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COSTS, CONFLICTS AND COMPENSATION TRANSPARENCY WORKING GROUP COMMENTS
The Registration Project Steering Committee has constituted the Costs, Conflicts and Compensation Transparency Working Group (Working Group) to examine the costs of trading and advisory services and compensation provided to registrants in the provision of those services. The Working Group is also charged with determining how conflicts should be handled in connection with costs and compensation.
It does not actually address any of the two structural causes of conflicts of interest addressed in the Fair Dealing Model, nor does it address issues relating to how these conflicts affect advice given to individuals or how to manage the conflicts.   Throughout this and the other two documents, the purpose of the FDM to push towards an advice driven financial services framework is broadly and silently repealed.  
It does not specifically examine the costs of trading and advisory services and compensation provided to registrants in the provision of those services.  This would have involved an analysis of the relationship between the output (services) and the costs (compensation etc) attributed to each type of service, which would have helped assess how conflicts affect advice and the cost of advice. 

The goal of the Working Group is to consider whether the regulatory requirements governing costs and compensation were in keeping with the governing principles enunciated in the Fair Dealing Model Concept Paper. In particular, the requirements governing costs, compensation and conflict transparency should ensure that clients receive adequate disclosure in an accessible, understandable form and that any conflicts inherent in the client/registrant relationship are managed in way that avoids self-serving outcomes. If they do not, the Working Group is charged with providing recommendations to the Registration Project Steering Committee to ensure that the requirements uphold the governing principles. 
This document fails to adequately address self serving outcomes.  It addresses disclosure but does not demand it outright and it fails to address regulations dealing with self serving outcomes where it impacts on wealth and asset management advice for the individual investor, for which there are none currently in existence.  
As such it fails to address each individual investor’s fundamental rights with respect to their own capital.  For example, taking a trailer fee without informing the client and without disclosing the exact amount (or an approximate exact amount) is a breach of a basic human right.  Such an action is probably contrary to contract law and in this context could even be considered a fraudulent misrepresentation.  Trailer fees are an example of an extreme conflict of interest and decisions resulting in trailer fees are without a doubt self serving.  

The Working Group’s mandate is restricted to making recommendations with respect to the rules and by-laws of Investment Dealers Association and the Mutual Fund Dealers Association (the selfregulatory organizations, or SROs).

If the objective is to assess whether regulatory requirements governing costs and compensation are in keeping with governing principles of the FDM, it must not restrict itself to rules that exist but rules that do not and should exist.  As such there is no restriction, only a restriction as to whom these recommendations apply.
We recognize that the relationships between clients and registrants are commercial in nature, and that clients should expect to pay for the products and services they receive.  We also recognize that the costs of implementing recommendations should be commensurate with the benefits that clients will receive from the additional information provided.

Should there actually be a cost/benefit justification with regard to the need for disclosure?  We are dealing with a failure to disclose which represents an omission of a duty to act honestly and in good faith.  
Disclosure and transparency are innate investor rights, not probabilities of a cost/benefit analysis.  Investors should be seeking redress as these rights have been taken without permission.  To ask investors to wait for the outcome of a cost benefit analysis is a travesty.

It is worthwhile noting that eliminating trailer fees and moving to a fee basis for advisory portfolios would reduce costs and simplify the administrative and compliance issues.  So this is not about costs, it is about interests, conflicts of interests, self serving outcomes and a wholesale and complicity ommission to disclose interests honestly and in good faith.  
One of the most important principles of modern capitalism is competition.  Practices which are anti competitive are ruled against and are considered bad for the public interest.  Yet, we have a clear failure to disclose material facts that investors need to make decisions about the competitive nature of services available in the market place.  Investors should know what they are paying in any commercial transaction.  

If it is because of the trust that investors place in their advisors that the industry has been able to get away with what they are doing, then such practices involve a breach of trust and therefore a breach of a fiduciary duty. 
Recommendations accepted by the Registration Project Steering Committee will be communicated to a working group involving the SROs and used as guidance in assessing existing requirements and creating or amending SRO rules, by-laws, or policies, as required. After the SRO rule, by-law and policy changes have been determined, the Registration Project Steering Committee will consider whether corresponding changes to securities laws or regulations are needed.

It may be that the investor is going to need a statutory declaration of human investment rights.  The IDA and MFDA have their noses too deep in their own pie to deal investor rights.

