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DECI SI ON

The Notice of Hearing stated its purpose was to firstly determ ne
whether it is in the public interest to register Scotia Securities
Inc. ("Scotia") as a securities dealer pursuant to Section 27 of
The Securities Act, 1988, S. S. 1988, c. S 42.2 (the "Act") when
Scotia does not participate in the Canadian Investor Protection
Fund ("CIPF") as required by Saskatchewan Local Policy 3.6. ("The
Pol icy"). Additionally, in the event that Scotia was to be
regi stered wthout participating in CPF then what terns,
conditions and restrictions should be inposed, if any?

The Conmm ssion considers this application of fundanental inportance
to investor protection in the operation of the Canadian securities
industry. There is then a question of principle involved and as
often is the case in such situations there is no disagreenent as
to the facts but rather only an argunent as to the effect of the
stated facts. The undisputed enuneration of the actual situation
in the Notice of Hearing shows that Scotia proposes to carry on
business in the Province of Saskatchewan as a discount broker,
selling a variety of products including options and would be
trading in the secondary market, operating margin accounts and
holding clients' free credit balances and using those funds in its
busi ness operation and retaining client securities.

Scotia does not belong to any of the approved self-regulatory
organi zati ons which require nenbership in the CIPF and proposes to
enter into an arrangenent with the Conm ssion to have a "guarantee"
provided by its parent corporation the Bank of Nova Scotia (the
"Bank") which would guarantee Scotia's net free capital requirenent
as required by the Act or Regulations. The ‘guarantee' would also
state that it would provide the sane |evel of protection as would
be available to customers of a nenber firm under the CPF. There
was no precise statenment of all the details of or the nature and
effect of the guarantee and whether the simlar witten ‘guarantee
of the President of the Bank provided to the Chief of Securities
Adm nistration in Alberta was enforceable in the form given.
Several interesting points of corporate |aw were raised as well as
poi nts nade about guarantee requirenents.

The Comm ssion does not find it necessary to cone to a decision on
any of the technicalities of the ‘guarantee'. For the purpose of
its decision the Conm ssion was satisfied that it would be possible
to provide a binding guarantee on behalf of the Bank and that the
Bank had substantial capital available to neet any likely draw as

a result of its commtnent. It presuned that the details of any
default to be covered could be worked out as was done with the
Cl PF. W further agreed that the Bank's internal auditing

procedures were of a high standard. The question renains, however,
is it in the public interest to agree to such an arrangenent
contrary to the provisions established in the Policy?

To make that consideration it is necessary to |ook at the reasons
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for the Policy. As the Policy itself states, it was established to
set out restrictions that will apply to registration of security
dealers who do not participate in the CPF. The Cl PF established
by the nenbers of the Investnent Deal ers Association of Canada and
t he Canadi an stock exchanges was to firstly set various capital and
auditing provisions which would attenpt to prevent a |oss of
custonmers' funds in the case of an insolvency. Secondly, in the
event that they failed to do so to provide a fund that would be a
source of paynent to conpensate custonmers of an insolvent firm
CIPF and its predecessor the National Contingency Fund have been
operated by the self-regulatory organizations ("SRGCs") forned by
Canadi an security dealers for a nunber of years.

It is obvious that the capital requirenents and audit provisions
as well as the nature of any protection fund are an ongoing nmatter
whi ch nmust be reviewed by securities admnistrators in the |ight
of changing operating conditions. Accordi ngly, the Policy
indicates the Canadian Securities Admnistrators established a
National Regulatory W rking Goup (NRW5) which contained both
regul atory and industry personnel and the working group prepared
a report to the Canadian Securities Admnistrators in Decenber of
1989 followed in March, 1991 by a draft set of regulatory
provi sions. They stated the draft was an attenpt to provide for
"the financial health, conpetitiveness, and stability of the
securities market" by a "proposed framework [that] would require
all registrants exposed to simlar risks to neet simlar capital
audit and financial reporting requirenments --- the proposed
classification system reflects the type of business conducted by
registrants and is based primarily on the extent to which they have
access to custoner funds and securities". They went on to nake
recommendations as to classes of dealers and advisors and rel ated
capital financial reporting, insurance, conpliance, and audit
requi renents. In regard to principal and agency business they made
the followi ng recomrendati on: "these registrants are exposed to
the wdest range of risk due to direct holding (i.e. as a
depository) and handling of client assets (e.g. ability to use
client cash and margin securities to finance security firm
busi ness) . As a result, the NRW: considers that registrants in
this class pose the greatest risk to clients and other firnms within
the dealer credit ring and accordingly the nost stringent
regulatory requirenents should apply to this group including
custoner protection by the Canadian |Investor Protection Fund
("C PF"). They should also be subject to continuous regulatory
oversi ght".

