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Vancouver, B.C.
September 28, 2006
-—— PROCEEDINGS COMMENCED
DOUG HYNDMAN Good morning. It"s encouraging to hear the
buzz 1n the room. 1 think we are going to have an
exciting day here today.

I want to thank all of you for coming out for our
annual Capital ldeas conference. We have a great
group here iIn the audience, as well as a great group
up here on the stage. This i1s a little unusual, you
haven®t seen us do a set-up like this before, but 1
think 1t 1S going to be a good opportunity for us to
have a dialogue, not only among the people at the
table but also among all of you In the audience.

We have here at the British Columbia Securities
Commission been talking for a number of years about
this concept of principles-based regulation, or
outcomes-based regulation, however you want to
describe i1t, and we are now moving much more into the
phase of actually trying to do it. And It is a great
opportunity for us to get some colleagues from across
Canada and around the world to talk about the concept
generally, talk about their real-life experiences, and
questions that they have about principles-based
regulation. How do you actually do 1t? What does it
really mean for somebody who Is In the securities
business, who 1s a participant In the securities
market?

You know, one of the things that we have been
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The Chair

(Opening Remarks)
talking a lot about over the years Is making our
markets more competitive, more efficient, making
regulation better and protecting investors. It"s
interesting to note a few days ago there was an
international report on competitiveness, in which
Canada dropped a few pegs, and regulation is one of
the factors iIn determining international
competitiveness. So | think, you know, in this
context we have to think about our regulatory system
and what can 1t do to promote the competitiveness of
Canada™s markets.

I guess, for the benefit of a couple of our
guests here today, 1 noticed on the charts that the
U.S. and the U.K. both dropped a couple of points on
the charts, too, so maybe we are all iIn this together.
(Laughter).

You are going to be hearing us use terms like
"principles” and "outcomes"™ and 'risk', and those
kinds of things this morning and, you know, those
terms tend to get thrown around. They mean different
things to different people. We have put on the
brochure you have there a little description of what
we at the BCSC intend when we use those terms, and I
think 1t"s useful i1f, as we move along, we can all try
and develop a common vocabulary In this area, so that
when we have a dialogue we are actually talking about

the same things when we are using the same words.
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The Chair

(Opening Remarks)
And, of course, you know, the ultimate objective of
all of this is to try and help us here in Canada to
develop a shared vision among the regulators, among
people In the industry, about where we are going with
securities regulation, how to make It more effective
in protecting investors, less burdensome for those in
the i1ndustry.

As | said, the set-up this morning is a little
different than we have ever had at our Capital Ildeas
conferences iIn the past. 1 am not on the panel this
year, so unlike our past conferences, you are not
going to hear much from me. 1 am here to listen,
along with the rest of you. 1 might ask a question or
two 1f they occur to me as i1t goes along, but 1 am
hoping that those of you In the audience will pipe in
at the appropriate time, if you have questions, to
engage in a dialogue with others i1n the audience and
with those on the panel.

We are all hoping to learn. Certainly our
Commission, many of us here today, we are all hoping
to learn from our colleagues and chatting with them.
They are hoping to learn from each other.

So 1 think the real message today i1s, you know,
this 1s an important subject, how securities
regulation works and how i1t can work the best. It 1s
not a subject that should be just of iInterest to the

regulators. If anything, i1t should be of more
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The Chair

(Opening Remarks)
interest to those of you who are the regulated. |If
you want our system to work well, this Is a chance to
ask some questions, talk about what it really means,
you know, what makes a difference in your business.

One of the complaints 1 have had over the years
about this concept of principles-based regulation is
that 1t Is too abstract, you know: What are you guys
talking about? What does that mean for my business?
What does 1t mean for me when I go to work tomorrow
morning? And that"s what we are hoping to accomplish
in today"s session is to move beyond that, is to get
into a dialogue of: Yes, what does i1t actually mean?
What does 1t mean in day-to-day regulation? What does
it mean i1n carrying on business day-to-day under that
kind of regime? And we are expecting to hear examples
of principles-based regulation in action, what it
actually has meant to the people administering it and
the people on the receiving end.

Your feedback on the conference is important to
us. We do this every year. We have some electronic
machines out in the lobby and In the foyer there, so 1
would encourage each of you to sign on. It is very
easy. Just give us your feedback as the day goes on
about the conference. That will help us as we develop
similar conferences In future years.

Now, for those of you who live in Canada and see

the CBC from time to time, lan Hanomansing will be a
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The Moderator
(Introduction)

familiar face. lan i1s going to be our moderator and
discussion leader today. He i1s an award-winning
journalist. He has done many of these types of
sessions, moderating discussions, and 1 am certainly
looking forward to watching him moderate today"s
session. So at this point |1 am just going to hand i1t
over to lan.

lan, thank you very much for being with us today
and we are all looking forward to the discussion. So

over to you.

IAN HANOMANSING: All right, thank you, and welcome to

everybody.

That was a very soft sell, "Those of you who are
from Canada,' says Doug, '‘and see the CBC from time to
time." (Laughter.) Hopefully there are at least, you
know, he just wanted to make sure In case, you know,
there were blank stares and people didn"t know who 1
was. Hopefully a few of you watch more than time to
time, once i1n a while.