We have described some recommendations as “long term”. We recognize that certain recommendations will require changes to dealers’ back office systems, including the ability for dealers and fund managers to share information that they do not share at present, and that dealers and their service providers will require time to make the necessary system changes. We expect that the SRO rules, by-laws, or policies can be adopted in the same time frame as the other recommendations, but that the effective date will take into account the time needed for system changes. We believe this will provide dealers and their service providers with the necessary certainty about the system requirements with sufficient time to make changes. We also recognize that some dealers may encounter more difficulty than others in making system changes to accommodate the requirements.

Many of the changes needed represent a redress of violations of basic human rights and need to be amended immediately.  The only time constraint should be the time it takes to physically alter the systems to record and detail the necessary communication of information.  Consumers are paying without knowing, are possibly paying too much, do not have the information to make important decisions, financial security may be impaired by excessive costs and decisions of self interest and investors are generally unaware of the value for money they are receiving.  
What of their costs?  It is wrong that investors should wait and pay while the industry waits and earns.
The SROs and the OSC have already had three years notice to deal with the issues stated in early FDM communication.  The industry has also been aware of these issues, that they have not pre-empted them is as good an indication as any of their own self serving interests and as good a reason as any to take the decision out of their hands.   
Information-gathering process

We met in person in Toronto on three occasions and by conference call on two occasions to examine issues related to costs and compensation, and conflicts arising with respect to costs and compensation. At these meetings we decided to use a gap analysis approach. 

We examined current requirements governing costs charged and compensation earned with respect to specific investment products and services. We then determined where regulatory gaps exist in the current system. The recommendations provided in this paper are the culmination of that process.

Existing Requirements

Securities legislation and SRO requirements already address conflicts of interest, and potential conflicts of interest, in a number of ways. For example: 

• a dealer may not act as principal in a transaction unless it has disclosed to its client that it is acting as principal; 

• an advisor must disclose in any printed or published material any interest that the advisor or any partner, officer or director of the advisor has in the securities referred to in the printed or published material;

• in any printed material in which a dealer makes a recommendation to buy, sell or hold securities, the dealer must disclose whether: it will receive a fee as a result of the recommended action; it has assumed an underwriting liability with respect to the securities in the past 12 months; or it has been paid for providing financial advice to the issuer of the securities in the past 12 months;

• a registrant may only vote securities that it beneficially owns; that is, it cannot vote securities registered in the name of the registrant that are beneficially owned by a client;

• a registrant may not act as an underwriter with respect to securities of a related or connected issuer unless it meets specified conditions; 

• a registrant must disclose to its clients a list of related issuers of the registrant that are reporting issuers;

• a registrant may not trade in or purchase securities of the registrant or of a related issuer of the registrant on behalf of a client unless the registrant has advised the client of the relationship between the issuer of the securities and the registrant;

• confirmations of sales or purchases of securities of the registrant or a related issuer of the registrant must state that the securities are securities of the registrant or a related issuer of the registrant;

• a registrant may not act as an advisor with respect to securities of the registrant or a related issuer of the registrant unless the client has granted specific consent for the registrant to do so

• tied selling in relation to investing in securities is prohibited;

• a registrant may not trade, or permit others to trade, based on knowledge of trades made or to be made for a discretionary or managed account;

• a branch manager of a registrant must review trading activity to detect conflicts of interest between registered individual and client trading activities.

We attempted not to duplicate any of the existing conflicts of interest provisions. We also noted that the above list is not exhaustive.  

Disclosing an interest is not the same thing as being affected by an interest.  Managing these interests was part of the objective of the fair dealing model.  Most of the above relate to disclosing interests, which may conflict but do not bar advisors from operating with conflicts as long as they are disclosed and does not therefore prevent decisions resulting in self serving outcomes.  
Whether the above rules are sufficient to prevent a conflict of interest from acting against the best interests of the investor can only be ajudged on a case by case basis.  But, because there are no rules regarding the quality and cost of advice in self serving outcomes, there is no effective protection against self serving outcomes in the current regime.  
The only way to assess self serving outcomes is to have clear statements of standards of service and limitations of standards of service, of costs and of performance and that these standards are used as service benchmarks.  
It is a moot point as to whether someone responsible for objective and impartial management should be allowed to have interests that conflict.  But this is the overriding structure of the current wealth management industry in Canada.

