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ABSTRACT

Canadian investors pay among the highest expenses and advisory fees worldwide.
There is currently no mechanism in the existing Canadian mutual fund governance
regime to protect investors against excessive advisory fees. Recent changes to the
Canadian securities regulatory framework were precipitated by the mutual fund scandal
in Canada and the United States that involved late trading and market timing and
involved introduction of national instruments for enhancing disclosure and the
introduction of an independent review committee focussed upon conflicts of interest.
While the existing disclosure mechanism in Canada is appropriate, it is not effective
because investors do not fully understand the information being disclosed. An enhanced
program of public involvement, participation and education should be conducted in
Canada to enhance investor protection such that disclosure is an effective governance
mechanism. This program should include increased involvement and participation of
investors in the development and implementation of mutual governance mechanism in
Canada. The Independent Review Committee falls short of the governance agency
contemplated by the Canadian securities regulators’ Concept Proposal and
recommendations in the related reports commissioned by these agencies. I recommend a
fund board as an appropriate mutual governance agency for Canada, which should have a

fiduciary duty for investor protection from excessive mutual fund expenses and fees.
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1.0 INTRODUCTION

In this dissertation I demonstrate that while Canadians pay amongst the highest
expenses and advisory fees worldwide, there is currently not an effective mechanism for
protection of investors from excessive fees in Canada. Based on my analyses, [ argue
that the recent changes in mutual fund govemémce in Canada were in response to mutual
fund scandals in both Canada and the United States and surprisingly did not address
investor protection from high advisory fees. I conclude that investor protection from
excessive advisory fees must Be introduced in the Canadian mutual fund governance
framework, in particular since Canadians pay high expenses and advisory fees in both a

North American and global context.

My analysis of the Canadian mutual fund governance leads me to conclude that
the introduction of the independent review committee in Canada has fallen short of the
‘governance agency’ envisioned in the Canadian securities regulators’ Concept Proposal.
Following my analysis of mutual fund governance in the United States, I recommend that
Canada adopt a mutual fund board. Unlike in the United States, I argue that this should

not include a super majority of independent directors and an independent chair.

I conclude that the disclosure mechanism in Canada, while technically sound, is
not effective because investors do not fully understand the information being disclosed.
To address this weakness, [ suggest that increased public education of investors be

incorporated in the Canadian mutual fund governance framework. I recommend that



enhanced investor involvement and participation be implemented in the future
development of mutual fund governance in Canada. I recommend, based on my analysis
of United States governance and litigation of excessive fee challenges in the courts, that
the fiduciary duty of this fund board include a fiduciary duty to protect investors from
excessive advisory fees. This dissertation constitutes new and important research as the
question of advisory fees was not studied or addressed during the recent mutual fund
reforms in Canada, or the United States, since the focus was directed upon the mutual
fund scandals. It represents significant and criﬁcal work, since Canadians pay among the
highest.mutual fund fees in the world and changes to the mutual fund governance regime

are required to protect investors from excessive advisory fees and expenses.

11 APPROACH AND METHODOLOGY

There have been recent changes to the mutual fund governance in both Canada
and the United States. Within both countries this has involved sweeping regulatory
reform. A primary driver for these reforms in both countries was the highly publicized
mutual fund scandals and corporate governance scandals such as Enron. The regulatory
agencies in Canada and the United States responded with new rules focussed upon
conflicts of interest to prevent future scandals and provide improved investor protection.
In Canada this has included a new national instrument for disclosure to investors and a
new national instrument requiring an Independent Review Committee (IRC) which is
focused on conflicts of interest. In the United States, new rules were proposed and

introduced by the Securities and Exchange Commission (SEC) that focus upon director



independence and an independent chair of the fund board. This dissertation analyzes both
mutual fund governance regimes and assesses their effectiveness for mutual fund investor
protection. This dissertation concludes with a discussion of key findings and directions

for enhancement of investor protection in Canadian mutual fund governance.

The general research area for this dissertation is mutual fund governance utilizing
a comparative fund governance approach. The objective is to analyze the changes in the
mutual fund governance regime in Canada in relation to those in the United States in an
international context and to utilize this analysis to contribute to the development of an
improved mutual fund governance regime in Canada. This dissertation is a practical
application of legal principles in Canada and the United States. As a result, the
conclusions and recommendations are practical in natural rather than a highly theoretical
and abstract exposition of legal principles. The application utilizes a comparative
corporate governance approach, while drawing upon the literature of law and economics
and literature pertaining to mutual fund performance. A primary focus is placed upon
investor protection. In the context of the mutual fund industry, investor protection relates
to conflicts of interests where fund managers and advisors placé their own interests and
those of their shareholders above the interests of the mutual fund investors. This is of
particular concern, as dicussed in this dissertation, due to the structure of the mutual fund
industry which creates an inherent conflict of interest between the fund maﬁager and/or
advisor, where they may seek to maximize their financial returns at the expense of the

investors of their mutual funds.