So there are a few things you are going to notice
that are different here today. Obviously, we are all
sitting up here, some of us with our backs to you,
depending on where you are. You will see that you
will be able to see our faces, even If where you are
sitting you are looking at our back as we speak. The
reason It is set up this way is to allow the

participants to have conversations and to challenge
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The Moderator
(Introduction)

each other and to allow the free flow of dialogue up
here. So that is one thing that is different from the
kinds of discussions you have probably seen before.

A second thing, and maybe other organizers say
it, but 1 know the Securities Commission here really
means this, is that the success of the next three
hours or so depends on the kinds of questions and
comments that those of you iIn the audience have. So
we have, | believe, four people out there with
microphones and they are sitting iIn the aisles. Some
of them are standing up now. And we want you to jump
in lots of times and ask questions that have to do
with the conversation that we are talking about here.
Feel free to do that and don"t be shy about making
yourself known to the people at the microphones.

My experience i1s that usually at the beginning of
sessions like this, people are reluctant to ask
questions. They feel like the first two, or three, or
four questions ought to be perfect and profound, and
so they bide their time. And then with about an hour
left, all of a sudden there i1s a lineup of people. So
don"t hesitate. We are not looking for the perfect
comment right at the beginning.

The third thing you are going to see is different
is that unlike a lot of panel discussions we are not
starting with an opening comment from each of the

panellists. We have all sat through, including the
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participants, panel discussions where each person is
given ten minutes, they take 20, and by the time it 1is
all done, you know, you just want to shoot yourself,
basically. (Laughter). Hopefully you won*"t feel that
way, at least until the third hour here. (Laughter).
So we are going to begin and we are going to
start with Stephen Bland. The other thing is I won"t
go through the impressive resumes of each of the
participants. 1 know that in the materials you have
you can look at those. But I will say that, Stephen,
you have come here from London. You are the Director
of the Small Firms Division of the Financial Services
Authority of the U.K., and let"s begin with you iIn
telling us why the FSA has decided to take on this

more principles-based approach.

STEPHEN BLAND: Oh, thank you, lan. The main reason is

more fTlexibility firms, firms are the big winners out
of this Initiative. We are not trying to change our
standards, either to raise them or to lower them. We
are still trying to achieve the same outcomes that
Parliament have set for us, but we are trying to
provide firms with more flexibility as to how they
achieve those outcomes by having fewer prescriptive
rules. And that should reduce the burden on the
firms, which is in cost, which is pretty important to
us. It should iIncrease the attractiveness of London

as a competitive financial centre, which i1s also
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important to us. But the main thing is that firms
will have more freedom of choice about how they

implement the rules.

IAN HANOMANSING: All right. And, Walter Lukken, we will

bring you into the conversation now. You have
travelled to Vancouver from Washington, D.C. You are
the Commissioner of the Commodity Futures Trading
Commission in Washington and were a drafter of the
Commodity Futures Modernization Act, and so your view

on this move towards principle-based regimes.

WALTER LUKKEN: In Washington we, the Commodity Futures

Trading Commission regulates on-exchange futures
markets In the United States. And back in the late
"90s, globalization and electronic trading really
caused us to rethink how we should approach
regulation. Now, this is mainly due to other
exchanges wanting to come into the United States to
offer their products here, or in the United States,
and we had to re-look at what our exchange regulation
program looked like, and that caused us to rethink
that really they needed more flexibility, the
exchanges did, that electronic trading and
globalization were really forcing us to find a more
tailored, flexible approach to principles-based
regulation. That caused us In 2000 to pass the
Commodity Futures Modernization Act, which has

principles-based regulation and 1t has worked
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exceedingly well, 1 think, for us iIn the United
States.

IAN HANOMANSING: All right. Now, Penny Tham, you are
going to be the voice of the i1ndustry throughout most
of this. You were the head --

PENNY THAM: A lonely voice.

IAN HANOMANSING: That"s right -- of Group Compliance for
North Asia for ABN AMRO. You have worked in many
places, including Vancouver. You seem to be a
favourite among the staff here. Everywhere you go the
Securities Commission staff gave you a cheery "Hello",
and I know that you worked briefly for the Securities
Commission here in British Columbia. Give us the
industry perspective on this.

PENNY THAM: 1 have to say | think the words that Walter
and Stephen have used, flexibility Is very important
for us, being in the industry. |1 mean, 1 think our
people pride themselves on being innovators, financial
innovators, and to have the ability to innovate, you
have to have the flexibility. |If you are bound by
rigid rules, that"s difficult. And also, with all due
respect to my colleagues here at the table, who are
regulators, regulators do not have rules that cover
everything. You know, you can"t anticipate where the
markets are going.

As a compliance officer, 1Tt 1 only relied on

rules to do my job, I would be in a very difficult
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Dialogue 10

position, because the business come to me and say
"We"ve got this proposition, we"d like to do X, Y, and
Z." And, you know, 1°d look i1n the rulebook, there®s
nothing there. So what am 1 going to use as my guide
to giving advice to the business? And i1t°s

principles.