These recomrendations were accepted by the Canadian Securities
Adm ni strators, including Saskatchewan, however it was recognized
that in sonme cases statutory and regulatory changes would have to
be nmade before these requirenents were enforceable nationally.
G ven that such a process may result in sone changes, but that the
situation warranted imediate action, the Saskatchewan Securities
Comm ssion accepted the recommendation of its staff that there was
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a need to nake provisions in regard to the operation of securities
dealers registered pursuant to the requlations under t he
Saskat chewan Securities Act who did not participate in the Cl PF
There were three small provincial securities dealers registered
whose operations were I|imted and the conditions for their
operation wthout nenbership could be established by a |ocal
policy. W could do this imedi ately because we were enpowered to
do so by our recently enacted Securities Act and Regul ations.
The provisions within the Policy would not be conpatible wth
operations which Scotia desires to carry on. Scotia is therefore,
in effect, requesting that the securities dealer restrictions
established by the Policy do not apply to it and that the
Comm ssion accept the Bank's standards in lieu of those inposed by
being a nenber of a self regulatory organization and to substitute
t he Bank's guarantee for that of belonging to the ClPF.

Part of the argunment of the Applicant was that as a di scount broker
as contrasted to a full service broker there would not be the sane
degree of risk, as the activities of a full service broker are nore
extensive than that which they will carry on. However, M. Bruce
Di ckson in giving evidence on behalf of Scotia admtted that the
term di scount broker was not a term defined in any regulation, but
rather one that was well known by custom within the trade. It
involves wusually, taking orders wthout giving advice. However,
the Comm ssion notes that even if it was to accept the possibility
of issuing a restricted securities dealer licence in which only
those conditions conmmonly accepted under discount brokering would
be allowed that such an arrangenent would still involve Scotia in
handling clients' assets and there was no question that Scotia
would also have the ability to use client cash and margin
securities to finance firm business. These are the aspects of
concern to the NRWG in establishing the category that anong other
things, required the controls established by belonging to a self-
regul at ory agency and the Cl PF.

The two main argunents advanced by the Applicant were that with the
requi renents inposed on Scotia having to do its selling and buying
through Scotia MLeod Inc. another Bank subsidiary and being
audited by the Bank, it would neet or exceed all the control
requi renents that would ever be inposed through a nmenbership in an
S RO. The Commssion finds that as |audable and astute as the
Bank's internal examners mght be, that such a system has
unacceptable attributes to an entity constituted for the purpose
of attenpting to protect the investors' i nt erest as the
Saskat chewan Securities Comm ssion sees itself. It accepts the
evidence of M. Donald A Leslie, F.C A, President of the Cl PF,
a distinguished chartered accountant with a record of involvenent
in insolvency operations throughout his career with C arkson Gordon
prior to being involved in his present position. That evi dence
suggested that "although it mght be argued that the inspection
departnment of a parent bank can carry out conpetent periodic
i nspections, such work is not equivalent to the work carried out
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by the SRO system Bank examners see only one firmin the course
of their work. They are not famliar with the devel opnent of the
rules and the intent of each rule. Further they are not
i ndependent of the ownership of the registrant. It would not in
nmy opinion be prudent for a provincial securities commssion to
rely solely on the inspection departnment of the parent bank for the
assurance that it obtains fromthe SRO systeni.

The Comm ssion further relies on the evidence given by Gegory M
Clarke of the Investnent Deal ers Association of Canada as to the
difficulty in accepting a guarantee in lieu of the backing of
assets in a fund as there is no direct way of checking the
guar ant or . As he stated: "if you are not regulating the
institution, you lack the requisite know edge of it".