As discussed in this dissertation, this conflict of interest has been manifested
historically in late trading and market timing activities associated with mutual scandals.
This conflict of interest has been and is being manifested in high mutual fund expenses
and fees being charged to mutual fund iﬁvestors, which is a primary focus of this
dissertation. Investor protection in the context of the mutual fund industry is multi faceted
and relates to development of regulatory mechanisms, such as disclosure, as well as
providing education to investors to ensure that they understand the regulations and the
information that is being disclosed. As such regulators need to work with industry and
investors to determine what information needs to be disclosed. Accordingly, investor
protection in the mutual fund industry involves an inter relationship between regulators,
fund managers and advisors, and investors. Canadian mutual fund investors are
threatened by the basic structures and practices of the mutual fund industry in Canada,
which create embedded conflicts of interests on the part of fund managers and advisors
that lead to the diminution of investors' investments often without investors
understanding or even knowing why or how. Investor protection means changing those
structures to expose conflicts of interest, and empower investors through better regulation
and education. In the context of this thesis it also means investor protection from high
expenses and fees for mutual funds which has previously not been the focus of investor

protection in Canada.

Initially, I conducted an extensive review of relevant literature on international
fund governance. A decision was made to proceed with a comparative analysis of mutual

fund governance in Canadian and United States due to the close relation between the



mutual fund markets and the comparable governance regimes. The methodology
involved review and analysis of existing literature in fund governance and corporate
governance. A comparative analysis of fund governance was conducted on governance of
the mutual fund industry in North America. The literature on mutual fund governance
was obtained using the Lexis/Nexis Database, and the resources at the Osgoode Hall Law
Library and other libraries. Internet searches were performed using multiple search
engines to search for topics related to mutual fund governance and corporate governance,
including governance agencies such as fund boards. The literature review and Internet
searches included international materials on mutual fund governance including those
available from the Canadian securities regulators and Securities and Exchange
Commission (SEC) in the United States. The results of the literature review were used to
conduct an evaluation of the mutual fund regime of the United States and Canada and
develop conclusions for future direction of the mutual fund regime in Canada. The thesis
draws upon the literature review, analysis and group discussions that I experienced in the
study groups in the graduate program at Osgoode Hall Law School. Although these may
not be explicitly referred to these are woven into the fabric of this dissertation. A final
draft of the dissertation was submitted in October 18, 2012, which represents the ‘cut-off®

date for the research, analysis, conclusions and recommendations.

An overview is provided of the history of the investment companies, the global
context of the mutual fund industry, the North American mutual fund market and the
importance of mutual funds in North America. A discussion of the mutual fund

performance is provided including the persistence of long term performance and whether




fund managers are able to increase performémce and justify higher fees. A discussion
and analysis of global total expense ratios is provided which includes a comparison and
ranking of Canada and the United States with other countries. A comparison of the

management expense ratios in Canada and the United States is then performed.

An evaluation of the changes in the Canadian mutual fund regulatory regime is
conducted which is focussed upon the introduction of the disclosure mechanism and the
independent review committee. This is followed by a critical evaluation of mutual fund
governance in the United States, focussing upon the introduction of rules for independent
director chairs of fund boards, as well as investor protection in the courts. An analysis of
fees is performed to determine if mutual investors in Canada and the United States are
paying excessively high advisory fees and whether there is adequate investor protection
in place to prevent this. Finally, a discussion of the key findings and conclusions is
provided followed by suggestions and recommendations for future directions in the

evolution of Canadian mutual fund governance to enhance investor protection.

2.0 HISTORY, EVOLUTION AND STRUCTURE OF MUTUAL FUNDS

2.1 INVESTMENT COMPANY REGULATION BACKGROUND AND HISTORY

The investment company concept dates to Europe in the late 1700s, when a Dutch
merchant and broker invited subscriptions from investors to form a trust to provide an

opportunity to diversify for small investors with limited means'. This trust was created by

" Goetzmann, W.N., & K. Geert Rouwenhorst (2005). The Origins of Value, Oxford University Press, New
York, 254 p.



Abraham van Ketwich and was called the Eendraght Maakt Magt. It sold 2,000 shares to
subscribers whose funds would be collecﬁvely invested in bonds issued by foreign
governments and banks and in plantation loans in the West Indies’. The sponsor was paid
a fee of 0.5 percent of the subscriptions plus an annual fee. An annual accounting was

required, and the sponsor was monitored by two independent trustees’.