IAN HANOMANSING: So a perspective from the industry but

BILL

also a perspective from Hong Kong, from Washington,
D.C., from London. Let"s bring it to a Canadian
perspective now and, Bill Rice, you"re the Chair and
CEO of the Alberta Securities Commission. To what
extent is this applicable to the Canadian experience?
RICE: Well, that"s one of the big questions that we
would have, and I would confess to waffle rather badly
on the subject over the course of a number of months.
I would have been quite content with the rule-based
regime as a lawyer, felt comfortable when somebody
told me what the rules were and asked that we
determine how to comply. After becoming a regulator 1
wondered why the onus for that level or responsibility
fell on the regulators and why the market and the
participants didn"t take a greater level of
responsibility. As a director, I somehow resented the
intrusion of regulators into areas of responsibility I
think fell on boards of directors. And now I wonder
whether we have an environment in this country that

really i1s receptive to the principle-based program.
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It would certainly be a desirable place to go, but I
question whether the environment in Canada, with our
history, with our circumstances, really iIs receptive
to this kind of a program. | wish 1t would work, but
I am sceptical.

IAN HANOMANSING: And when you say "the environment” do you
mean politically, or among businesses?

BILL RICE: I question whether there is a level of
sophistication in all areas where It IS necessary In
order to make the principle-based system work. |1
wonder whether there is a sense of responsibility with

a sufficient percentage of the players in order to

make the system work. 1 don"t think 1t"s a political
issue. 1 think 1t"s a market issue. 1 think It"s a
professional issue. 1 think 1t would require a pretty

substantial change of approach and view in order to
make 1t work In our environment.

IAN HANOMANSING: All right. David Wilson from the Ontario
Securities Commission, what Is your view?

DAVID WILSON: Well, 1 am fairly new to the regulatory
world. 1711 now start with my excuses, having been in
the business for 11 months. So I am hoping to learn
more today than 1 contribute to this dialogue.

But my early thinking in the last 11 months of
observing and talking about principles-based
regulation with my colleagues and those that are

interested iIn the subject, 1s i1t Is a very attractive
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proposition on paper, for sure. The theory behind it,
the things that have been said already by Stephen and
Walter about how it works in their environments make
it very, very intriguing. So my thinking so far is
that 1t 1s a good place to start when you are talking
about a regulatory structure, but it must have a
companion piece, which 1s very, very rigorous
enforcement compliance and disclosure regimes.

Without the second piece, just principles-based
regulation as a theory and a starting point without
the second piece, 1 would think is a formula for real
trouble. I would be iInterested 1t the people who have

worked with that sort of system agree with me on that.

IAN HANOMANSING: Stephen, do you want to jump in?
STEPHEN BLAND: Certainly. Enforcement has got to be a

full part of the strategy. It"s nothing separate from
whether the supervision happens day by day. But that
very much isn"t our case. Most of our enforcement
cases are about breaches of principles and, where
applicable, rules. Some cases are about principles
only. And so far we have not actually lost any cases,
because obviously we get challenged from time to time,
which have been on breaches of principles. That no
doubt will happen. We don"t aim to win every single
case. But we have found so far that we are able to
make enforcements stack up with a principles-based

approach.
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IAN HANOMANSING: Paul Bourque is the Senior Vice President
Member Regulation of the Investment Dealers
Association of Canada. What"s your view on this?

PAUL BOURQUE: Well, lan, in principle (laughter), 1 think
everybody is in favour of principle-based regulation.
And having said that, there are some areas, | think,
that are not amenable to a principle-based regime, and
I would be iInterested iIn others® views.

There i1s a category of prudential rules that
regulate financial solvency issues that probably are
not amenable to principle-based rules, and there iIs a
category of operational rules that firms have to
implement that again probably aren®"t amenable. But 1
think what we are talking about here today are the
rules that regulate the conduct of the firm with the
public and its behaviour in terms of selling i1ts
products, and those relationships are infinite iIn
their variety, and that relationship and that dynamic
lends itself very well to a principle-based
environment.

The big question is how do you make it work? And
I think there i1s two levels that have to be addressed.
One 1s the policy level. | think the regulators have
to be In the business of setting principle-based
standards and articulating codes of conduct, and
getting out of the business of writing prescriptive

rules that are then driven down from the top. But
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that"s not the end of the story. 1 think the
regulators also have to develop the capacity to
operationalize a principle-based environment. And, to
me, that means that the regulators have to become very
much more adept at understanding the risks of the
activities their participants engage in, and in the
risks of the entities that they regulate.

IAN HANOMANSING: So I see Stephen nodding his head, and I
would like to bring both you and Walter In at this
point. In terms of your experience and what you have
seen first hand as some of the disadvantages,
pitfalls, perhaps, of this kind of approach.

WALTER LUKKEN: Well, we have done principles-based
approach for the exchanges and for the clearinghouses.
We have not done it for the firms for the reasons that
Paul had brought up. You have got to have black-and-
white capital requirements for certain things. And I
think the reason that it works well for exchanges and
clearinghouses is they have strong self-regulatory
structures already i1n place.