It is also a moot point as to whether a client can claim restitution for a conflict of interest if this conflict was disclosed, irrespective of its consequences.  The FDM raised these issues when discussing structural conflicts of interest.  “Firms must insulate their retail investment business…firms cannot offer incentives, pressure or quotas”.  Where are the IDA and MFDA rules regarding this?  Where are the comments regarding the lack of such rules?  Why are these not being discussed in this document when they were clearly discussed in the FDM concept paper?
Recommendations need to be put to assess the structure and operation of firms in this area and possible regulatory oversight.  This is an OSC regulatory responsibility.  Is the OSC protecting the investor from unfair and improper practises?  No.  Are trailer fees fraudulent practises?  Possibly!
Another area of concern regarding potential conflicts of interest in the FDM concept paper was the main method of remuneration and that the rules and regulations noted did not touch on how to manage these conflicts.  Additionally, the concept paper discussed the fact that the rules and regulations largely ignored the impact advice can have on the client.   

Because there are no service standards, there are no rules to ensure that advice is in keeping with those service standards.   
If we are truly in an advice led market place then we can no longer play by the rules of a transaction based system.  The only way you can force companies to act in the best interests of the investor is to force them to disclose not only their costs and their conflicts of interests (not just in front of the client but in an open and accessible form to investors looking for advisors) but their service standards, service processes, investment approach, portfolio construction, planning and management methodologies, client education materials, risk assessment processes and rationale, and their portfolio performance.  Significant deviation from these standards within the service process is a breach of the duty of care.  The client needs to know what to expect at every stage and where outcomes deviate from expectations these needs to be justified explained and related to service standards issued by the service provider.
As such, costs, conflicts and compensation cannot be viewed separately from the whole.  
Costs, conflicts and compensation associated with specific investment products 
Different costs and compensation structures exist with respect to different investment products. Different requirements govern the treatment of costs, conflicts and compensation with respect to different investment products. We have attached a table setting out the various costs and compensation associated with specific investment products and the current self-regulatory organization requirements that govern costs and compensation.

We discussed equities, fixed income securities, investment funds, managed accounts, fee-based accounts, registered plans and other accounts, and foreign exchange. The more problematic areas are those where clients may not be able to see the fees charged for the transaction or service. In that regard, we determined that investment funds and fixed income securities were the most complicated products with respect to costs and compensation. Foreign exchange instruments generated little discussion.

Recommendations

We determined that there were several gaps in the current regulatory requirements with respect to costs and compensation. We provide some recommendations in relation to the following specific investment products and services.  

1. Equities

Most retail equity trades are conducted through an exchange or quotation system.  These are typically transparent markets in which participants can see the available offers to buy or sell securities, and which provide near-real time data feeds of trading activities to the public. We believe that current regulatory requirements regarding these equity trades are sufficient.

The transparency of the equity market is an interesting point.  If the market for the provision of advice for the private individual was as regulated as that of the capital market there would have been no need for the fair dealing model in the first place. 
Importantly, what is not understood is that the capital markets and the market for the management of personal financial capital are two separate markets, with two separate objectives and a true competitive system for personal financial management would divorce the two markets entirely.  Securities regulation and IDA rules and bylaws only deal with the first market.
We were amenable to the notion of including disclosure on the trade confirmation of fees payable to the dealer with respect to a distribution. 

Some members of the Working Group also suggested that there should be a requirement to provide additional disclosure where a distribution has unusual compensation terms. For example, assume a dealer or salesperson is able to earn the IDA Policy 2 Minimum Standards for Retail Account Supervision. For the purpose of this discussion investment funds include open-end mutual funds, closed-end funds, and other structured products such as hedge funds.

A distribution for the purposes of this paper may be considered a trade from the issuer’s treasury or from the holdings of a control person. A distribution is typically effected pursuant to a prospectus or as a private placement.

“normal” commission for selling securities of one issuer but twice the “normal” commission for selling securities of another issuer. A reasonable observer would expect the reason for the difference is to provide an incentive to sell the securities of the first issuer irrespective of whether it was the more appropriate investment for the client. Most clients will not know what is a “normal” commission, so even disclosure of the amount of the commission would not provide adequate transparency in these circumstances. However, disclosure that the commission is in excess of the “normal” should alert the client about the possible conflict. We recognized that there could be some difficulty defining the “normal” commissions for distributions.

