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BY E-MAIL AND REGULAR MAIL 
 
Autorité des marchés financiers 
Tour de la Bourse 
800 Square Victoria, 22nd Floor 
C.P. 246 
Montreal, QC 
H4Z 1G3 

Attention :  Me Anne-Marie Beaudoin 
Director, Secretariat     

Re: Submissions on the Report on the Regulation of Derivatives, May 1, 2006, of the 
Autorité des marchés financiers 
            

Dear Sirs/Mesdames, 

The International Swaps and Derivatives Association, Inc. (ISDA)1 is pleased to submit 
this comment letter on the Report on the Regulation of Derivatives, May 1, 2006, which the 
Autorité des marchés financiers (AMF) published for comments on May 25, 2006 (the Report). 
ISDA appreciates the opportunity to provide these comments. 

ISDA’s comments are restricted to those parts of the Report dealing with over-the-
counter derivatives transactions (OTC derivatives).  

                                                 
1 ISDA, which represents participants in the privately negotiated derivatives industry, is the largest global 

financial trade association, by number of member firms. ISDA was chartered in 1985, and today has over 725 
member institutions from 50 countries on six continents. These members include most of the world's major 
institutions that deal in privately negotiated derivatives, as well as many of the businesses, governmental 
entities and other end users that rely on over-the-counter derivatives to manage efficiently the financial 
market risks inherent in their core economic activities. Information about ISDA and its activities is available 
on the Association's web site: www.isda.org. 
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ISDA praises the extensive work undertaken by the AMF in producing the report which 
constitutes the most complete report concerning derivatives regulation undertaken in Canada.  
ISDA also supports the general proposition set out in the Report that intervention by the 
regulator should only occur when derivative products are offered to retail investors or in the 
case of fraud or market manipulation.2 

For the reasons set out below, ISDA believes that the AMF’s regulatory approach to 
derivatives will unnecessarily impede the important financial markets in which OTC 
derivatives operate.  We note that the Report was released for comment on the same date (May 
25, 2006) as the Ontario Commodity Futures Act Advisory Committee (the Ontario Advisory 
Committee) released its Interim Report to Minister Gerry Phillips, Minister of Government Services 
and Minister responsible for securities regulation (the Ontario Report).  Although ISDA is 
submitting comments to the Ontario Advisory Committee on certain detailed aspects of the 
Ontario Report, ISDA supports the regulatory approach recommended by the Ontario Advisory 
Committee with respect to the regulation of OTC derivatives, as more fully described below. 

1. Overview of Submission and Recommendation 
 

For the reasons set out below, ISDA believes that the Ontario Report should serve as the 
benchmark for the regulation of OTC derivatives in Canada.  Consequently, ISDA urges the 
AMF to reconsider its approach to the regulation of OTC derivatives and render it consistent 
with that benchmark approach.  In particular, ISDA urges the AMF to articulate a more targeted 
definition of OTC derivatives (as described below), and to exercise regulatory authority only 
with respect to OTC derivatives contracts entered into with a defined category of “retail 
customer” in respect of derivative products that are used as investments and that are not 
otherwise regulated as banking products or by specialized regulatory bodies, or in the event 
that derivatives are used to commit fraud in respect of securities or to manipulate the securities 
market.  The AMF should not purport to extend securities regulation to any other derivatives.  
The application of the “prospectus” and “registration” concepts to OTC derivatives is 
unworkable and confusing for participants in the OTC derivatives market. 

ISDA believes that the adoption by the AMF of the more targeted regulatory approach 
described in the Ontario Report is critical if Québec financial institutions and counterparties are 
to continue to participate actively in Canadian and international derivatives markets. 

2. Detailed Discussion 
 

     A.     The Shortcomings of the Broad Definitional Approach 
 

ISDA believes that the “include all and then exclude” approach to the definition and 
regulation of derivatives (the all-inclusive approach) propounded in the Report is 
fundamentally flawed and should be abandoned. 