And so what we have done instead of being
frontline regulators iIn those areas, we are able to
step back and become an oversight regulatory function
looking to make sure that their structures are in
place, that they are policing their markets. In some
ways the enforcement is still there, but we are taking

a step back and making them be the frontline
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regulators and allowing the principles to sort of
guide them iIn theilr approaches to enforcement of the
exchange or the SRO for the clearinghouse functions.
But again we have not on enforcement matters, where we
are going after fraudsters and those that are
manipulating the markets, those are black-and-white
issues, we don"t really use principles in the
enforcement area or the firm area.

STEPHEN BLAND: 1 have two comments on what Paul
was saying. The first i1s, | do think you are right
that principles-based works better in the conduct,
whether 1t be 1n wholesale or in retail areas.

Though, that said, even on the prudential side, the
sort of capital adequacy rules that have been used for
banks and insurers are dependent more these days on
the internal ratings used by a company. Now, that®s
not perfect, but i1t Is a move towards how does the
company address risk. If the regulator i1s happy with
how the company addresses it, then actually it"s the
intent to use i1ts approach within certain limits. So
I think there i1s some aspect to the prudential, even
though 1 agree with you i1t is better on the conduct of
business.

The second thing 1 really strongly do agree with
you Is that it does require the staff at the
regulators to be familiar with the markets they are

regulating and to have the knowledge and judgment
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capabilities to implement principles-based
supervision. Because implementing a purely rules
approach i1s relatively easy: you have either breached
this rule, or you haven®t, et cetera, et cetera. But
when you have got to apply judgments in sort of
uncertain situations, then that requires a lot more
understanding, the ability to ask the second and the
third question, rather than just the first, and that
does mean quite an upping of the ante for our staff.
BOURQUE: 1 agree that there i1s a huge challenge here
for the regulators and so the question iIs how does the
regulator become happy with the internal controls?

How does the regulator even know about them? And that
gets back to Bill"s point, who is able or willing to
take responsibility in the marketplace for living
under a principle-based regime? Many are, some
aren"t, some are able, some aren"t able. How does the
regulator know, how does the regulator discriminate
amongst those under its jurisdiction, those under its
mandate, who is capable, who Is ready, who is able and
who isn"t?

And what we have done at the IDA i1s develop a
fairly sophisticated risk model that we overlay on all
our firms, and this helps us and informs us In terms
of our regulatory program so that we can say with some
assurance, this firm is low risk and i1s able and

capable and we don®"t need to go and see them very
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often; this firm isn"t.

IAN HANOMANSING: Go ahead.
PENNY THAM: Sorry. 1 think one of the key things that

Bill mentioned is the concept of responsibility. It
IS very important that the regulators make 1t very
clear who i1s responsible. 1 think both i1n Hong Kong
where 1 work now, iIn London where 1 was before, the
regulators are very clear. Senior management are
responsible for running their business, and that means
all aspects of their business.

I look at compliance as 1t"s not just my job, 1
just happen to be the compliance officer, but
compliance actually happens to be the job of everybody
in the firm. You know, the firms manage all sorts of
different risks. We have got credit risks. We have
got market risk. Compliance iIs just a different kind
of risk. 1It"s regulatory and reputational risk. So
ifT the senior management i1s responsible for managing
those other risks, why shouldn®t they be responsible
for this risk as well?

So 1 think If you make i1t very clear that you are
responsible for every aspect of your business, that is
very important. And so It is not going to be, you
know, a responsibility that marginalized and you just
give i1t to the compliance officer, because that sets
the wrong tone. So I think responsibility is a very

important concept here.
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IAN HANOMANSING: Let"s go to the floor for a question or
comment.

CATHERINE WADE: Hi. My name is Kathy Wade and 1 am a
practitioner here in British Columbia and a former
regulator. My question relates to I do have a view on
principle-based approach, which 1s 1 don"t think It is
going to work. But the fundamental question iIn Canada
is we don"t have a national regulator that could
impose principle-based regulation. We would have ten
different regulators doing interpretative on a
principle base, which I think is a deadly combination.

IAN HANOMANSING: So but let me ask you, why do you think
it wouldn"t work? 1Is i1t because of that, or for other
Issues?

CATHERINE WADE: Well, 1 think i1t wouldn®t work for a
number of iIssues, but the first i1ssue i1s If you can"t
get over it without having a national approach to 1t,
then you are not going to get very far.

The second issue Is there 1Is so much discretion
left in staff level, when you have a principle-based
approach, that there i1s absolutely no certainty iIn the
market that you are not going to get a particular
staffer with a particular point of view that may not
represent the view of every staffer. And you are
going to get shut down or you are going to get delayed
until 1t is a shutdown situation because of the

tremendous amount of discretion that"s left in the
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staff on the principle-based approach.

IAN HANOMANSING: All right, thank you. Let me put the

second point to you, Penny, because you see i1t from

the perspective of your company.

PENNY THAM: Mm-hmm. In terms of the fear that, you know,

you have got regulators that are going to have so much
discretion and you are going to get different points
of view, 1 think the key thing is that you actually
have to have a dialogue with the regulators.