The Societe Generale de Belgique, a ‘Belgium trust originally created in 1822 by
King William of the Netherlands, was another collective investment enterprise that
initially invested in foreign government loans and later in commercial businesses’. A
decade or so later, the Societe Generale Pour Favoriser I'Industrie Nationale Des Pays-
Bas, initially a Belgian firm, converted loans to defaulting businesses into stocks of those
firms and later sold the stock into the public market. That enterprise formed another
investment trust with the Rothschilds in 1836 called the Societe Des S Capitalistes
Reunis Dans un But de Mutualite Industrielle, which held shares in various companies’.
The Societe Generale de Credit Mobilier was organized in France in 1852 to supply new

enterprises with banking facilities®.

Investment companies became popular in London in the 1860s. They operated as

limited liability companies upon the enactment of the English Companies Act in 1862.

2 Ibid.
3 Ibid. at 254, 257.

* Harwood, E.C., & R. L. Blair, (1942). Investment Trusts and Funds from The Investor's Point of View,
American Institute for Economic Research, p. 102, Grayson, T.J., (1928). Investment Trusts Their Origin,
Development and Operation, John Wiley and Sons, New York.

5 Cameron, R., (1961). France and The Economic Development of Europe, 147-48, 2d Ed.

¢ Markham, J. W., (2002). A Financial History of The United States, pp. 322-23, M.E. Sharpe Inc., United
States.




Their numbers included the London Financial Association and the International Financial
Society, which pooled small investors' funds and provided management. Investment trust
companies were formed in London in the 1870s as a mechanism for the purchase of
American corporate securities. Typically, an‘English investment trust would set aside one
half percent of the first £500,000 of capital and one quarter percent above that amount for
expenses. This included payments to directors. In 1886 there were twelve investment

trusts that were trading.

A mutual fund pools multiple investors’ money into a single investment portfolio
created and managed by a fund management company’. Investors who purchase shares
of the fund, typically organized as a separate corporation or trust, are entitled to the
proportionate return from the assets held by the fund. Thus, the investors do not own the
fund assets directly, but rather own pieces of the mutual fund. Investors in open-end
funds (the most prevalent form) have the right to withdraw their investment at any time at
a price determined by the fund's net asset value, as opposed to a closed-ended fund where
investors do not have this option. Mutual funds vary considerably, including in the types
of financial assets held, their investment objectives and strategies, and their fees and

expenses-all of which are set forth in a fund's prospectus.

’ Fora description of the basic characteristics of mutual funds, see SEC, Invest Wisely: An Introduction to
Mutual Funds, http://sec.gov/investor/pubs/inwsmf.htm (hereinafter SEC, Invest Wisely)




Mutual funds emerged in the second half of the 18" century in the Netherland,
Europe®. Following the financial crisis of 1772 — 1773, a trust named Eendragt Maakt
Magt-the maxim of the Dutch Republic, “Unity Creates Strength” was formed 1774 by
the Dutch merchant and broker Abraham van Ketwich’. Thé aim of this fund was to
provide small investors with an opportunity to diversify risk spreading by investing in
Austria, Germany, Denmark, Spain, Sweden, Russia and some colonial plantations in
Central and South America. The administrator of this fund was to receive a commission
of 0.5 percent at the founding of the trust, plus an annual compensation of 100 guilders
per class, which translates into an annual management fee of 0.2 percent of class'’. This
mutual fund was followed by the creation of a few other mutual funds and most of the
fortunes of these are linked to the fortunes of their predominant investments — plantation
loans in West India''. In addition, in the l780§ and 1790s investment trusts emerged with
the objective on speculation on the future credit of the United States'2. The first
investment trust outside of the Netherlands was founded in 1868 in London and is the

Foreign and Colonial Government Trust'® on the London Stock Exchange.

¥ Rouwenhorst, K. Geert (2004). The origins of mutual funds, Yale ICF Working Paper No. 04-48, p. |
Retrieved from http://ssrn.co,/abstract=636146.

-

® Rouwenhorst, 2004, p.1.

'® Rouwenhorst, 2004, p. 7.
! Rouwenhorst, 2004, p- 1.
12 Rouwenhorst, 2004, p. 12.
' Rouwenhorst, 2004, p- 16.




2.2 THE NORTH AMERICAN MUTUAL FUND MARKET
The model for American investment companies is the English investment trust.
There were however, some collective investment schemes in America that predated those
ventures. The Massachusetts Hospital Life Insurance Company (MHLIC) for example,
was originally chartered in 1818 as an insurance company. It soon began to operate
somewhat similar to a trust company. The funds deposited, however, were commingled

as opposed to being maintained as separate trusts, similar to a modem investment trust.

The United States Mortgage Company that was organized in New York in 1871
and the New York Stock Trust that was formed in 1890 were also investment trusts
established in America. The Boston Personal Property Trust that was formed in 1893

was a collective investment fund that invested in a diversified group of securities.

