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The Canadian Securities Admin-
istrators’ National Instrument 
81-406 is too simplistic and will 
cause a logistical headache for 
the primary distributor of  invest-
ment funds, says a noted securities  
lawyer. 

Announced last year, one of  the 
lynchpins of  NI 81-406’s 216-
page proposal is the implemen-
tation of  a fund-facts document 
that must be shown to a client be-
fore the sale of  mutual funds and 
segregated funds. 

The two-page fund-facts docu-
ment is written at a grade five 
level and is supposed to include 
basic information about the fund 
as well as about the advisor and 
fund companies’ compensation. 
An announcement about whether 
NI 81-406 will be enacted is ex-
pected at the end of  June.

Rebecca Cowdery explains 
that the CSA’s proposed legisla-
tion seems to have been made in 
a vacuum, without taking into 
consideration other rules already 
governing the fund industry or the 
fact the majority of  fund sales are 
conducted by advisors. 

“There is no acknowledgment 
of  the important role of  a dealer. 
You can’t buy a fund without go-
ing to a dealer. There are all sorts 
of  regulations for mutual fund 
dealers,” said Cowdery, partner 
with Borden Ladner Gervais’ in-
vestment management group. 
“The MFDA regulates mutual 
fund dealers. They’ve got to do 
suitability – according to a recent 
28-page MFDA suitability notice 
– they’ve got to recommend the 
fund that is suitable for your in-
vestment. What are you going to 

get from a two-pager that’s written 
at a grade five writing level?” 

Other registration reform infor-
mation will also be associated with 
NI 31-103, which the CSA wants 
to have implemented by March 
of  2009. Cowdery says there is 
criticism about why the fund-
fact document is being developed 
separately from this legislation as 
well. It would make more sense to 
have the point of  sale disclosure 
documents harmonized with the 
know-your-client process. 

“There is an assumption that 
investors will make better deci-
sions based on a two-pager that is 
too simplistic to give much infor-
mation, let alone effective infor-
mation,” she said.

There are also the logistics of  
delivery of  the fund-fact docu-
ment, which once again seems 
to disregard the dealer model. 
Cowdery says the point-of-sale 
rules will require a fund-fact doc-
ument for not only every mutual 
fund mandate, but also every class. 
They must be physically shown to 

the investor before purchasing. 
For a larger fund company 

with a multitude of  mandates and 
classes, this could mean producing 
more than 2,500 unique fund-fact 
documents. An advisor will have 
to have hundreds of  paper fund-
fact documents on hand.

Cowdery also notes the insis-
tence on physical paper seems an 
archaic rule for an increasingly 
electronic environment. 

“When dealers are going out to 
their clients are they supposed to 
bring 200 of  these fund-fact doc-
uments with them?” she said. “Is 
that really true, do investors want 
a piece of  paper to read over? Why 
is this just for mutual funds?” 

As such, Cowdery is also con-
cerned that regulators are unfairly 
burdening mutual funds, which are 
a continuous offering – being held 
to onerous disclosure standards 
not even required in the publicly 
traded securities market (where 
most of  the disclosure concepts 
were derived from). 

“An investor buying a mutual 

fund will have different remedies 
than somebody who bought an 
investment fund on the second-
ary market,” she said. “[Tradi-
tionally] if  you redeem a mutual 
fund you would have no rights. 
It’s built into the statute now that 
there is liability when an inves-
tor wants to redeem, and there is 
misrepresentation in any of  the 
continuous disclosure documents 
including sales communication. 
That redeeming investor will be 
able to use that right to sue for 
damages.” 

Although admitting it may be 
a bit of  a “doomsday” scenario, 
Cowdery doesn’t believe it’s out-
side the realm of  possibility mu-
tual funds will cease to be a staple 
investment product for some, if  
the point-of-sale rules are imple-
mented as is. If  the regulators 
persist, “you know what dealers 
are going to focus on?” she asks. 
“They’re going to focus on some-
thing that is easier to sell. They are 
going to recommend something 
that’s easier to recommend.” AeR
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The future is filled with documen-
tation, according to the Mutual 
Fund Dealers Association. In a 
presentation at the IFB’s Spring 
Summit, Ken Woodard and Ian 
Strulovitch confirmed that the 
MFDA would continue to push 
the practice of  documentation.

The mention of  high-pro-
file cases, such as Portus and the 
infamous Ian Thow under the 
Berkshire banner, offered the two 
MFDA representatives an oppor-
tunity to confirm the importance 
of  current and upcoming compli-
ance regulation. 

“There are 150 people work-
ing at the MFDA,” explains  
Woodard, director, membership 
services. “The experience ranges 
from lawyers to chartered accoun-
tants to other professional[s]. The 
professionalism is very high.” He 
explained that while the self-regu-
latory organization is aware of  the 
increased paperwork required of  
the advisors and the dealers, he 
believes that this degree of  scru-
tiny is, in fact, necessary. 

“Our rules are principle-based,” 
explains Woodard. “We make 
them that way so there is flexibil-
ity, but there are times when we 
run into a situation where people 
are bending the rules. That’s when 
we issue a notice to ensure that we 
are clear on how the rule should 
be read and applied.”