Stephen has already mentioned the challenge that
the regulator has to ensure that staff i1s up to speed,
you know, that is a challenge. You have to have
people who understand our business, who can have an
open and informed dialogue with us. And I think the
more you do that, 1t Is not going to be on a case-by-
case basis, you know. I don"t think that is the way
the regulators work. You do discuss themes. You are
going to be looking at a number of firms. Because
don"t forget, 1 mean, this is, you know, we talked
about the important aspect of the enforcement and the
compliance issue, as David has said. You know, you
are going to be coming and inspecting us. You are
gong to be looking at some of the things that we do.
You have the ability to go across the industry.

So the staff, at least in the jurisdictions where
I have worked, where i1t i1s principles-based

jurisdiction, the regulators have been very keen about
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reaching out to the industry, about training their own
staff. And I don"t think that I have a fear that when
I go to the SFC in Hong Kong and I ask for a view,
that 1 am going to get one staffer who i1s going to
make a decision and then it is going to be completely,
you know, they don"t work in silos. So I don"t think
that 1s a fear that has been realized in my

experience.

IAN HANOMANSING: Have you run into concerns of

arbitrariness or lack of certainty that you have had

to dispel?

WALTER LUKKEN: Well, 1t i1s interesting, because this was

the thinking of our staff and the industry iIn the
United States when we went to a principles-based
approach 1s we are not going to have any guidance once
we go to a principles-based approach. But i1t has
actually been more evolutionary than revolutionary,
because what happens is the rulebook, and this
happened in FSA as well, the rulebook comes with all
of this. You know, the principles provide the
overlay, the guidance of where we are trying to go.
But the rules that are currently in place are
grandfathered In. They provide certain acceptable
practices that people -- and if they are bad rules,
well, then we will delete them and put good rules in
place. And what happens i1s change happens on the

margins. People come in with a new idea. '"Hey, our
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situation doesn"t fit this model. What about i1If we
did 1t this way?'" And what happens is people want
certainty, both regulators and industry want certainty
of compliance. They come and It becomes a
collaborative informal process.

So instead of the adversarial "you broke the
rule/you didn"t break the rule™, what happens is we
find much more early intervention between the industry
coming to us saying, ""We are thinking about doing i1t a
little differently. We think 1t meets the overall
principle. It doesn"t quite meet the acceptable
practice. Will you allow us to do 1t?" And we"ll
say, "Well, that makes sense. Yeah, we"ll allow you
do 1t.” And so you end up gaining these sort of best
practices underneath this broader framework. So it
hasn"t been, you know, the principles and let"s throw
out the rulebook. That hasn"t been the case at all.
It has actually been much more evolutionary.

IAN HANOMANSING: And can you share with us an example of
that process where the iIndustry has come to you and
said, "Okay, let"s refine these rules or principles a
little bit"?

WALTER LUKKEN: Well, there"s, you know, a lot of these
sort of - I am trying to think of a good example - you
know, exchanges wanting some designation to us. And
oftentimes we want clearing organizations and self-

regulatory functions, and now they have the ability to
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delegate some of those functions away. So they may
have some abilities to do that under our Act to say we
are still meeting our functions, we are still
responsible for self-regulating our markets, but we
are going to allow our SRO iIn the United States to do
it instead of doing 1t in-house at the exchange. And
even though that didn"t meet our rule, we said, "Well,
that makes sense. You are still providing
responsibility in a self-regulatory function here.

Wwe*l1l allow you to do that.™

IAN HANOMANSING: All right. Let"s go to the floor again.

JANIS SARRA: Hi. My name is Janis Sarra and 1 am with the

University of British Columbia, Faculty of Law,
National Centre for Business Law.

I want to say that 1 certainly endorse the
comments made by Mr. Wilson and Mr. Bland about
needing to accompany a principle-based approach with
strong enforcement and disclosure. And 1 wanted to
know from Mr. Bland, because I think we are all trying
to figure out how this actually works on the ground.
So you said you have had some very good success with
principle-based rulings. 1 am wondering if you could
give us a couple of examples, specifics on how those
judgments have come about.

And 1 think the second thing which I am
interested i1n i1s how those decisions get communicated

to market participants, such that they have greater
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certainty and certainly can change their behaviour

appropriately. Thank you.

STEPHEN BLAND: Well, there i1s a number of things iIn that.

I mean, principles-based on their own is relatively
rare because as Walter says, you have still got the
rulebook, and at the margin you are slimming it down,
et cetera. But you still will always have laws,
particularly in the U.K. case where you are part of
the European Union, so a lot of the rules will be
given to you at European Union level.

So a lot of our cases are on both principles and
rules, our enforcement cases. But we have got some
examples which are just principles. The most famous
examples 1s probably, no disrespect intended to the
firm, but 1t"s the Citigroup case, where there was a
trade In the London market which had an unintended
effect. And we were not accusing the firm of any
malign intention, but nevertheless i1ts lack of systems
controls and due diligence about some of the internal
methods meant that a trade had a certain effect. And
we brought that back to responsibility of senior
management saying, "'You should have anticipated what
effect such a transaction would have done™ and we
fined them £11 million for breach of, in fact, two
principles. That we just said, no, this is not
acceptable. There weren"t any detailed rules that

were broken, but nevertheless the effect they had with
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the lack of senior management oversight and
forethought was such that 1t was not acceptable to us.