The popularization of the investment company as a medium for investment in a
diversified portfolio of securities, particularly common stocks, began only in the early
1920’s. The American investment trusts in the 1920s differed from the British
investment trusts by the fact that the latter took long-term positions in securities and did
not actively trade their portfolios. At this time, investment companies were then
promoted as a way for small investors to diversify their security holdings. The
investment companies provided expertise in the management of the investors' funds. This
investment medium was thought to provide investors with the opportunity of investing
small amounts in a large number of securities, diversified according to undertaking,

geographical location, and type of security.




During the 1920's the type of investment company which was almost exclusively
organized was the closed-end management fnvestment company with funds being raised
through common and preferred stock offerings and bond issues. The American
investment trusts of the 1920s were founded on the basis of return on capital rather than
investment return. The Investment Bankers Association successfully advocated that the
term "investment company” should be substituted for investment trust, to reflect that
investment trusts were often speculative enterprises, with the latter term connoting a

more conservative investment approach.

Regulatory efforts to deal with the speculative operations of investment
companies were fitful at best and New York aﬁthorities warned that the investment trusts
were being used to defraud investors. An attempt to adopt legislation in 1927 to regulate
the investment trusts failed in New York. While California, Utah and other states did
adopt some regulations, they had no effect on the growing number of investment

companies.

The investment companies sold their shéres to the public as a means to diversify
their investments. The investment trusts however commonly acquired concentrated
holdings in particular industries, thereby subjecting the investors to the very risk that they
were attempting to avoid in a diversified portfolio. A New York deputy attorney general
charged that investment companies were merely blind pools engaging in speculation
since shareholders did not know what stocks management were selecting for investment.
Many of the investment companies gave shareholders only a general description of their

investment strategies.



12

There were many abuses of investment trusts by investment companies. Self-
dealing was common and investment companies often changed their trading strategies
without informing their shareholders. Sponsors of investment trusts retained warrants that
allowed them to profit from the investment trust with no risk. The investment trusts were
often used as a place to dump securities underwritten by their sponsors for investment
banking clients. The investment trusts often raised funds through bond sales that gained

leverage through buying stocks on margin, which was highly speculative for investors.

A burgeoning of investment trusts occurred in America before the Stock Market
Crash of 1929. Approximately 140 investment companies were formed between 1921 and
1926. By 1924, over $75 million had been invested in investment companies, up from
less than $15 million in the prior year. In 1925, investment trusts holdings doubled to
$150 million. A new investment company was being created every other day in 1928,
with total assets of investment companies over $1billion. By 1929 investment companies
were being created at the rate of almost one a day. The assets of investments companies

rose to over $3 billion in 1929.

Between those two years, the number of investment company shareholders
increased from 55,000 to over 500,000. Almost all of these enterprises in the early 1920’s
were "closed-end" investment companies that invested in securities rather than producing
a product or service. They operated like any other corporations in the distribution and
sale of their securities and investors bought and sold shares in investment companies

through a secondary market after the initial distribution of the shares.




Open-end mutual funds, which domihate the market today, were not created until
1924, but did not become significant before 1927. The first open-end mutual fund was
the Massachusetts Investors Trust that was created by Edward G. Leffler in Boston.
George Putnam formed another open-end fund, Incorporated Investors, in 1925. The
~ State Street Investment Corporation, which was originally formed in 1924, became an

open-end company in 1927.

Open-ended mutual funds allowed shareholders to have their shares redeemed at
any time upon giving a specified notice with ﬁhe redemption based on the net asset value
(NAV) of the shares minus a charge. These mutual funds continually offered and
redeemed their own shares. Owners of mutual funds purchased and sold their ownership
interests from and to the mutual fund instead of a secondary trading market based on the
NAYV of the fund's shares as calculated at the end of the day on which a redemption or

purchase order is received.

During the 1890s investment trusts were introduced into the United States'*. Most
of these early investment funds were closed-end funds, meaning issuing a fixed number
of shares. The United Founders Corp. and the American Founders Corp. were the largest

investment trusts operating in the 1920s"”. This changed on March 21, 1924'¢. In 1928,

4 Rouwenhorst, 2004, p. 17.

' The price of American Founders Corp. stock dropped, from $30 to 38 cents. The stock of the United
Founders Corp. fell from a high of over $75 to 25 cents a share. Goldman Sachs Trading Corporation, was
trading at $1.75 per share in 1932, down from a high of $326. A Blue Ridge Corporation, experienced a
drop in its share from a high of $100 to 63 cents. Assets of the Kidder, Peabody investment companies
declined in value from $85 million to $20 million. ‘

"*IFIC, 2011). Trends in mutual fund investing, accessed at:
http://www.ici.org/research/stats/trends/trends_03_11.
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the MIT fund went public and later on became known as MFS Investment Management,
when the Massachusetts Investors Trusts became the first U.S. mutual fund with an open-
end capitalization'’, meaning continuous issue and redemption of shares by the
investment company at a price that is proportional to the value of the underlying
investment portfolio. The original assets of $50,000 grew to $392,000 over the first year.
In Canada, the first Canadian Iﬁvestment Fund Ltd. (CIF) was established in 1932, it
changed its name to Spectrum United Canadian Investment Fund in November 1996 and

since August 2002 is known as CI Canadian Investment Fund'®.