One such situation recently 
prompted the release of  Notice 
MF-0065 on Churning. 

“This is the first time we came 
up with penalty guidelines that 
will apply to excessive trading or 
overtrading,” says Woodard. It 
was prompted by the number of  
MFDA examinations that were 
turning up multiple trades within 
client accounts that appeared to 
be creating no benefit other than 
commissions for the advisor. 

“One investigation found that 
a sample of  10 accounts from 
an [advisor] revealed 40 DSC 
transactions in a one-month pe-
riod. These transactions generated 
$100,000 in commissions and no 
benefits for the clients.” 

It’s these types of  “unscrupu-
lous” actions the MFDA is trying 
to curtail, said Woodard. He is 
quick to clarify, however, that the 
MFDA is not trying to prevent 
legitimate DSC-to-DSC trades, 
multiple transactions in a client’s 
account or non-redemption trans-
fers; it is trying to stop “the bad 
people out there,” says Woodard. 

Under MF-0065, dealers and 
branch managers are required to 
review advisor client accounts and 
flag any trade that: appears exces-
sive, is a result of  a redemption of  
a fund only to repurchase the same 
fund (“often parking the funds in 
a money market account,” said 

Woodard) or is a movement of  
money between funds in the same 
fund family and is recorded as a 
redemption rather than a transfer. 

“Churning is very difficult to 
detect on a daily basis,” explained 
Woodard. “But through the re-
quirement of  branch managers 
having to file monthly compli-
ance reports, we are able to ob-
serve monthly patterns that show 
whether or not churning is taking 
place.” 

As such, Woodard and his col-
leagues believe the compliance 
requirements are, indeed, protect-
ing clients. “What we are saying 
is that you need to document 
everything,” said Woodard. “The 
trade should only be performed 
for a valid and documented rea-
son – not to simply generate a 
commission. That means every 
advisor is required to discuss and 
disclose the appropriate informa-
tion.” This includes telling a client 
that a trade will trigger a redemp-
tion and that the client must hold 
the fund longer in order not to be 
penalized, said Woodard. It also 
includes providing specific details 
to a client about the amount of  
commission an advisor will earn. 

A client’s signature is no longer 
enough, explains Woodard. The 
trade needs to be in accordance 
with the suitability based on the 
client’s risk assessment and port-
folio. “Evidence of  disclosure – 
through documentation of  com-
munication – should be part of  
an advisor’s best practice.” 

Along those lines, Woodard 
and Strulovitch also confirmed 

that a signature on a blank form 
– any blank form – would trigger 
an investigation by the MFDA en-
forcement division.

“We do not believe [having 
clients presign forms], even as a 
matter of  convenience for clients 
who travel or are frequently out of  
town, is an appropriate practice,” 
says Woodard. “All it takes is one 
presigned form in a client file, and 
the matter will be referred to en-
forcement.” 

For advisors who deal with 
snowbirds or travelling clientele, 
Woodard and Strulovitch sug-
gested setting up a limited trading 
authority agreement. However, 
they caution advisors to re-exam-
ine the acceptable forms of  elec-
tronic communication and trade 
requests as outlined in the Ontario 
Securities Act. 

Advisors were also reminded of  
Notice MF-0067: Stealth Advis-
ing. 

“If  you have a referral relation-
ship with another [non-registered] 
professional, we suggest you take 
a good, hard look and make sure 
that it is you, the advisor, who is 
providing the investment advice 
and conducting any related invest-
ment activities,” says Woodard. 

Finally, Woodard explains that 
a recent notice, MF-0070: Mis-
leading Communication Regard-
ing Leveraging, was just released 
in May 2008, in response to a 
number of  recent advertisements 
regarding reverse mortgages and 
post-retirement leveraging. 

“The MFDA felt that the ad-
vertisements that suggested that 

leveraging was appropriate for all 
clients or had promises that the 
mortgage was tax-deductible or 
that promised unrealistic returns 
were not appropriate,” explains 
Woodard. The litmus test was 
whether or not these advertise-
ments offered statements regard-
ing the downside risk or provided 
risk disclosure. 

“If  there are no statements of  
downside risk, we consider that 
[type of  communication] inap-
propriate,” Woodard says. “The 
client should be aware of  the full 
gamut of  potential risks.” 

The MFDA is trying to assure 
that clients in their later years – 
assumed at 60 or older in MFDA 
documentation – are well aware 
of  the risks before entering into 
this type of  investment or lever-
age vehicle.

“With these products, suitabil-
ity is essential,” explained Strulo-
vitch. 

“Actual signature on disclosure 
is meaningless without the [litmus 
test of] suitability.” He continued 
by saying that while the MFDA 
was not prohibiting advisors from 
offering these products, the cur-
rent “method being used to get 
clients in the door was not appro-
priate.” 

The result of  these current 
MFDA notices and of  prior regu-
lation is that advisors and their 
dealers need to be aware that cer-
tain business practices will result 
in compliance department audits. 

“It’s up to members to make 
this a process rather than a hassle,” 
explains Woodard.                AeR
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