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Introduction

A best interests standard for advice is critical but it does not look like Canadians will have
it any time soon. While deeply disappointed at the proposals, I will present my comments
to make the best of a sub-optimal situation.

The CSA is trying to turn salespersons into trusted advisors. Dealing Reps are registered
as salespersons, so if the CSA wants more from them, they will need to modify
registration requirements in harmony with modifying conduct rules. Consider this
characterization of a Representative courtesy of the ASC."...In that sense, it’s not unlike
purchasing a car from a dealership. If you walk into a Volvo dealership, and explain your
needs (four-door, certain horsepower) the person working there will suggest the most
suitable Volvo for your needs."
http://www.albertasecurities.com/investor/investor-resources/you-ascd-
blog/Lists/Posts/Post.aspx?ID=63 and Mr.Elford's associated commentary
https://unpublishedottawa.com/letter/81644/alberta-securities-commission-pressured-
consumer-warning We are talking about salesperson registration not personalized
professional financial advice.

A component of the proposed rules, which involves updating “best interest” and
“suitability” rules, largely amplify/ clarify existing regulations. Because there is so much
wiggle room around what makes a specific recommendation suitable - depending on a
client’s account size, age . risk profile , time horizon and financial knowledge, among
other things - the guidelines have historically proved to be tough to enforce. Adding the
cost component to suitability criteria should reduce the impact of conflicted compensation
if implemented properly. I note that using the term “best interests” in relation to certain
processes is NOT equivalent to the introduction of a overarching Best interest standard
for personalized financial advice.

The retirement income security of millions of Canadians depends on a robust platform for
the distribution, sale and advice tied to the sale of mutual funds. It is truly a national
socio-economic issue.

The primary issues facing retail investors involve mis-selling, unsuitable investments,
poor portfolio construction, wrongdoing / fraud and deficient Complaint handling. While
enhanced KYC and other reforms are positive, the root cause of most mis-selling remains
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advice skewing financial incentives. It remains an open question whether the proposed
reforms can mitigate the powerful inducements.

My main observations:

As a general comment I find too many important issues are in guidance rather than in
rules. I urge the CSA to place key points of this proposed reform package into rules .Here
are my high level comments

e KYC - A better designed KYC will be helpful, but increased dealer representative
proficiency is-essential to ensure the enhanced KYC information actually translates
into improved suitability determinations and recommendations. All Key terms on
the NAAF should be defined in plain language. The KYC Process Needs An
Overhaul: SIPA
http://sipa.ca/library/SIPAsubmissions/500%20SIPA%20REPORT%20-
%20KYC%?20Process%20Needs%200verhaul%20-%20201607.pdf I believe these
simple KYC process changes will yield disproportionate investor protection
benefits.

o« KYP I appreciate that representatives can’t be expected to be familiar with every
investment product on offer, but Reps should have a sufficient basic understanding
of how the products on their firm’s shelf compare to similar products readily
available in the marketplace.

o Suitability The Rules should make it crystal clear that the suitability
determination for investments, strategy and account type is the sole responsibility
of the dealer.

o Conflicts-o- Interest - To improve investor outcomes, the CSA’s reforms need to
reflect a cultural mindset that no longer considers conflicts of interest as the
norm, discards the outdated notion that conflicts of interest can be “managed and
understands the limitations of disclosure. The CSA’s proposal in this area requires
clearer language to ensure conflicts are actually mitigated/avoided and to ensure
this is done in @ manner in the best interests of clients. The term “addressed” is
simply too imprecise and not actionable. A CSA vision statement for financial
advice would be very useful.

o Referral arrangements - The CSA’s proposals are a start but more research
may be needed as to how referrals impact the recommendations made and client
outcomes. Referral arrangements for leveraging should be banned outright and
now.

« Misleading communications - The proposals should be expanded to cover all
communications with the public including marketing materials, “free lunch”
seminars and the like. Many prevailing communications are deceptive, mislead
clients and create false trust.
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« Impact of costs - Consideration of the impact of product and account costs,
especially over time, should extend beyond dealer disclosure obligations. Costs
should be a defined factor in suitability determinations. I recommend that the CSA
support the MFDA proposal (CRM3) as greater knowledge of overall investing costs
will greatly increase investor empowerment.