2.3 IMPORTANCE OF MUTUAL FUNDS IN NORTH AMERICA

There has been a significant growth in mutual fund industry in recent years. In
1982 the Canadian mutual fund industry consisted of an estimated 578,000 mutual fund
accounts with an estimated $4.1 billion of assets under management'°. While in 2003, the
industry had total assets under management of $439 billion, with 1,887 mutual funds and
52.1 million accounts®®. There have been increased efforts by the Canadian and Ontario
securities regulators to more effectively regulate the mutual fund industry during this

growth.

'” Rouwenhorst, 2004, p. 17.

"® Investment Company Institute, (2011). The Investment Funds Institute of Canada. Accessed at
http://www.ific.ca

' Johnston, D. and K.D.Rockwell, (2003). Canadian Securities Regulation. LexisNexis Inc., 3" Ed.,
Canada, p. 292.

* Investment Company Institute Website, accessed at: <http://www.ific.ca/eng/frames.asp?! | =Statistics>
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Mutual fund sales grew strongly in Canada in the 1990s correlated to a decrease
in interest rates. During the time from December 1990 to December 2001the assets under
management grew from $25 billion to $426 billion, an increase of 1,700 percentZI, and by
the end of 2009 had grown to approximately $600 billion. At that time, these assets were
managed in about 1,800 different mutual funds held in more than 50 million unit holder
accounts.”? In the U.S., as of December 2010, the total net assets of mutual funds were
US$ 11,820.7 billion™,

The number of mutual funds in the U.S. grew from less than 600 funds to more
than 8100 funds between 1980 and 2006**. During this time the assets managed by
mutual funds in the U.S. expanded from $135 billion to more than $10.5 trillion®*. During
the last 25 years mutual funds have achieved acceptance as a means of investing in
securities, including funding for retirement. In 2006 mutual fund shares were held by
nearly half of all U.S. households and mutual funds held almost one-fourth of all the total
financial assets in U.S. households. Governance of mutqal fund companies and
regulation of the mutual fund industry is important given that a large number of North
American population relies on mutual funds for investment in securitie. Should their

confidence in mutual funds be negatively impacted, this could result in negative impacts

*! Investment Company Institute, Ibid., 2011.
2 Ibid.

®  Investment Company Institute, (2012). [nvestment Company Factbook, accessed at:
www.ici.org/pdf/2012-factbook.pdf

* Investment Company Institute, (2007). /nvestment Company Factbook, 93 (47" ed. 2007), accessed at:
http://www.icifactbook.org

5 Ibid.
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through the reduction in investment in securities and associated impacts within financial

capital markets.

As of the end of 2007, U.S. mutual funds held USD $12 trillion in assets®® and
24% of all outstanding equity of U.S. public companies®’. Investors have a great number
of funds to choose from, totalling 8,752 funds as of the end of 2007%. Although no
single fund family dominates the mutual fund market, the five largest fund families
controlled 38% of the industry's total assetszg. Some fund families, such as Fidelity

Investments and the Vanguard Group, offered more than a hundred funds®®.

Ownership of mutual funds is widespread. Of the 116 million households in the
United States, almost 51 million (or 44%) own mutual funds, far more than hold
individual stocks and bonds®'. Also, most households that own mutual funds have
moderate income and wealth. The median household income of mutual fund investors is

USD$74,000°%. Two-thirds of households that own mutual funds have incomes of less

% Investment Company Institute, (2008). Investment Company Factbook, accessed at:

http://www.icifactbook.org/pdf/ 2008 factbook.pdf
7 Ibid. at 11, fig.1.4.
% Ibid. at 15, fig.1.8.
¥ Ibid. at 21, fig.2.2.

*%Vanguard Funds Overview, accessed at https://personal.vanguard.com/us/
FundsStocksOverview?Entry=Homeoffer0l (listing of current Vanguard funds); All Fidelity Funds Daily
Pricing, http:/personal.fidelity.com/products/funds/framesets/daily-prices-fra me.shtml?refpr=zffdfp03
(last visited Dec. 3, 2008) (listing current Fidelity funds):

3! Investment Company Institute, /C/ Research Fundamentals: Trends In Ownership Of Mutual Funds In
The United States 2 fig.1 (Nov. 2007), accessed at: http://www.ici.org/pdf/fm-v16n5.pdf.