Again there is ignorance of the importance of the relationship between costs and added value and the ability to compare costs and performance across the board.  If clients had mandatory benchmarks then they could compare the costs and the performance of their assets over time.  In the end, it is not just a question of what you pay but also what you get.  After all, unless you have been put in an index ETF you are paying for active management.  
An investor is not a securities point of distribution for a brokerage firm and their return matters.  
A conflict may arise when a dealer is acting as an underwriter with respect to a distribution of securities of a related issuer or connected issuer of the dealer. We note that National Instrument 33-105 imposes certain restrictions and mandates disclosure in an offering document in these circumstances. We also note that securities legislation also requires additional disclosure on trade confirmations for trades in securities of the registrant, of a related issuer of the registrant, or of a connected issuer of the registrant.

Recommendations:

We recommend that trade confirmations should contain disclosure of fees payable to the dealer with respect to a distribution.

We recommend that the SROs determine the feasibility of defining a range of “normal” commissions for distributions of different types of securities, and whether commissions higher than the range could be disclosed as such on trade confirmations.

The SROs can consider whether “normal” commissions should be determined with respect to the particular dealer’s practices or whether it should be determined on an industry-wide basis.

If you are going to allow conflicts of interest as long as they are disclosed and extra incentives as long as they are justified, then there has to be a quid pro quo.  The advisor has to justify their return in the form of added value to the client.  One method is mandatory performance benchmarking.
The other issue that keeps recurring relates to the fact that the above relates primarily to rules for the regulation of the securities market and not as such the market for the management of personal financial needs.  The only way we have issues with commissions from distributions is that the two markets are not defined and the relationship between the two markets not sufficiently separated.  It would be best that the advisor receives no special commission for such distributions, only receiving a normal commission.  

Additionally another point that is ignored; advisors select securities, salesman sell securities, traders buy and sell securities.  An advisor should receive a selection return and not a selling return.   
2. Fixed income securities

The main problem identified is that the markets in fixed income securities are not as transparent as listed equity markets. As noted above, equities generally trade based on open offers of prices at which a party will buy or sell a security. The fixed income market is generally a principal market. This means that the dealer sells to the client out of the dealer’s own inventory or buys from the client for the dealer’s own inventory, as opposed to acting as an agent to facilitate a trade between two clients.  
Quotes or indications of interest may be available on the dealer’s website or the client may have to contact the dealer to obtain them. Clients may have to have an account at each dealer to get a meaningful price quote. The result is that clients cannot easily determine if they are receiving reasonable prices on a fixed income security.

However, there are some alternative trading systems that provide retail clients with access to quotes on fixed income securities, both government and corporate debt.

They provide their quotes for free on the Internet and summary information is provided to newspapers. As well, National Instrument 21-101 has imposed transparency requirements on dealers trading corporate bonds in a marketplace, as defined in that instrument. CanPX, the information processor for corporate debt securities disseminates information on corporate debt trades within one hour of execution.

When dealers act as principal on a trade in a fixed income security, the prices include a mark-up, or internal transfer price, that serves the same function as the commission charged when trading equities. National Instrument 23-101 requires dealers to record the price at which a trade occurred, including the mark-up or mark-down. As a result, to comply with National Instrument 23-101 dealers must already have policies, procedures and systems to track and record the mark-up and mark-down on fixed income securities.

We discussed whether a dealer should be required to disclose the mark-up to the client. We recognize that a number of factors that can affect the mark-up. For example, the size of the dealer’s holdings of a particular fixed income security compared to its desired holdings will affect the price quoted. Also, the mark-up may increase when the fixed income security has been in the dealer’s inventory for a long period of time and the dealer has borne market risk on the security. We also noted NASD Rule 244016 respecting an upper limit on mark-ups when the dealer acts as principal.

A conflict may arise when a dealer is acting as an underwriter with respect to a distribution of securities of a related issuer or connected issuer of the dealer. We note that National Instrument 33-105 imposes certain restrictions and mandates disclosure in an offering document in these circumstances.

Clients need to be able to compare prices. We expect that increased transparency, combined with a rule limiting the percentage mark-up or mark-down that a dealer can charge, will lead to increased confidence in the fixed-income securities market. 16 NASD Rule 2440. Fair Prices and Commissions

In "over-the-counter" transactions, whether in "listed" or "unlisted" securities, if a member buys for his own account from his customer, or sells for his own account to his customer, he shall buy or sell at a price which is fair, taking into consideration all relevant circumstances, including market conditions with respect to such security at the time of the transaction, the expense involved, and the fact that he is entitled to a profit; and if he acts as agent for his customer in any such transaction, he shall not charge his customer more than a fair commission or service charge, taking into consideration all relevant circumstances, including market conditions with respect to such security at the time of the transaction, the expense of executing the order and the value of any service he may have rendered by reason of his experience in and knowledge of such security and the market therefore

Recommendations:

The best solution would be to have a fully transparent fixed income market but that is outside the scope of this project. We recommend the continuation of current regulatory initiatives to improve transparency.