 
The AMF should regulate only that segment of the derivatives market that it is 

appropriate for it to regulate, i.e. those derivative products entered into by retail customers as 
an investment or anytime that derivatives are used to commit fraud in respect of securities or to 
manipulate the securities market. 

 

 
2 See page (ii). 
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The all-inclusive approach has a number of fundamental shortcomings which are well 
documented in the Ontario Report: 

1. It disregards the fact that OTC derivatives have characteristics that are 
fundamentally different from those of securities. 3 

 
2. It glosses over the important functional differences between the use of custom 

tailored derivatives privately negotiated between two counterparties as a risk 
management tool to hedge currency, credit, interest rate and other financial or 
commercial risks, and the use of exchange traded derivatives for financial 
speculation which may raise certain special regulatory issues (e.g., market 
manipulation and fraud).4  

 
3. It disregards the fact that most OTC derivatives are fundamentally banking 

products that are subject to the exclusive federal jurisdiction over banking.  As a 
result, there will be a range of pervasive constitutional problems inherent in any 
such regulation unless detailed exclusions or exemptions are articulated for OTC 
derivatives that are bank products.  Any such proper exclusion or exemption 
would essentially carve the vast majority of OTC derivatives products out of a 
broad definition. 

 
4. It disregards the fact that the OTC derivatives market already has extensive 

internal controls, safe and sound risk management and prudent dealing practices 
that, at least in the non-retail market, significantly limit the need for regulatory 
intervention. 

 
5. It will indiscriminately encompass a wide range of commercial contracts for 

hedging transactions at the consumer or retail levels, and potentially insurance 
contracts, as well, none of which should be subject to securities-type regulation 
(and which are appropriately regulated, if necessary, in other legislation). 

 
6. It creates confusion and uncertainty for OTC market participants as to which 

products and participants are regulated and which are not. 
 
7. It therefore may be much less effective than a more targeted approach at 

regulating transactions which may warrant specific regulatory intervention, 
namely those investment contracts that are entered into with retail customers 
which have some embedded derivative feature and are not otherwise subject to 
regulation under the banking or securities laws (or, as discussed later, under the 
Quebec Consumer Protection Act). 

 
B. The Need for a “Customized” Approach to the Regulation of OTC Derivatives 

 
ISDA presented submissions in response to the all-inclusive approach set out in the 

proposed Uniform Securities Act (the USA Proposals)5 for the regulation of OTC derivatives. 
These submissions are equally applicable with respect to the Report, and ISDA’s comment letter 

 
3 The Report also notes this fundamental distinction. See, for example, pages 3, 18. 
4 The Report also notes these functional differences. See, for example, page 18. 
5 Canadian Securities Administrators, Blueprint for Uniform Securities Laws for Canada, 2003. 
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of May 10, 2004 (the USA Comment Letter) on the USA Proposals is attached for your 
reference. 

 
ISDA urges the AMF to consider the very important differences in the nature and 

attributes of securities and OTC derivatives products. Securities are instruments for investment 
and capital raising. OTC derivatives are privately negotiated bilateral contracts entered into 
primarily for risk management purposes.  The prospectus and registration requirements which 
are at the core of securities regulation are simply not suited to the regulation of OTC derivatives 
products. As noted in the USA Comment Letter: 

 
“[How] is compliance with prospectus and registration requirements possible 
for a bilateral contract under which both parties have ongoing payment 
obligations? Logically, if one party is an ”issuer” then so is the other; there is 
no logical basis to distinguish between them. Requiring each to comply with 
regulatory requirements with respect to the same transaction protects neither 
party’s interests.”6 
 

Instead of superimposing ill-suited prospectus and registration requirements and 
exemptions on the OTC derivatives market, the AMF should consider requiring only delivery of 
a customized disclosure document to a defined class of “retail customers” of OTC derivatives 
products.  This retail disclosure document would be required to contain a clear, concise and 
simple description of the particular OTC derivatives product, the underlying instrument from 
which the product is derived and the particular risks inherent in each.  