*? Investment Company Institute, Profile of Mutual Fund Shareholders, 6 fig.1.3 (Spring 2008), accessed
at: htp://www.ici.org/stats/res/ rptprofile08.pdf.




than $100,000, and 26% have incomes below USD $50,000*. In addition, fund-owning
households have median total financial assets of only USD $175,000 and a median of

USD $100,000 invested in mutual funds™*.

Mutual fund ownership has become. widespread largely because mutual funds
have become a primary way that Americans save for retirement. Employers have
increasingly switched from providing traditional pension plans, with defined benefit
plans, to providing defined-contribution retirement plans, such as 401(k) plans. In
defined-contribution plans, employers may make contributions to their employees'
retirement accounts, but the employees themselves choose how to invest these
contributions®. Typically, mutual funds are among the investment options available to

the employees.

As of March 2008, U.S. retirement assets totaled USD $17.1 trillion®® constituting
38% of all household financial assets in the U.S.”". About USD $4.3 trillion (25%) of
retirement assets were in defined-contribution pla\ns3 8 and about half of the assets in

these plans (USD $2.2 trillion) were invested in mutual funds®. In contrast, in 1992, only

* Ibid.
** Investment Company Institute, 2008 Factbook, supra note 26, at 71, fig.6.2.
3% Lowenstein, R., The end of pensions?, N.Y. Times. (Oct. 30, 2005), at Sec.6.

3¢ Investment Company Institute, (2008). Research fundanientals: The U.S. retirement market, first quarter
at 2, fig.1 accessed at: http://www.ici.org/pdf/retmrkt-update.pdf

7 Ibid., p.3, fig. 2.
* Ibid., p. 11, fig. Al.
*Ibid., p. 23, fig. AlS.



USD $184 billion of assets in defined-contribution plans were invested in mutual funds®.
In other words, defined-contribution plans' assets invested in mutual funds have increased

almost twelve-fold, growing almost 18% annually, over fifteen years.

Mutual fund assets in Individual Retirement Accounts (IRAs) have experienced
similar growth. As of March 2008, IRAs constituted an estimated USD $4.5 trillion, or
27%, of all retirement assets''. Nearly half of IRA assets (USD $2.1 trillion) were

invested in mutual funds*>. By comparison, in 1992, only USD $233 billion of IRA
assets were invested in mutual funds®. In other words, mutual fund assets invested in
IRAs have increased nine-fold, growing almost 16% annually, over the last fifteen
years**. Primarily as a result of the rapid growth of mutual fund investments in deﬁned-
contribution plans and IRAs, mutual funds' total share of retirement assets increased from
8% at the end of 1992 to 25% in March 2008, Mutual funds now constitute a quarter of

America's retirement savings.

Although in 2008 the greatest portion of mutual fund assets (44%) were held in

“ Ibid.
*Ibid., p.11, fig. Al.
“ Ibid., at 12, fig. A2.
* Ibid.

* A significant portion of IRAs originate in employer-sponsored retirement plans that are "rolled over” into
[RAs when the employee leaves an employer. For example, in 2004-the most recent year for which data is
available-traditional IRAs received approximately $214.9 billion in rollovers but only $12.6 billion in other
contributions. Ibid. at 6 fig.7.

* Ibid., p.11-13, fig. A1-A3. In addition to being in defined-contribution plans and IRAs, retirement assets

are in annuities, government pension plans, and private defined benefit plans (private pension plans). Ibid.,
at 2 fig. 1.
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tax-deferred retirement accounts, such as IRAs and defined-contribution plans, most
mutual fund assets are held elsewhere®®. Other mutual fund assets were in taxable
accounts held by households (37%), taxable accounts held by non-households (12%), and
tax-exempt funds (7%)*". Investors, however, undoubtedly consider some of these other
mutual fund assets as retirement savings too. Limits on the amount investors can

contribute annually to tax-deferred accounts mean that some retirement savings are

invested outside of tax-deferred accounts™,

Half of mutual fund holdings in 2008 were in equity funds, with most of the rest
divided between money market funds (29%) and bond funds A(15%)49. Equities tend to
have higher returns in the long run, but greater risk -in the short run, than bonds and
money market securities. Lifecycle funds, a relatively new segment of private
retirement savings, allow investors to delegate asset allocation decisions to the fund
manager. A lifecycle fund blends particular asset types (such as stocks and bonds) to
match investors' risk tolerance and investment horizon, shifting the fund's asset mix over
time in light of the investors' retirement target date. Although growing by 61% from the

end of 2006 to USD $185 billion as of March 2008, these funds still constituted only

“¢ Investment Company Institute, 2008 Factbook, supra note 26, at 23, fig.2.4.
47 .
Ibid.