Questions were raised by the staff of the Commssion as to the
internal difficulties that would be faced by the Comm ssion in
assumng responsibility for supervising and controlling the
operations of Scotia if it were not an SRO nenber. The Conmm ssion
agrees that it would be obligated to substitute itself for the
review and requirenents of an SRO It does not accept that this
cost should be assuned by the Comm ssion to the benefit of the
Applicant when its conpetitors pay that cost by self assessnent
t hrough their SRCS. However, all of the concerns expressed and
difficulties suggested are not going to be reviewed during the
course of this decision because the Commi ssion is convinced that
the application is not in the public interest because of the effect
of such application on the operation of the ClPF.

The Comm ssion accepts the evidence of Messrs. Leslie and d arke
that allowng the continued operation of Scotia without it being
a menber of the CIPF could have the inevitable effect of allow ng
every subsidiary of every financial organi zati on capable of
providing a guarantee such as offered by the Bank to withdraw from
menbership in the ClPF It wll then create an unlevel playing
field for the snmaller firns who would still be required to pay the
expenses of supporting a fund while conpeting with other firnms not
bearing the sane expense. It would probably in the end have the
conpetitive effect of driving out of business smaller firns and
certainly make it extrenmely difficult to establish new firms. Such
a lack of conpetition would not be in the public interest.

The Commi ssion feels that it would not be in the public interest
to accept the principle that there is sone point where the size of
a financial institution ensures there is no possibility of failure
and therefore no need to participate in protection funds. Thi s
particular argunent, if accepted, could be used to attack the
menbership requirenents for major banks in the CDIC or for mgjor
i nsurance conpanies to not participate in the funds set up for the
protection of investor losses as a result of the failure of an
insurer. In doing so the Conm ssion does not accept the argunent
that it is not supporting | ower cost operations to the detrinent
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of the investor. The nenbership requirenent that is being set out
in the Policy and supported by this decision of the Saskatchewan
Commission is also a requirenent in the United States and in the
United Kingdom G ven the global developnent of the securities
business it 1is in the interest of all investors that the
devel opnent of securities firms wthin the self-regulatory
organi zational structure be facilitated when it includes investor
protection progranms. It certainly would not be suitable nor in the
public interest to have such securities growh taking place within
an at nosphere of unequal opportunity to conpete for the investor's
busi ness and w thout supervision. Any investor gain from |ower
costs would be at the expense of the stability and liquidity of the
capi tal markets.

The Comm ssion feels that it is not in the public interest to
di scourage the operation of smaller securities firms sone of which
have a role in specialty nmarkets such as the developnent of
regi onal based markets which pay sone attention to new snmal
busi ness capital formation. Fostering of the devel opnment of such
firmse is in the public interest. Every investor gains through
having an opportunity to have a real choice in the provision of
servi ces. Every entity wishing to raise noney in the capital
mar kets gains from having the |argest nunber of possible investors
exposed to their offerings. In other words, participating wth
sone degree of protection in what is a volatile financial business
is of benefit to everyone in the market and should be paid for by
all participants. One cannot fault Scotia for attenpting to take a
step which takes advantage of all its resources in order to provide
a lower cost service to its custonmers or profit its sharehol ders
whi chever the case nmay be, but for the larger interest shown above,
this formof conpetitiveness cannot be accepted.

This Conmission has no intention of changing its Policy in the
present circunstances. It is the decision of the Conm ssion that it
Is not in the public interest to register Scotia Securities Inc. as
a securities dealer as long as it does not participate in the ClPF
through nenbership in an approved self-regulatory organization.
It is therefore, not necessary to determne the second question
raised in the Notice of Hearing.

It is not the intention of the Commssion to place undue
restrictions on the operation of Scotia Securities Inc. in the
event that it accepts the decision of the Commssion and
i mredi ately conmmences negotiations with any of the self-regulatory
organi zations approved for menbership by the  Saskatchewan
Securities Commssion. If Scotia applies for registration with an
indication to the Commssion that it is so applying, it wll be
conditionally registered as a securities dealer subject to
obtai ning menbership wthin a period of period of seven nonths from
this decision. At the end of such period, if it has obtained
menber ship, the registration condition will be renoved and if not
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the registration will be cancell ed.

Dated at Regina in the Province of Saskatchewan this 3rd day of
July, 1991.
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Marcel de la Gorgendiere, QC
Chai r man