While I recognize that a separate consultation on NI81-105 is underway, it does not deal
with a number of issues related to this consultation. e.g. Collaborative marketing
arrangements. I believe co-operative marketing payments from fund assets and non-
monetary benefits can only lead to trouble and should be prohibited. Wealth managers
should not receive payments or other benefits from product suppliers. Co-operative
marketing ventures like “Free lunch” seminars have been shown to lead to several
problems. A number of recent OSC enforcement actions demonstrate how pernicious
such payments can be. The influence on recommendations can only be negative. 1
recommend that mutual funds be prohibited from providing cash for promotional
marketing and Rep “education” and that such dealer/Rep influencing activities be banned
regardless of cash source Re Part 5 of NI 81-105.

I urge the CSA.to update NI81-105 and extend its applicability to all sales practices
including those for closed-end funds , ETF’s , structured products etc. and to GIC's ,
PPN’s and other products not classified as securities.

The payment of trailers by Mutual fund companies to discount brokers appears to me as
a blatant misappropriation of investor Fund assets and should be dealt with immediately.

As regards para 13.4.2 [A registered firm's responsibility to address conflicts of interest]
-- new section requiring registered firms to address all conflicts of interest between the
firm (including each individual acting on its behalf), and the firm's client, in the best
interest of the client. If a conflict is not, or cannot, be addressed in the best interest of
the client, then the registered firm must avoid that conflict]. For greater clarity I strongly
recommend the last sentence be changed to “If a conflict is not, or cannot be
mitigated in the best interests of the client, then the registered firm must
decline to provide the service associated with the conflict”.

I am very disappointed that title deception is not integral to this consultation. Misleading
titles have been used to deceive seniors to their detriment. Clients should be able to
readily identify those individuals who can supply the services they require. The titles
issue must be resolved in synchronization with the introduction of these reforms for the
reforms to work. Investors expect the CSA to address this long standing issue on a
priority basis.

I recommend that the CSA should prohibit dealers and their Representatives from
obtaining any types of fees or commissions in respect of investments made from
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borrowed (leveraged) funds so as to prevent unsuitable recommendations to borrow to
invest in securities, such as mutual funds. This should be the case whether the account is
fee -based or otherwise. For fee -based accounts, dealers should be precluded from
charging asset based fees on monies that are borrowed for investment purposes, as is
done by ASIC in Australia

I recommend that regulators commit to more robust enforcement by putting more
resources into their efforts and imposing more substantial sanctions that will actually act
as a general deterrent .In many Settlement Agreements I observe long periods of
obvious Rep exploitation of clients unaddressed by supervision or compliance. In fact,
according to regulator compensation research, some of these supervisors receive
commission over-rides on the salespersons they oversee. An easy fix here would be for
regulators to make it crystal clear that dealers are accountable for the actions and
inactions for whom they have supervisory accountability. In my opinion, that would
quickly lead to better dealer compliance and supervision and greatly increased investor
protection. After all, a client signs a contract for service with dealers, not individuals.

I would like to make it very clear that dealer Reps should not be permitted to act as
trustees/ executors or Act under POA’s. for clients .It took considerable effort to defeat a
prior IIROC proposal that would have permitted this. There should be no exception or
exemption on this critical point.

I remain constructively critical that these proposals will have the intended effects. After
all, many provisions are already enabled in current MFDA and IIROC. Rules Some
conflicts are irreconcilable with best interests. . I believe that until the conflicts-of
interest issue is dealt with head on, non- optimum outcomes for investors will prevail. I
therefore recommend that the CSA take steps to prohibit certain conflicts outright for
those offering personalized financial advice. An example would be referral payments from
lenders to registrants that recommend borrowing to invest.

I would like to express my concern re reverse churning. This could be the next big
minefield for the retail investor.

On the planning side I recommend that some fences be put around what constitutes
financial planning, what a financial plan should contain and who can use the title financial
planner.