*® For example, in 2007, most people were permitted to contribute no more than $15,500 each year to
defined-contribution plans and $5,000 to an IRA. Internal Revenue Serv., Publication 525: Taxable and
Nontaxable INCOME 8 (2007), available at http://www.irs.gov/pub/irs-pdf/p525.pdf; Internal Revenue
Serv., Publication 590: Individual Retirement Accounts 11, 59 (2007), available at
http://www.irs.gov/pub/irs-pdf/p590.pdf

¥ ICI  Statistics &  Research, Trends in Mutual Fund Investing (June  2008),
http://www.ici.org/stats/mf/arctrends/trends 06 08.html

% Siegel, J.J., (2008). Stocks for the Long Run, 12-18, 24-27 (4th ed. 2008).
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approximately 1% of retirement assets".

Mutual funds enjoy wide acceptance by investors as they provide their
shareholders with the service to diversify investment risk, to manage investments
professionally, and are redeemable securities. In summary, the North America
population relies upon mutual funds. Ownership of mutual funds has become widespread,
with almost half of American households owning them. These funds constitute a
significant portion of the retirement system. As a result, underst‘anding fund investors'
characteristics, especially their knowledge, financial sophistication, and how they choose

among mutual funds, is essential to understanding and safeguarding this system.

While the total assets of mutual funds show a steady increase over time,
management aﬁd operating expenses of these funds changed considerably over time.
Initially, trustees who managed the funds were paid by a minor portion of the income the
trust generated’?, and if the fund did not produce any income, then there were no fees®.
Soon the initial 6 percent compensation was reduced to 5 percent of the income and
further down to 3.35 percent in the 1940s>*. This was further reduced to 0.4 percent in
1949 and by the 1960s the annual expense ratio had dropped to 0.19 percent of net

assets™. Today the expense ratio is mostly more than 2 percent’® of net assets. The annual

*'ICI, Research Fundamentals, supra note 36 p. at 10 fig.13 & 11 fig. Al.

2 Lowenstein, L., (2008). The Investor’s Dilemma: How Mutual Funds are Betraying Your Trust and
What To Do About It, Wiley, New Jersey, United States, 250p., p.13.

3 Ibid.
* Ibid.
% Ibid.
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expense ratio reflects expenses paid by investors to advisors and managers no matter how
well or poorly the fund performs. Hence, the question arises whether the investors are

receiving the benefits of increased total assets while paying higher fees.

In Canada, mutual funds are an important investment vehicle with current (August
2012) total assets under management (AUM) of $811.7 billion, accounting for 30% of
Canadian’s financial wealth®’. In 2012 net sales were $26.6 billion and in August 2012
the net sales were $2.29 billion representing an increase from August 2011 of $33.1
billion or 4.3%. The Canadian mutual fund industry currently employs more than 90,000
workers*®. Since the mutual fund industry is so important to Canada, for investors and for
the economy, I conclude that it is important that the Canadian securities regulations
provide adequate investor protection through a regulatory regime that contributes to the

continued growth of the industry.

When mutual funds were initiated in North America, they were characterized by
low management expenses and management fees. The growth of the mutual fund
industry, discussed in the subsequent section, was accompanied by an increase in
management fees and expenses. It would be expected that the fees and expenses ratios

would not continually increase due to economies of scale in managing increased assets.

% Ibid.
T IFIC, Industry Overview, August, 2012, accessed at: www: http://www.ific.ca

B IFIC, Our Industry, accessed at: https://www.ific.ca/Content/Content.aspx?id=152
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24  GLOBAL CONTEXT OF MUTUAL FUND INDUSTRY

There has been a rapid growth of the global mutual fund industry over the past
few decades. The mutual fund industry is among the most successful recent financial
developments, with the median national fund industry being only 22 years in age. In total,
mutual funds holds assets worth $11.7 trillion or 13.8 percent of the estimate of the
“primary securities” that funds can hold. Despite this growth in the fund industry
globally, academic studies of mutual funds have been restricted to a relatively small
number of countries for example; almost all the research has focused on the US, with the
exception of a few studies of national fund markets®®. U.S. funds comprise only 15
percent of the number of funds available globally and 60 percent of the world’s fund
assets in 2001%°. The nation which has the second largest fund industry in terms of fund
assets is Luxembourg with 6.5 percent of world mutual fund assets. France and Korea
offer the second largest number of mutual funds available worldwide which each account

- for 13% of the world total.