We recommend that dealers disclose the mark-up or mark-down on trade confirmations with respect to transactions in fixed income securities. We also recommend that this information be provided to clients on request before executing a trade in a fixed income security.

We recommend that the SROs consider a rule similar to NASD Rule 2440 limiting the percentage mark-up or mark-down that a dealer is permitted to charge when it is acting as principal, and a policy similar to the companion policy to NASD Rule 2440. 
All compensation earned needs to be justified, whether this is a transaction commission or a return earned as a result of being the principal in the trade or the return earned from underwriting a new issue.  Importantly, bid offer spreads also need to be shown for each security purchased and sold.

3. Investment Funds

Addressing the issues related to compensation paid and costs charged with respect to investment funds is complex. The major part of the problem is that most investment funds have embedded compensation that is paid from the fund manager to the dealer. This includes sales commissions paid at the time of the sale, on-going trailer commissions, or both. Many funds are sold on a deferred sales charge basis, under which the client is not charged a commission at the time of the sale but is required to pay a fee if the client sells the fund within a certain number of years of purchase.

They fail to point out that a commission does not have to be taken and that deferred sales charges only exist because much of the industry is still transaction as opposed to advice led.  
A commission is a fee received in consideration of the effort expended in selling something, while a fee is consideration of the effort expended in selecting something.  It is not a complex issue.  
You are either advice led in which case you charge a fee or, you are sales led and receive a commission
The commission structure on mutual funds is another example of a conflict of interest leading to wholesale self serving outcomes?  

A complicating factor is the over-abundance of disclosure that is required with respect to investment funds. However, cost and compensation disclosure with respect to the client’s transaction is not provided in a concise, readily accessible fashion, particularly with respect to deferred sales charges and trailer commissions. We discussed possible changes to the prospectus disclosure requirements, but such changes are outside the scope of this project.

The Joint Forum of Financial Regulators is working on the issue of point of sale disclosure and intends to design a two to three page disclosure document that contains the most pertinent information about an investment fund. This document would contain information about costs and compensation. Unfortunately, the point of sale project is likely a few years from completion.

Let us pray they are not waiting for this working group too. But this document is about the disclosure required of the primary advisor and waiting for the point of sale disclosure documentation required by mutual funds should not even be a consideration.  

Working Group members have differing views about what type of information should be provided and by whom. Some Working Group members would like clients to be provided with information about the total costs of their funds in a comprehensive, understandable form. These costs would include the management fees earned by the fund manager with respect to the specific client’s assets, as well as the sales and trailer commissions paid to the dealer and to the salesperson on an annual basis.

Other Working Group members believe that clients receive as much information as they want under current requirements, and those clients who wish to determine costs in detail can determine this from information in a fund’s prospectus. However, it was acknowledged that this calculation might be difficult for many clients.

Again, members need to be reminded that it is not their money they are talking about.  It is a concern that those charged with determining the necessary changes to protect the rights of investors hold these self serving attitudes.  
A further view held that account and fund performance, after fees, is all that clients really want since that is the standard by which they judge the benefits of any costs they pay: a low-cost fund that loses money still is not a bargain, and a high-cost fund with a high return may be worth the expense. However, performance reporting is outside the scope of the Working Group’s mandate and is being dealt with by the Performance Reporting Working Group.

Performance and value for money is the consideration for costs and compensation.  To ignore consideration is to ignore one of the most important legal principles of all, the law of contract.  Again, the members appear to forget what self serving outcomes are and whose money it is.  You buy an appliance and you know what you are getting for the additional cost relative to the cheaper model.  Performance after fees is not all that clients really want.  It may be all that the industry want the investor to see, because then they would truly see the impact of costs, compensation and advice on the value added by the services in question.   
There was considerable discussion about who should be providing information to the client about investment fund costs and compensation. Some Working Group members believe that the information should be provided by the investment fund itself. Other members believe that the dealer should provide the information, as it is the dealer that has the direct relationship with the client and that only the dealer would be able to provide information with respect to all of the client’s investment funds.