Still quite rare and, as Walter says, there is
always quite often rules around. So principles-only
cases are quite rare. But that i1s something that the
market has accepted because the market, 1 think
certainly in London and 1 think elsewhere, is
accepting that senior management responsibility is
right and indeed desirable. It is how we want to run
our businesses, because the people running the
businesses do know better than the regulators on a
day-to-day basis how to do their business.

BOURQUE: I think the enforcement issue 1s perhaps the
most Important issue iIn moving to a principle-based
regime that works and satisfies the public that
standards have not been diluted and that, i1in fact, it
probably should be better.

The paradox of enforcement is that we often will
deal with deliberate theft and fraud with prescriptive
rules that assume a voluntary compliance regime, and
that seems quite Inconsistent. But, | mean, one of
the good examples is Bre-X, where we had an obvious
deliberate fraud and then a number of industry rule-
making committees were commissioned and staff
committees got to work and a variety of new rules
emerged for those that were already trying to comply.

Whereas, you know, 1 mean, the real issue was the
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fraud.

So i1n principle-based regime, how do you, you
know, continue to manage an effective enforcement
effort? And when 1 look at the way in which our
organization brings forward enforcement matters, it is
nearly always under our general principle of, you
know, engaging in conduct unbecoming, which is
basically people are expected to achieve high ethical
standards and not do anything that i1s detrimental to
the public interest, that i1s what it says, and nearly
everything we do is framed like that.

Now, when you are dealing with deliberate
misconduct, 1 think, you know, the criminal processes
already have a very principle-based, fraud is fraud.
But when you are dealing with negligence, which is
what our organization primarily looks at, you know,
failure to supervise and, you know, not knowing
something you probably should have known, it is really
a situation where 1 think the enforcement effort has
to focus on the more egregious side of the ledger, so
that 1t 1s clearer that the activity that you are
sanctioning is indeed offside the principle. And, 1
think, that®"s where 1 think the enforcement has to be
strategic and focused. There is room, then, in that
enforcement continuum, I think, for in terms of, say,
less egregious conduct, for the enforcement department

or the agency to give notice, some kind of public
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notice that certain conduct has been detected, that it
IS contrary to the public interest and that i1t has to
stop, and if you do i1t tomorrow you are going to get
sanctioned. So | think there i1s a way of dealing with
the enforcement issue in a principle-based
environment.

DAVID WILSON: I would just like to add to what Paul said.
He has talked about enforcement. But I think
compliance reviews, as part of a principle-based
regime are really, have to be very important.

In a former life of mine 1 was involved with an
FSA compliance review, Stephen, and it"s a principle-
based approach, but the people come in with a huge
amount of expertise and spend a week reviewing and
discussing, so that the compliance reviews are, it
seems to me from being on the receiving end, are an
incredibly important element iIn making sure the
principles are actually happening on the ground,
inside the regulated entities.

STEPHEN BLAND: 1 agree with you. And I think it also fits
with Paul®s earlier point about the risk-based
approach. You can"t apply a principles-based, you
know, sort of senior management responsibility if you
don"t trust the senior management. And you have got
to assess, do you trust this firm, before you can
actually give them the room to go out and manage their

business responsibly, et cetera.
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So it 1s a very important part of being a risk-
based regulator to go iIn and assess, do you trust this
management, before you can say, right, well, fine, go
off and do, run your business profitably.

And we actually try and give incentives for good
management, as well as disincentives for bad
management. So we try and visit firms where we, you
know, can really see that they are trying to do the
right thing less often and reduce our burden on them
of reviews, and so on. That involves taking risk,
because 1t means we visit them less often and
something may go wrong. But we would rather do that,
have a spectrum of how much we trust people, which
implies how much room we can give to people to
exercise their responsibility.

IAN HANOMANSING: And so how does that play out for the
ones that are right of the bottom of that trust index?
How often are you showing up at theirr door?
(Laughter).

STEPHEN BLAND: 1t will vary on the size of the firm. Part
of being risk-based i1s that 1t you are a small firm iIn
the scheme of things, with limited resources, we are
not going to do very much with you. Now, of course,
if that firm has got consumers they may suffer, and
that i1s obviously not good. But there are, when 1 say
only 3,000 of us, actually, that isn"t very many when

you consider the size of 29,000 firms that we have to
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look after in London. And so a risk-based regime does
mean taking risks. But If it Is a medium size or a
large size firm and we don"t trust them, well, we are
going to be all over them. Because the effect on
those, 1f they go down, on market confidence, on the
running of efficient markets generally, or on
consumers, 1s going to be so large that we will have
teams, you know, permanently over chatting with them.
And obviously i1f the senior management Is not up to
it, we will be talking to the Board and saying "We
don"t think your senior management are up to it. What
are you going to do?"

IAN HANOMANSING: Chatting sounds so civil. (Laughter).

STEPHEN BLAND: Yes.

IAN HANOMANSING: Let"s go to the floor.

HUDSON JANISCH: Hi. 1 would like to go back to the
remarks from Penny Tham with respect to the
relationship between regulation and discretion, and
this a subject that 1 have worked on for quite some
time and many years. And I am a little bit concerned
with the suggestion that the resolution of this is by
way of a diralogue between individual persons and the
regulator. Because It seems to me there i1s a real
risk there of a loss of transparency, and a real risk
of a lack of confidence of equal treatment. So I
wonder just what really was meant by that, that this

notion of making everything discretionary iIn a
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dialogue, 1 have really, really are matters that I

think that should be raised and discussed.