I also urge the CSA to act upon FAIR Canada’s Report on the protection of vulnerable
Investors. See https://faircanada.ca/submission-category/report-vulnerable-investors-
elder-abuse-financial-exploitation-undue-influence-diminished-mental-capacity/

I believe any client-focussed initiative should include dispute resolution .it has been over
two years since release of the Battell report on OBSI and the CSA has not acted upon its
sound recommendations. I urge the CSA to include retail investor representation on its
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board of directors and to provide OBSI a binding recommendation mandate.
See Complaint Handling and Best Interests
http://www.canadianfundwatch.com/2017/10/complaint-handling-and-best-
interests.html

One major element missing from the KYC consultation section is a requirement that a
registrant maintains evidence of the process used to collect and analyze the information.
There is discussion in the CP but the CP is not enforceable. Therefore, unless there is a
rule, dealers can let their Dealing Reps ask whatever questions they want as long as the
KYC form is filled out. But what questions were asked to determine risk tolerance for
example? Not required to be documented. Just the outcome has to be documented. In
our experience, the biggest systemic problem relating to unsuitable advice is improperly
assessing KYC (particularly risk tolerance). It’s hard to figure out what happened after
the fact if there is no documentation of what was asked. This record would make
complaint and OBSI investigations much easier.

In parallel with the implementation of these reforms, I recommend a dramatically
enhanced national investor education program that will explain investor rights and dealer
obligations.

Finally, I conclude by stressing the need for timely, effective enforcement and sanctions
that have a demonstrated individual and general deterrence effect. The CSA is no doubt
aware of what needs to be done to improve the credibility of regulatory enforcement,
especially those of the SRO’s.

I urge the CSA to give this initiative top priority as every day that passes, the financial
lives of Canadians are threatened by the Caveat Emptor environment they face today.
My core position is that a fiduciary standard is needed as the fundamental principle in the
provision of personalized financial advice and that embedded commissions inherently
undermine this principle. The CSA needs a vision for establishing a professional financial
advice industry in Canada.

I cannot agree that an SRO rule should ever allow a registrant to lend money, provide a
guarantee in relation to a loan of money, extend credit, provide margin or lend securities
or any other asset, to a client but para 13.4.4 (2) would not disallow this. The exceptions
are a booby trap awaiting the unsuspecting investor and must be revised. I also do not
agree that a SRO rule should ever permit a registrant to act under a Power of Attorney
from a client, act as a trustee with respect to a trust in which a client is the settlor or
beneficiary, or act as a trustee or executor in respect of the estate of a client, or
otherwise have full or partial control or authority over the assets of a client as might be
permitted by Para. 13.4.4 (c). Such arrangements are just a problem waiting to happen.
I agree that a registrant must not borrow money, arrange a guarantee in relation to
money the registrant has borrowed, or borrow securities or any other assets, from a
client. The sanctions for such activity should be severe.
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The proposed new rules includes measures requiring dealers to train Dealing Reps on
“compliance with securities legislation, including conflicts of interest requirements, the
KYC and KYP obligations, the obligation to make a suitability determination and
prescribed elements of the securities available through the firm.” That is long overdue. I
strongly recommend the training include a discrete module on ethics. Dealers must also
train Reps on products they approve their Reps to sell. A prime example where this did
not happen involved the sale of leveraged and reverse ETF’s resulting in a significant
number of client complaints. A current example would be Alt funds.

Summary and Conclusion

This is a critically important consultation for retail investors. There may not be another
one on this subject for a decade. The consultation paper is written in legally correct
language and riddled with bear traps that ordinary investor commenters may not detect.
An example is the use of Dealing Reps as executors. At first glance it appears the CSA
has banned such duties except that a careful eye will detect that the door is wide open
for an SRO to allow such duties by the exception permitted in 13.4.4 (3). Exceptional
expertise is required to wade through hundreds of pages, each page perhaps containing
a key word or phrase that negates the value of the claimed protection. I therefore
strongly recommend that the CSA and the SRO's utilize their restricted funds to finance
an independent qualified firm to make Comments representing investor interests. This
firm would consult with individual investors and consumer groups

In this environment, prospects of additional consultations involving regulators that
appear to have been co-opted by industry and advocates that have been sapped of their
will to advocate are worrisome. It appears that the CSA has determined, despite
protestations to the contrary, that while investor interests are important the interests of
the industry are more important. I would not expect a fundamental change of corporate
culture to result from these reforms.