Responsibility should lie with the person who receives and decides the method of compensation.  In an advisory relationship where the advisor is charged with security selection and not sale, it is without doubt the responsibility of the advisor to ensure that all costs and compensation are communicated to the client.  At the same time, all transaction statements form the fund company should include all current and future compensation resulting from the trade.  The advisor needs to let the client know before the trade and the fund company needs to report it after the trade.  Additionally the advisor needs to let the client know total compensation and or fees paid in respect of the management of the account or portfolio depending on the terminology used.

However, we recognize that dealers may not have the necessary data. For example, a dealer’s back office system would not typically include the detailed information about a fund’s management and trailer commission percentages or the deferred sales charge schedule that would be needed to calculate the fees attributable to specific clients.

Dealers need to be able to provide this information, irrespective.  If the client is not told about the trailer, is not told that it comes from his or her money, is not given a choice and does not give explicit authorisation for the advisor to take these fees, then there is misrepresentation.      
The fund manager has this information, and would have to provide it to dealers on a client-by-client basis.  
We noted that, at present, the disclosure of trailer commissions in investment fund prospectuses is typically given as a range for all the funds distributed under the prospectus, such as that it may be from 0% to 100% of the management fee. This does not give a client sufficient information to determine how much the dealer actually receives with respect to the client’s investment.

We noted that some fund managers pay a higher trailer commission based on the length of time that the client maintained an investment in a particular investment fund or in investment funds managed by the manager. This payment is clearly intended as an incentive for dealers and salespeople to recommend that clients not switch to other investments and, as such, is a clear conflict of interest for the dealer and the salesperson.

Yet another interest, which, conflicts with the interests of the client, potentially leading to a self serving outcome.  

We noted that salespeople may have a financial incentive to switch clients’ investments between similar investment funds in order to receive further sales commissions. This has been observed when a client has held a fund subject to a deferred sales charge long enough that there is no longer a redemption fee, and the salesperson recommends switching to another fund with similar investment objectives and performance history. We believe that clearer, on-going information about cost structures will help clients protect themselves in these circumstances. In addition, dealers’ compliance systems should be designed to detect and prevent such practices. 
Again, clearer information about cost structures is not the only thing needed here.  Clear regulation to prevent practices contrary to the public interest is also needed.
Recommendations:

We recommend that clients should be provided with general cost information about their investment funds on an annual basis. Dealers should disclose annually whether they receive a trailer commission and should inform clients that they can find more detailed information about the trailer commission in the prospectus. 
Dealers should also disclose annually whether a client’s fund holding is subject to deferred sales charges and how such charges work. The disclosure could, for example, be a notation beside each investment fund on the statement of account to indicate whether the fund pays the dealer a trailer commission and whether the client’s holding is subject to deferred sales charges. We expect that this kind of general information could be provided in relatively short order once a requirement is in place.

We also suggest that the Account Opening Working Group consider recommending that dealers provide information about how trailer commissions and deferred sales charges work at the time of account opening.

We recommend that trade confirmations use clear prose to describe the kinds of charges that are made with respect to an investment fund. For example, rather than using the acronym “DSC” the trade confirmation should contain the words “deferred sales charge” and refer the client to the prospectus for further details.  

We recommend that trade confirmations alert clients when the dealer will be receiving on-going compensation with respect to the investment fund, such as a statement that the dealer will receive a quarterly trailer commission based on the amount of the client’s investment.

This is a clear abnegation of the responsibility within an advisory relationship and furthers self serving interests which conflicts with those of the client.  

Again, we need a clear description of the difference between an advisory and a transaction relationship and have clear rules regarding remuneration for the services performed.  General information is not explicit enough.

Advisor relationships should not be based on deferred sales charges or trailer commissions.  There should be clear disclosure and transparency between all companies as to their treatment of such.  
We are not looking at the public interest here.

Explicit information with respect to actual dollar costs or approximate dollar costs need to be provided.  Otherwise conflicts of interest cannot be effectively managed and value for money determined.  Alerting clients is not enough.  Let us pray that the Joint Forum is not relying on this working group for its own recommendations.

As noted in the discussion section above, there is a project of the Joint Forum of Financial Regulators concerning point of sale disclosure issues. We suggest that at the time the SROs are considering the recommendations above, they take into account the anticipated timing of the completion of the work of the Joint Forum project.