 
The customized disclosure document would be used for all of the relevant types of OTC 

derivatives products offered to the defined class of “retail customers” and could be subject to 
the prior review and approval of the securities regulators.  Unlike prospectus-type disclosure, 
the document should not, however, have to be approved again in connection with each product 
or transaction, and should not give rise to any continuous disclosure obligations.  In the event of 
any material changes to the retail disclosure document, such changes would have to be 
approved by the securities regulators and the revised disclosure document would have to be 
resubmitted to the retail customer recipients. 

 
Maintaining this targeted approach, ISDA also urges the AMF to eliminate the reference 

to “entering into of a derivative” from the new definition of “trade” adopted for Québec under 
section 1.6 of Regulation 45-106 Registration and Prospectus Exemptions. ISDA understands that 
the new definition of “trade” was introduced by the AMF for the purposes of harmonizing 
Québec securities legislation (which did not define the term “trade”) with securities legislation 
in other Canadian jurisdictions.  However, the addition to the Québec definition of “trade” of 
the term “derivative”, which is not otherwise defined is unique to Québec, is unnecessary and 
currently creates a range of unresolved compliance issues for the OTC derivatives market in 
Québec. 

 
The dealer and adviser registration system that is tailored to the securities market should 

not be applied to the derivatives market.  The Ontario Report states that, in the event 
registration is imposed, it should “be flexible enough to accommodate the participation by 
intermediaries who may have specialization in limited aspects of the derivatives market”.7  However, 
imposing registration threatens to undermine the liquidity and availability of these important 

 
6 USA Comment Letter, page 4. 
7  Ontario Report, page 48. 
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risk management tools to the institutions which need them most.  It is unclear what it means to 
“intermediate” transactions in privately negotiated OTC derivatives; to the extent that it means 
parties which take on a position in an OTC derivative transaction and then immediately enter 
into another, offsetting transaction, a registration requirement would apply to thousands of 
regulated financial services firms which are already subject to comprehensive regulation.  
Surely nothing is to be gained by adding another layer of regulation to these institutions.  More 
fundamentally, as OTC derivatives are private transactions in which each side acts as principal 
and counterparty to the other, it is difficult to conceive of a regulatory scheme for 
“intermediaries” which would have any meaningful application. 

 
The OTC derivatives market has extensive internal controls, safe and sound risk 

management and prudent dealing practices that evolve continuously within the industry and 
are largely adhered to. A good example of this is the development of standard documentation 
for OTC derivatives transactions such as the ISDA documentation. 

 
There is a vital role for the regulator to play in the derivatives market, but the regulation 

of the OTC derivatives market, in particular, should be risk-based and should pinpoint the 
critical areas of regulatory concern, e.g., the need to protect certain customers in the growing 
market for retail OTC products that are investments and the need to deter market manipulation 
and fraud in the securities market. 

 
C. The Need for a Targeted Definition of OTC Derivatives 

 
Because of its extensive shortcomings, the all-inclusive approach risks missing the very 

regulatory target the AMF should be most concerned about regulating, namely, specified types 
of securities-based derivatives contracts entered into with a defined category of “retail 
customer” as an investment.  An approach which provides a targeted definition of OTC 
derivatives would meet this goal (the targeted approach). 

 
In this respect, ISDA fully endorses the recommendation of the Ontario Advisory 

Committee that: 
 

“[T]he legislation should define ‘derivatives’ for securities regulatory purposes 
with a list of the types of contracts captured, including in the list ‘similar 
contracts’. Such contracts entered into with a “retail customer” would define 
the scope of the OSC’s jurisdiction.”8 

 
The flexibility which the Report ascribes to the all-inclusive approach is equally a feature 

of the targeted approach since, as noted in the Ontario Report, the definition would include a 
basket clause: 

 
“to capture similar agreements and easily accommodate future market 
innovation. The regulator could also be given the power to designate specific 
contracts if they fall within a class of similar contracts. In other words, the 
term ‘derivative’, or whatever other term is used to define the contracts, has to 
be given by example. Any attempt to create a generic definition will result in 
an over-inclusive definition.” 
 

