies. (Chant, 2008, p.46)

Subsidiarity!

This tongue-twister happens to be a fundamental principle of federalism. Let
no activity or responsibility be centralized unless it is demonstrated
convincingly that the benefits of such centralization far outweigh the costs in
members’ loss of control and autonomy, in the reduced capacity to adapt to
local conditions. The principle calls for placing responsibility as close to the
citizens as possible; whoever proposes to centralize responsibilities bears the

burden of the proof that net benefits will accrue to the citizens.

This principle is enshrined in the treaties governing the European Union and

it remains an essential bulwark of national sovereignty.

The separation of powers in the Canadian federation is grounded implicitly in

this principle. The federal government must bear the burden of proving that
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its proposed centralized regulatory system will bring net benefits to the
Canadian citizens. After reviewing the evidence presented by the proponents
of centralization it is fair to say that they have failed to prove their case,

dismally so.

The Canadian “discount”

For instance, some claim that the cost of equity capital is higher in Canada in
part because of our “regulatory fragmentation”. Cost of capital increases, all
other things being equal, if and when prospective investors fear they are not
adequately protected. Several studies have come up with different results for
comparative costs of capital. In several of them, Canada’s cost of capital is
lower than in the USA. These studies tend to show large variations in their
estimations of the cost of capital, reflecting different methodologies and

assumptions.

The following graph, for instance, reports on three different studies with

widely divergent results.
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(Source: The cost of equity in Canada: An international comparison, Jonathan Witmer, Bank of Canada

Working Paper, July 2008)

A recent study shows that Canada scores at the very top on an Investor
Protection Index, second only to New Zealand. This study also shows the cost
of capital in Canada to be higher than some countries and lower than others.
The author rightly notes: ...the country-level effects can be interpreted, or
explained, as measuring these unmodeled differences, as well as differences in
corporate governance, legal environments, currency risk, stock market

segmentation, or other factors not included in this analysis.” (p.23)

The only conclusion one can draw from this study, as shown in the following
graph, is that multiple factors influence the cost of capital but the quality of
investor protection or “regulatory fragmentation” are not among them; if

investor protection was very influential, Canada would have one of the lowest

©Allaire 2011




cost of capital; if regulatory centralization was a determinant of cost of capital,
Norway, Finland, Austria, Netherlands, Australia should all have lower costs of

capital than Canada.
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Adaptation to regional conditions

The present system of securities regulation, based on effective coordination
among autonomous provincial regulators, has the singular merit of allowing
provincial regulators to calibrate their regulations to the province’s particular
industrial structure and to foster innovation and initiatives geared to the

needs of their particular mix of industries. Finally, the present system is very
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cost-efficient in adapting to whichever official language happens to be

dominant among investors residing in a particular province.

Let us look at a concrete example. In the spring of 2008, Visa Inc. became a
publicly listed company in Canada. To avoid the financial costs and delays
involved in translating its (503-page) prospectus and related documents, Visa
decided not to distribute and sell its shares to Quebec investors. Under the

present system, that is a clear and legal option.

How would that be possible if a national, or federal, securities commission had
regulated Visa? How could a federal agency endorse such a scenario, depriving
francophone investors outside of Quebec as well as in Quebec from information
in French? This is not a minor issue. The cost to produce legally binding

translations of all documents is enormous.

Canadian consumers are informed of the contents of their cereal box in either
official language wherever in Canada they are having breakfast. So why would
it be any different when it comes to a national organization that is supposed to
ensure Canadian investors are adequately informed about their financial

investments?

Either the creation of a centralized, national securities commission leads to
vastly increased costs of compliance with the requirement that information on
(financial) products be available in both official languages, or the federal
government breaches its commitment to Canadian citizens of both official

languages.
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At this time, even among the 253 largest listed companies in Canada, the
companies making up the TSE-S&P Index, only 81 (37%) publish their annual
report in French as well as in English. Only 60% actually provide a French
version of the all-important Management Information Circular, the proxy
document that provides information on executive compensation, on board
members proposed for election as well as on any special resolution submitted
to a vote by the general assembly of shareholders. For the thousands of
smaller companies listed on Canadian exchanges, the problem would be even

more formidable.

Proponents of a national, federal, securities commission should factor this fact
in their proof that a centralized system will be more cost effective. Were a
national securities commission to require that all communications of publicly
traded companies with their investors be available in both official languages,
an outcome that seems highly probable, the cost would be astronomical and
would make the federal initiative much more costly, less cost efficient than the
present system. If the federal government chooses not to respect its own

linguistic laws, then watch out.

These issues were raised repeatedly over the last years but Ottawa would not
listen and still does not. The federal government should not tamper with the
basic principles of federalism; it should not tamper with a system that works;
it should not, inadvertently, create a regulatory system that will turn out to be

more costly for issuers in some quixotic quest for...what exactly!
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