If these modest reforms are not deployed, and it appears likely they will not, I think it is
time to seriously consider the establishment of a national financial. Maintaining the
status quo and expecting different, let alone better, outcomes is the very definition of
insanity.

Permission is granted for public posting.

Respectfully,

Art Ross
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http://cawidgets.morningstar.ca/ArticleTemplate/ArticleGL.aspx?culture=en-
CA&id=781441

Investing industry is a drag on returns- by design
http://www.theglobeandmail.com/globe-investor/investment-ideas/strategy-lab/growth-
investing/why-mutual-funds-hurt-your-returns/article4619712/".

Leave deferred sales charges for mutual funds to the dinosaurs - Globe and Mail
http://www.theglobeandmail.com/globe-investor/funds-and-etfs/funds/leave-deferred-
sales-charges-for-mutual-funds-to-the-dinosaurs/article28088507/

Talk versus action on embedded commissions ban | Advisor.ca
http://www.advisor.ca/news/industry-news/talk-versus-action-on-embedded-
commissions-ban-223245

Retail Financial Advice: Does One Size Fit All?

Stephen Forester, Juhani T. Linnainmaa, Brian T. Melzer, Alessandro Previtero NBER
Working Paper No. 20712 November 2014

Using unique data on Canadian households, we assess the impact of financial advisors on
their clients' portfolios. We find that advisors induce their clients to take more risk,
thereby raising expected returns. On the other hand, we find limited evidence of
customization: advisors direct clients into similar portfolios independent of their clients'
risk preferences and stage in the life cycle. An advisor's own portfolio is a good predictor
of the client's portfolio even after controlling for the client's characteristics. This one-size-
fits-all advice does not come cheap. The average client pays more than 2.7% each year
in fees and thus gives up all of the equity premium gained through increased risk-taking.
http://fbe.usc.edu/seminars/papers/F 10-3-14 LINNAINMAA.pdf

How much do investors lose from conflicted advice? « The Mathematical Investor
http://www.financial-math.org/blog/2015/02/how-much-do-investors-lose-from-
conflicted-advice/

A fund-by-fund break down of the hidden advice fees Canadians are paying -
The Globe and Mail
http://www.theglobeandmail.com/globe-investor/funds-and-etfs/funds/table-trailer-
fees/article29792039/

Investment fees cost Canadians hundreds of thousands
http://www.newswire.ca/news-releases/next-to-buying-a-home-investment-fees-can-be-
the-average-canadian-households-largest-single-expense-587432951.html
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Morningstar research: How Expense Ratios and Star Ratings Predict Success. To
see the results, click here. http://factualfin.com/blog/blog2.php/how-expense-ratios-
and-star-ratings-pred In other words, Fees Count!

Lessons from proprietary mutual fund returns - Yahoo! Finance Canada
http://ca.finance.yahoo.com/news/lessons-proprietary-mutual-fund-returns-
195227448.html

How Fund Fees are the Best Predictor of Returns | Morningstar
http://www.morningstar.co.uk/uk/news/149421/how-fund-fees-are-the-best-predictor-
of-returns.aspx

Financial Advisors: A Case of Babysitters? by Andreas Hackethal, Michael Haliassos,
Tullio Jappelli: SSRN
bank advisory services. http://www.csef.it/WP/wp219.pdf

Do advisors really help reduce the buy high, sell low trap or do they contribute
to it? In their study, "Assessing the Costs and Benefits of Brokers in the Mutual Fund

Industry,"

Have active Canadian fund managers earned their keep?: Morningstar
http://www.morningstar.ca/industry/articles/Active Passive White Paper.pdf

CFA Institute Integrity List: 50 Ways to Restore Trust in the Investment
Industry

http://www.cfainstitute.org/about/vision/serve/Pages/integrity list.aspx #3 Place the
client’s interests before your own; #8 Strive for a conflict-free business model

Risks to Customers from Financial Incentives
http://www.fsa.gov.uk/static/pubs/guidance/gc12-11.pdf [UK FSA]

Why hasn't indexing taken root in Canada? | Christopher Davis | Fund Investing |
Morningstar
http://cawidgets.morningstar.ca/ArticleTemplate/ArticleGL.aspx?culture=en-
CA&id=781441