 
8 Ontario Report, page 40. 
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The proposed Derivatives Act should also articulate a definition of “retail customer” in 
order to target more accurately the application of the rules. In this respect, the Ontario Report 
notes that: 

 
“The government should provide guidance with respect to the definition of 
‘retail customer’. If feasible, it is more appropriate to define a retail market by 
describing what it is (a positive definition), as opposed to what it is not (a 
negative definition, e.g. contracts between eligible participants).” 

 
ISDA also supports the Ontario Report’s assessment that the benefits of regulatory and 

jurisdictional certainty outweigh the benefits of compatibility with legislation in other 
jurisdictions such as British Columbia and Alberta, and the USA Proposals which embody the 
all-inclusive approach. As noted in the Ontario Report, the all-inclusive approach was also 
embodied in the draft Ontario rule9.  This Rule, however, was not adopted by the Ontario 
Minister of Finance but rather, ultimately returned to the Ontario Securities Commission (OSC) 

 
“for further consideration by the Commission of the need for the Rule, 
especially in regard to the balance between the costs and other restrictions on 
market participants and the objectives of the Rule, and whether the 
Commission’s objectives in connection with the regulation of over-the-counter 
derivatives can be achieved by a rule that identifies the specific classes of 
transactions and related parties that will be regulated as opposed to having 
provisions of the Securities Act apply to all over-the-counter derivatives 
transactions and then providing exemptions from that application. The 
Minister indicated that a more detailed review of the nature and extent of any 
disclosure issues in retail over-the-counter derivatives transactions would be 
helpful in determining the appropriate approach.”10 
 

The Ontario Report also points out that the use of the all-inclusive approach in the United 
States Commodity Futures Modernization Act of 2000 (CFMA) as it amends the Commodity Exchange 
Act (CEA) has produced a “complex law driven by the uncertainty created by broad definitions in the 
CEA” and requiring complex exclusions for bank products. 

 
ISDA urges the AMF to abandon the all-inclusive approach and to adopt the targeted 

approach recommended in the Ontario Report.  The targeted approach would eliminate any 
need to articulate detailed exclusions of various banking, financial and commercial products 
which are outside the regulatory jurisdiction of the AMF.  The adoption of a consistent targeted 
approach by both Québec and Ontario would ensure legal and jurisdictional clarity and 
certainty in Canada’s largest OTC derivatives markets. Such an approach would best serve the 
AMF’s twin goals of protecting investors and safeguarding the integrity and efficiency of capital 
markets. 

 
D. Other Clarifications Required 

 
Subject to certain limited exceptions, the Québec Consumer Protection Act (QCPA) applies 

to all contracts of goods and/or services entered into between a consumer and a merchant in 
Québec.  The QCPA provides useful protection to consumers by, in particular, permitting a 

 
9 OSC Draft Rule 91-504 Over-the-Counter Derivatives. 
10 OSC, Notice of Minister of Finance Request for Further Consideration – Ontario Securities Commission Rule 

91-504 Over-the-Counter Derivatives, December 1, 2000. 
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court to annul contracts whose terms are "excessive, harsh or unconscionable" for the consumer, 
closely regulating itinerant merchants and ensuring adequate disclosure of all credit contracts.   

 
Certain types of contracts, such as transactions subject to the Québec Securities Act (QSA), 

contracts of insurance, and contracts of sale of electricity or gas by a regulated distributor11, are 
exempted from compliance with all or part of the QCPA.  It is likely that these types of 
consumer contracts are exempted because the legislator considers that such contracts are more 
appropriately regulated by the specialized regulatory bodies in question and that the protection 
afforded by the specialized legislation is sufficient to protect consumers in such situations. 

 
When and if a new Derivatives Act is enacted in Quebec, it is likely that the QCPA will be 

amended to provide that it does not apply to derivatives entered into with consumers to which 
the new Derivatives Act would apply (consistent with the QCPA approach to securities 
transactions).  If the new Derivatives Act includes an overly broad definition of derivatives then 
any general consumer contract providing for the future delivery of a product (even if it is 
neither an investment nor a gas or electricity contract) at a price agreed upon at the time of 
entering into the contract would be brought within the purview of the new Derivatives Act and 
lose the protection afforded by the QCPA.  In our view, this would be an unfortunate result as 
such contracts – which bear none of the hallmarks of an investment and are clearly not being 
entered into for the purpose of market manipulation or securities fraud – are more 
appropriately regulated by consumer protection legislation and by the Office de la protection du 
consommateur.   