PENNY THAM: 1 don"t think It i1Is a question of complete

discretion. | mean, that 1t"s the real world. So we
have said here around the table, the regulatory
environments are a blend, you know, of principles and
rules.

And when 1 say dialogues between regulators and
the regulated, | do mean that, actually. 1t is not
just one-on-one with my case officer, or whatever.
And certainly i1f we have got a particular issue,
either 1t 1s an issue that maybe i1s only something

that, you know, our firm is iInterested in. 1 would

29

have to say the regulators that we have dealt with are

very fair. They will say, "Well, why should we give
you, you know, special favour?"” if that is the right
word to use. They are trying overall, they are
regulating us the firm, but they are regulating the
market. So of the discussions we have often will be,
you know, what does this mean for the market as a
whole?

So we are certainly, as much as we would like to
get that preferential behaviour, we don"t often get
it, you know, because that would give us a leg up and
it 1s a competitive advantage, no doubt about that.
But we don"t get that.

And that i1s up to the staff, as well, at the
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regulators, you know, they are people at the end of
the day. And so maybe, you know, you might think they
might be prone to playing favourites. But I have to
say iIn the overall scheme of things 1 have not found
that, and we are pushed pretty hard as to why, 1f we
are asking for any particular kind of relief, why that
iIs good for the market, and that®"s what we have got to

address.

IAN HANOMANSING: Well, what about, though, and I put this

to you or anyone else who wants to jump i1n, what about
the other part of the question, the potential lack of
transparency i1t you are having those kinds of

conversations one-on-one?

PENNY THAM: Most of those kind of conversations that we

have one-on-one, to be honest, again translates into
either, you know, the regulator sees that actually
there 1s a trend because they are having the same kind
of conversations with other people. In which case
usually, you know, 1t will be a discussion paper. You
know, when 1 worked in London, the FSA is very good
about that and consulting, and saying, okay, you know,
a number of firms have asked us this, on whatever it
IS, so we are going to consult and see if, you know,
we can give guidance to everybody about how the market
should approach a particular topic.

Also 1 think 1t works the other way around, too.

A lot of times we will find that, you know, we are
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coming up against a specific issue and we may not be
getting much headway with the regulator that we are
trying to deal with. We will go to our industry
association and see what else, you know, 1If other
banks, 1f other firms are coming up with the same
issue and then we will do, you know, a presentation or
at least approach i1t from a market viewpoint.

You are going to, around the margins as Walter
said, you know, there are going to be things where,
yes, there is some discretion involved. But that is
the challenge back to the regulators is, you know, how
you use your discretion and, you know, because you
will be subject to criticism possibly that, you know,
you are giving, showing favouritism. And we get this
in Hong Kong a lot, the small brokerage firms always
accuse the SFC of letting the big guys get away with
whatever they would like.

IAN HANOMANSING: 1 just wonder if the gentleman who asked
the question is satisfied, do you have a follow-up,
or...7?

HUDSON JANISCH: For the moment, yes.

IAN HANOMANSING: Okay, good. Let"s go to the floor again
here, another question.

WENDY ROYLE: Thanks. 1 just want to go back to something
that Paul and David mentioned that on the enforcement
side often actions are taken based on a principles

regime, conduct unbecoming or detrimental to the
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public Interest. But by the time an enforcement
action happens, the iInvestors have lost money and
everything®s already occurred.

IT you back up to the compliance side, when you
are in for a compliance review, | think firms find it
difficult under a principles regime because the
regulator may feel that systems are inadequate, the
firm may feel that they are adequate, and without
being able to point to a specific rule to say you need
to have this i1n place iIn order to prevent a situation
where investors are going to lose money down the road,
it"s very difficult to get movement from firms in the
absence of specific rules. And perhaps Stephen could
tell us a little about how the FSA has dealt with
that.

IAN HANOMANSING: Okay, we®"ll go to Stephen in a second.
Paul, you wanted to jump in.

PAUL BOURQUE: Yes, I did, and thank you for the question,
it gives me an opportunity to talk a little bit about
how we actually do that.

How do we know whether or not the firm iIs genuine
or, you know, in terms of their responses to the
compliance program? And we have developed a model
that covers all the activities that we"re concerned
about 1n the firm. We have risk categories, risk
types and then specific risks In three major buckets,

external risks, business risks and inherent risks, and
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we look at all of those. We weight them, score them,

discount them against the risk control environment and
come up with a residual risk score for all our member

firms.

So when we go and talk to our member firms, we
have a methodology that we can present to them and say
"Here i1s what we think of you. We think you are high
risk and here is why." And, you know, that has some
credibility. |1 mean, they can challenge the
methodology. Most don"t. And they, you know, then
you have sort of a platform upon which to have a good
discussion about, well, 1f you are high risk, here"s a
few things we think you can do to reduce your risk.
And, you know, it s really up to the firm whether
they want to do them or not. |If they don"t want to do
them, they will remain high risk, which means they get
more iIntensive regulatory coverage. They get an
annual examination on the sales and financial
compliance side. You know, they get more scrutiny.
But, you know, so you try to provide not only a
credible platform to give them your view, but an

incentive to move to a lower risk environment.