Additional Recommendations:

We identified additional information that we believe clients should receive with respect to investment funds. The recommendations below are not entirely within the scope of this project because they will require systems and procedural changes by fund managers, who are not subject to SRO rules. Because fund managers maintain information about trailer commissions for individual client holdings but dealers’ systems typically do not include that information, fund managers’ systems would have to be changed to provide the information to dealers, and dealers’ systems would have to be changed to receive the information from the fund managers. In addition, implementation of these recommendations will require consultation, and exploration of alternatives, with dealers and fund managers. They may also require changes to the rules of the Canadian Securities Administrators.

Concerns over costs did not enter into the minds of the industry when trailer fees and other hidden forms of compensation were being introduced.  These issues need to be addressed now.  Costs should not stand in the way of the public interest.  The fees already earned from trailer commissions are probably sufficient to retool the entire industry many times over.
• We believe that statements of account should clearly mark or flag any investment funds on which the dealer receives an escalating trailer commission.  For example, there could be a statement, in print no smaller than the body of the account statement, that the dealer is being paid an incentive for the client to retain the investment.

Comments made fully cover this point.  Flagging should hopefully shame enough advisors into submission.
• We believe that clients should receive annual disclosure of the total sales commissions and trailer commissions, in dollars, received by the dealer with respect to each client account. We understand that this would be a longer-term fix. In the shorter term, clients may receive this information separately from each fund manager with respect to investment funds managed by the fund manager.

A long term fix! 
• We recommend that Part B of a simplified prospectus disclose the actual trailer commission that the fund manager will be paying with respect to each investment fund.

We recommend that the public be given the freedom to purchase investments themselves without commission and without the trailer costs.  This would force advisors to compete on service and the quality of their advice.  At the moment there is no true competition for advice in the market place.

Ask yourself this one question.  Being paid a trailer fee from a fund manager means that an advisor is being charged for a service he or she is not performing.  This type of remuneration unless it is offset against valid and measurable services provided by the advisor only serves to increase the costs of the wealth management process at the expense of the investor.  Such is not in the public interest.     
4. Other third party compensation

Dealers may receive a fee for soliciting clients to exercise rights under a rights offering, to tender securities to a take-over or issuer bid, to exercise conversion or exchange options on securities, and in other similar circumstances. Clients may not be aware of the payments, and therefore may not be aware of any financial motivations for the recommendations.

Recommendations:

We recommend that when a dealer makes any recommendation to a client for which the dealer receives compensation from a third party, the dealer should disclose to the client at the time of making the recommendation that the dealer will be receiving compensation from the third party if the client follows the dealer’s recommendation.

Amount of compensation at the very least needs to be provided to the client.  More importantly the above underlines the need for a clear differentiation of the line between the capital markets and the market for the provision of personal financial wealth.
5. Managed accounts

We examined two primary issues with respect to managed accounts: what costs does the client pay and what is the dealer’s compensation. With respect to the first issue, we looked at the potential costs a client might be charged on a managed account. We understand that it may be difficult with current back office systems for a dealer to compile all fees and trading costs for a client’s account.

With respect to the second issue, we considered whether it would be useful for dealers to have to disclose to clients any compensation that is provided to the dealer by third parties. This would include any type of embedded compensation as discussed under Investment funds above. Generally, we believe that this information should be provided to the client. In particular, the client should know how the dealer treats third party compensation. For example, if the dealer invests the account in a mutual fund and receives a trailer commission, the dealer may treat that fee as additional revenue or it may reduce its management fee by the amount of the trailer commission.

Some Working Group members suggested that the most important information to clients who hold a managed account is the account’s performance. We expect that the Performance Reporting Working Group will deal with this.

We note that the SROs currently require dealers to disclose fees for a managed account before the fee is charged, and fees charged to a client’s account will be disclosed on the statement of account.

Recommendations:

Clients should be advised whether the managed account is permitted to hold products that pay third-party compensation and, if so, whether the compensation received by the dealer is in addition to the fee it receives from the client or if the compensation is netted against the client fee.

See other comments.
In the long term, the SROs may consider requiring dealers to determine and disclose the total compensation received by the dealer with respect to a managed account on at least an annual basis. We expect that disclosure would be introduced at the same time as similar disclosure for non-managed purchases of the same products.
See other comments.