 
As noted in the Ontario Report, a targeted definition of OTC derivative should also clarify 

that OTC contracts are not contracts of insurance or unlawful gaming contracts.12 
 
ISDA also notes that the Report does not address the range of important issues related to 

the protection of contractual rights with respect to OTC derivatives.  In this regard, ISDA 
supports the recommendation of the Ontario Advisory Committee that the new Derivatives Act 
should incorporate provisions to recognize specifically the enforceability of contractual rights in 
OTC derivative contracts notwithstanding non-compliance with any regulatory requirements 
governing OTC derivatives and to protect termination, netting and enforcement rights 
generally.13 

 
3. Conclusion 

 
The OTC derivatives market already has extensive internal controls, safe and sound risk 

management and prudent dealing practices. ISDA urges the AMF not to pursue the all-inclusive 
approach recommended in the Report and to exercise regulatory authority only with respect to 
a targeted definition of OTC derivatives contracts entered into with a defined category of “retail 
customer” in respect of derivative products that are used as investments and that are not 
otherwise regulated as banking products or by specialized regulatory bodies, or in the event 
that derivatives are used to commit fraud in respect of securities or to manipulate the securities 
market. 

 

 
11 Namely, contracts of sale of electricity or gas by a distributor within the meaning of the Act respecting the 

Régie de l'énergie (chapter R-6.01), by Hydro-Québec established by the Hydro-Québec Act (chapter H-5), by a 
municipality or by a cooperative established under the Rural Electrification Act (1945, chapter 48). 

12 Ontario Report, page 44. 
13 Ontario Report, page 53. 
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ISDA believes that the AMF and the OSC, in partnership with the other Canadian 
Securities Administrators, have a historic opportunity to devise a consistent, targeted, risk-
based and progressive approach to the regulation of derivatives in Canada which will facilitate 
rather than impede this vital industry in the future. 

 
In his May 25, 2006 press release announcing the Report, AMF President and CEO Jean St-

Gelais stated that “we want Québec to be equipped with modern and flexible regulatory instruments 
that are in step with developments in the sector and take into account market realties in Canada and 
throughout North America”.  ISDA fully supports this objective but believes that, as regards OTC 
derivatives, this objective is only attainable if the AMF takes a targeted approach to regulation 
that is consistent with the Ontario Advisory Committee’s benchmark approach and recognizes 
the fundamental distinctions between privately negotiated OTC derivatives and exchange 
traded securities and derivatives. 

 
If the AMF fails to keep this objective in mind and instead adopts a broad brush approach 

to the regulation of derivative transactions in the Québec market, it risks creating an uncertain 
and costly compliance environment for OTC derivative transactions in Québec.  Such an 
environment would ultimately stifle financial innovation and discourage financial 
intermediaries from doing business in Québec, depriving Québec counterparties of local access 
to these important financial instruments and Québec financial intermediaries of significant 
business opportunities. The Québec derivatives market, of which the Bourse de Montréal is the 
modern and progressive centerpiece, would inevitably be marginalized.  

 
We have every confidence that the AMF will meet the challenge of appropriately 

regulating the derivatives market and will take into account our concerns when drafting 
Quebec derivatives legislation.  We would be pleased to work with the AMF in any useful 
capacity to ensure that our common goal, namely, a "modern and flexible" regulatory 
environment which empowers rather than marginalizes the Quebec derivatives market, is 
achieved.   

 

Yours truly, 

                                             

François Bourassa 
Chair of the ISDA Canadian Steering Committee  
 
Senior Vice-President, Trading and Structured Products, 
National Bank Financial Inc. 
(francois.bourassa@tres.bnc.ca) 

cc:  Ms. Katherine Tew Darras (kdarras@isda.org), ISDA 
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