IAN HANOMANSING: I know this i1s difficult in a public

setting here, but can you give us without, you know,
names of firms an example of where coming in and
identifying someone as high risk that that has led to

changes?
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PAUL BOURQUE: 1t has, and, you know, from time to time it

iIs not perfect. But what we do with our risk
information is we sit down with our high-risk firms
once a year and we give them what we call a risk trend
report, and it consolidates iIn ten pages all of the
information we have from the financial risk model, the
sales compliance risk model, and the client complaint
data, which includes the way the firm handles their
complaints and the kinds of complaints that they get.
And we sit down with them. We give them a pictorial
representation of where they stand in terms of the
industry overall, where they stand in terms of their
peer group so they can see how well they are doing.
And it i1s all relative. These are relative
assessments, because I am not sure how you do an
absolute assessment of risk. But, you know, so you
give them something that hopefully persuades them that
they should move to change practices, hire some more
compliance staff, change the corporate structure,
bring 1n an independent director. These are
recommendations we have made and sometimes, you know,
the firm implements them and firms move, you know, up

and down In the risk environment.

IAN HANOMANSING: Pictorial representation?
PAUL BOURQUE: Graphs.

IAN HANOMANSING: I was sort of sitting on a stool iIn the

corner. (Laughter).
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STEPHEN BLAND: As you say, Paul, you have to do a much

more detailed analysis. Not just chatting to the
firms, the word 1 used earlier. As David said, It is
coming in, doing some quite intensive analysis,
looking at perhaps the management information the firm
itself uses when running 1ts business and trying to
see what the firm itself is worried about.

In terms of an example, I mean, 1 am thinking of
an insurance company that I used to look after and,
you know, we were presenting our ARROW assessment, as
we call 1t, to the board of that company. And they
said they are interested not only iIn are they meeting
the minimum standards but where do they fit in their
peer group. | said, "Well, we use this sort of
measure, and this sort of measure, and In amongst my
group of firms, 1 tell you, you are bottom on all the
measures,' which had quite an Impact on the board.
(Laughter). Because the chief executive had been
telling them that for ages, that the company was in
trouble and they needed to do something. And that had
a real influence In persuading the board to get behind
the chief executive. And actually i1t was an example
where the regulator was out, actually, to help the
chief executive, we believed was the goody iIn the
situation, and was really able to help him get the

leverage he needed.

IAN HANOMANSING: And 1s ARROW an acronym?
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STEPHEN BLAND: Advanced Risk Responsive Operating
Framework. Framework spelled with a "W". (Laughter).
I think we invented the acronym after we invented the
name. Yes.

IAN HANOMANSING: Your acronym rules, at least, are very
loose. (Laughter).

STEPHEN BLAND: Principles-based. (Laughter).

IAN HANOMANSING: To the floor, a question over here, |
guess.

SUSAN ENEFER: Good morning. I am here representing the
investor community and 1 was very pleased to hear the

last question that seemed to have an investor focus as

well. 1 am here for B.C. Investment Management
Corporation.
My question, | guess, relates to one of the lead-

in quotes from Mr. Bland, "Firms are the big winners'.
And 1 would like to know how Investors can get In on
this, so 1 would like to know what"s i1n 1t for us.

STEPHEN BLAND: 1 can start on that. 1 am sure other will
join in, as well.

For example, in our sort of complex financial
histories rules, when issuers are coming to market
they have to disclose what has happened i1n their
financial history. And we have a set of prescriptive,
in terms of level playing field consistency, rules on
what generally you have to disclose to the market.

But what we have said i1s obviously that does not cover
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every situation. Say there has been a takeover or
something, you would have a very complex financial
history. We are not going to bother writing the
rules. All you have to do 1s agree with your sponsor
bringing the issue to market what is the same outcome,
in terms of level of transparency to the market, that
will be achieved by the method that you propose. So
we don"t have detailed rules about complex financial
situations. We just say achieve the same outcome iIn
the particular situation you are in, and the sponsor
will talk to the issuer and try and achieve that.

I don"t know If you"ve got something, Walter,

there.

WALTER LUKKEN: I was just going to say, what principles-

PAUL

based regulation has brought for us iIs greater
competition. So lower cost for the end users of the
products, which are the ultimate, the investors. So I
am not sure if the firms are the winners, to be
honest. It has become a lower, or, you know, a more
low-cost game for them and I am not sure, you know,
they are making less money on the margins. But i1t has
brought more competition, more exchanges in the United
States offering different products, being more
competitive, which has been beneficial to the end
users. So | think 1t has been a good thing.

BOURQUE: I think the iInvestors have and will see some

advantages under a principle-based regime, because it
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does drive at least the regulator to be more
conversant with the risks the firm presents to its
clients, which is obviously very, very good for the
clients. For example, our financial compliance risk
model 1s intended to tell us the probability or the
increasing probability of a firm becoming capital
deficient and ultimately, you know, in the worst
scenario becoming insolvent, and then making sure that
the client property is protected. So the better that
a regulator i1s able to predict those probabilities, 1
think the sa