6. Fee-based accounts

Fee-based accounts are non-discretionary accounts in which the fees are primarily charged to clients as a percentage of the assets in the account rather than on a transaction basis. The main differences between a fee-based account and a managed account is that often only a certain number or amount of transaction costs are subsumed in the fee (e.g. a client may not have to pay for the first ten equity trades but is responsible for transaction costs thereafter) and a fee-based account is not a discretionary account. In other words, the client makes the decisions for the account. A primary concern with fee-based accounts is a client may pay more than the client would have paid on a transaction basis. For example, an inactive account is likely to pay more in fees that in commissions, particularly if the account is large enough to avoid any minimum commission charge.
Recommendations:

We recommend the same disclosures for a fee-based account about the treatment of third party compensation and of total compensation received by a dealer as for a managed account.

These type of fee based accounts are different from portfolios run on a percentage fee basis.  They are effectively accounts run by the private investor and would be similar to the self managed options discussed in the FDM.  It goes without saying that full and total disclosure should be mandatory for these accounts.   Although, if there is no full disclosure of costs how is the client going to work out the difference between a commission based and a fee based account.
We recommend that clients be given disclosure about the likely difference in overall costs between selecting a fee-based account and a commission-based account before opening a fee-based account or switching from a commission-based account to a fee based account.

We suggest the SROs consider whether it would be feasible for dealers to give clients an annual estimate of the fees that would have been paid in a fee-based account over the previous year if the account had been commission-based. 
7. Registered plan and other account fees

Industry members on the Working Group commented that clients often are unaware of the costs and account-closing terms related to registered plans and other accounts.

Recommendations:

We recommend that the dealer provide its dealer fee schedule to clients each year coupled with information about the costs of closing registered plans and other accounts.

8. Foreign exchange

Industry members on the Working Group commented that clients might not know how the dealer determines the rates used for foreign exchange transactions. 

Recommendations:

We recommend that the dealer disclose how it determines the rates for foreign exchange transactions. In particular, the disclosure should specify whether the dealer charges the client the dealer’s cost or whether the dealer adds a mark-up. This may be done at the time of account opening so we recommend that the Account Opening Working Group consider the issue.

Conclusion

We believe that the recommendations would improve cost and compensation transparency, having taken into account the system costs and other burdens the recommendations would impose on dealers. Clients would be able to use the additional information to assess the effect of conflicts of interest in their transactions with dealers.
Specific comments

Reading these documents one thing that is obvious is that the industry has little rationale or framework for determining what is and what is not advice and is unaware of the significance of the difference between the transaction and, the construction, planning and management of assets to meet financial needs over time.  

In this context, the premise of the FDM was premature; that the industry had become an advice as opposed to a transaction based industry and that regulation needed to change to keep up with the times.

That the regulators had woken up to the need to protect the consumer against the conflicts of interest of a transaction based industry would have been closer to the point.  In this sense, it is not as much that rules need to be changed but that a whole new set of rules need to be set up to deal with what is effectively a different market place and a different set of responsibilities.

OSC and IDA regulations deal essentially with the securities markets and are not intended to manage the market for the management of private client wealth.  Likewise MFDA regulations have risen out of this same framework.  
One can draw the conclusion that the life of the Fair Dealing Model has been carefully expunged by the three working groups, protecting as they are their own mutual interests.  Additionally, because the OSC ‘s framework is directed towards protecting the integrity of the securities markets, it is itself at conflict in trying to resolve interests in what is effectively a market place over which it has no authority.

It is time that the market for the provision of financial advice was fully regulated and the interests of the securities markets and the firms that service those markets effectively separated from the interests of the individual and the markets that serve that individual.  This not going to be initiated by the current regulatory framework; there are too many conflicts of interests.  It is not in the commercial interests of the firms the members of the working group represent to initiate such or applaud the development of such. 
Investors need to know how much they are paying for a service.  Failure to inform an investor of what their advisor is receiving could well be tantamount to misrepresentation in some circumstances.  Advice means selection of investments not the sale of investments and as such no advisor should really be paid by the commission or by the transaction.  That most advisors are still remunerated by commission can mean only one thing.  They are salespeople and their main service is not advice but the implementation of a transaction.  This is reinforced by the recalcitrance on the behalf of IDA and MFDA members to fully institute full and proper disclosure of performance and costs and, a greater commitment to education.  It also reflects the nature and structure of the industry at large; financial institutions that earn a return from the sale of products, services and transactions and advisors that are the distributors not the selectors of these products, transactions and services.  

As such, better qualification of service, costs and accountability of value added will truly reveal what the client is actually getting.
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