Managing conflicts of interest in the financial services industry: ASIC
http://download.asic.gov.au/media/1327370/Conflicts discussion paper April 2006.pdf

PROTECTING SENIOR INVESTORS -Compliance, Supervisory and Other Practices
When Serving Senior Investors
http://iiac.ca/wp-content/uploads/Canadas-Investment-Industry-Protecting-Senior-
Investors March-18-2014.pdf

The Best Interest Standards and the Elderly - Canadian MoneySaver
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http://www.people.hbs.edu/ptufano/bbenefits_Nov2004.pdf
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https://www.canadianmoneysaver.ca/the-best-interest-standards-and-the-elderly/

What Investors Want: CFA Institute
https://blogs.cfainstitute.org/investor/2016/02/18/what-investors-want-2/

G20 HIGH-LEVEL PRINCIPLES ON FINANCIAL CONSUMER PROTECTION
See section 6 conflicts of interest
https://www.oecd.org/g20/topics/financial-sector-reform/48892010.pdf

TR14/4 - Risks to customers from financial incentives — an update - Financial
Conduct Authority https://www.fca.org.uk/news/tri4-4-risks-to-customers-from-
financial-incentives

Supervising retail investor advice: inducements -FCA
https://www.fca.org.uk/publication/finalised-guidance/fg14-01.pdf

Impacts of conflicts of interest in the financial services industry: U.D DOL
https://www.dol.gov/sites/default/files/ebsa/laws-and-requlations/rules-and-
regulations/proposed-requlations/1210-AB32-2/conflictsofinterestreport4.pdf

FCA cracking down on inducements Report at
https://www.fca.org.uk/news/inducements-conflicts-interest-thematic-review-keyfindings
Trailer commissions not the only way advice is skewed.

Self-assessment tool to manage conflicts of interest: IIAC
http://iiac.ca/wp-content/uploads/Conflicts-of-Interest-Self-Assessment-and-Materiality-
Weighting-Considerations-June-1-2012.pdf

Is Conflicted Investment Advice Better than No Advice?: NBER
http://www.nber.org/papers/w18158

Supervising retail investor advice: inducements and conflicts-of-interest -FCA
https://www.fca.org.uk/publication/finalised-guidance/fg14-01.pdf

Collapsing Arguments for Conflicted Advice | Huffington Post
http://www.huffingtonpost.com/dan-solin/collapsing-arguments-for b 8311552.html

Financial Illiteracy meets conflicted advice: John Turner
http://www.actuaries.org/stjohns2016/presentations/Tue Plenary Turner.pdf

Opinion: Conflicted advisors — when weekly sales targets take priority over
client care
http://m.wealthprofessional.ca/opinion/opinion-conflicted-advisors--when-weekly-sales-
targets-take-priority-over-client-care-207865.aspx
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Conflicted advice and second opinions: Lowenstein
http://www.cmu.edu/dietrich/sds/docs/loewenstein/ConflictedAdvice2ndOpinions.pdf

Ambachtsheer and Waitzer comment letter to CSA re Best interests
http://www.osc.gov.on.ca/documents/en/Securities-Category3-
Comments/com 20160909 33-404 waitzere-ambachtsheerk.pdf

The Market for Conflicted Advice by Briana Chang, Martin Szydlowski:: SSRN
Abstract: We study decentralized markets in which advisers have conflicts of interest
and compete for customers via information provision. We show that competition partially
disciplines conflicted advisers. The equilibrium features information dispersion and
sorting of heterogeneous customers and advisers: advisers with expertise in more
information sensitive assets attract less informed customers, provide worse information,
and earn higher profits. We further apply our framework to the market for financial
advice and establish new insights: it is the underlying distribution of financial literacy
that determines the consumers’ welfare. When advisers are scarce, the fee structure of
advisers is irrelevant for the welfare of consumers.
http://papers.ssrn.com/sol3/papers.cfm?abstract id=2843050

Fund Fees Predict Future Success or Failure: Morningstar
http://news.morningstar.com/articlenet/article.aspx?id=752485

Regulatory Guide 246 Conflicted Remuneration: ASIC
http://download.asic.gov.au/media/1247141/rg246.pdf
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