In most countries, there is a recognizable “mutual fund” style of intermediation
characterized by a transparent investment vehicle with identifiable assets with the value
of the fund marked-to-market on a regular (usually daily) basis and reflected in the NAV
of the fund, and with new shares created or redeemed upon demand. In some countries,

the industry is a significant component of the national economic landscape, but in others,

% Khorana, A., H. Servaes, & P. Tufano, (2005). Explaining the size of the mutual fund industry around
the world, Journal of Financial Economics, 78, 145-185, See also, for example, Bams and Otten (2002),
Blake and Timmermann (1998), Brown, Goetzmann, et al. (2001), Cai, Chan, and Yamada (1997),
Dahlquist, Engstrom, and Soderlind (2000), and Dermine and Roller (1992).

% Investment Company Institute, 200/ Mutual Fund Factbook, pp. 100, 101., accessed at: www.ici.org
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it is a more recent innovation. In some countries, the industry is over a century old but
in other countries, it is small or nonexistent. The age of a nation’s fund industry,
however, is unlikely to explain why this type of financial intermediation has captured a
larger share of the nation’s primary assets in some countries than in others considering

the recent rapid growth of the industry.

There are different types of hypotheses to explain the difference in the financial
development of mutual funds. One set of :‘hypotheses, in the literature on law and
economics, suggests that laws and regulations can generally explain differences iﬁ the
pace of financial development. Applying this logic to the fund industry, it would be
expected that the fund industry would prosper when laws and regulations make this sort
of investment attractive to investors, for example by protecting investor rights. “Supply-
side” hypotheses focus on competitive dynamics to explain different adoptions rates, for
example, a concentrated banking sector could plausibly encourage or discourage the
formation of a strong fund industry. “Demand-side” hypotheses focus on characteristics
of the potential buyers of mutual funds in terms of, for example, their degree of wealth
and education, to account for these differences. It might be expected that more
economically prosperous and sophisticated economies would be ones where the
innovation would be adopted more quickly relative to the older forms of investing. The
qharacteristics of the country’s securities trading environment may also be relevant, since
the production technology available to fund promoters can influence the attractiveness of

the ultimate investment vehicle.
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Khorana et al ®' studied a combination of fundamental economic and regulatory
factors to explain where this innovation has flourished. The authors collected data for 56
nations and measured the size of each country’s mutual fund industry relative to the
country’s assets in “primary” domestic securities which includes equities, bonds, and
bank loans. The size of national fund industry assets relative to each country’s GDP and
population is also reported. Equity and bond funds were measured separately from the
industry as a whole, since certain hypotheses apply only to one of the two subsectors.
The authors t‘hen analyzed the cross sectional differences in the size of national fund

industries in 2001, as well as the size and growth of national industries over a five year

window from 1996 to 2001.

The mutual fund industry held 17% of the nation’s primary financial assets, on
average, with a median of 4% for the countries in their sample. Khorana et al indicated
that this large difference between the mean and median is largely driven by two national
“outliers”; the so-called “offshore” fund industries in Luxembourg and Ireland hold
assets that are 484% and 82% of their country’s primary assets®2. The inclusion of these
countries in analyses can produce misleading results, and hence, they analyzed the drivers
of the fund industry for the remainder of the countries and separately discuss the factors

driving the growth of the two offshore locations.

61 Khorana, Servaes & Tufano, supra note 59.

52 The term “offshore” is loosely used in practice to describe financial centers which domicile fund
complexes and sell funds in other countries. Some of these are indeed physically “off-shore” such as
Bermuda, Cayman Islands, Guernsey and Jersey.
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Laws and regulation for “on-shore” industries were found by Khorana et al to be
related to a more robust mutual fund sector, one that controls a larger fraction of the
nation’s primary securities. The authors found that, in general, countries with nations
with more stringent regulatory approval and disclosure requirements for funds tend to
have a larger fund industry which suggests that stronger regulation that specifically
protects fund investors may be beneficial to the fund industry63 . The authors further
found that for equity funds, the enforcement of insider trading rules has an adverse effect
on the size of the mutual fund industry. They suggest that this is consistent with the view
that failure to enforce these rules discourages investors from purchasing equities directly

and encourages them to rely on professional intermediaries like funds.

In the context of supply-side factors, Khorana et al evaluate characteristics of the
financial sector that would influence the speed of adoption of mutual funds and examine
the effect of bank concentration, restrictions placed on banks to enter the securities
business, the number of distribution channels available for funds, the presence of an
explicit deposit insurance system for banks and the time and cost to set up a new fund®.
The authors found that nations that restrict banks from entering the securities business
have smaller equity fund sectors, while countries with a more concentrated banking
industry have smaller bond fund sectors, while countries where barriers to entry are
higher have smaller fund industries; in particular, the costs required to set up a new fund

are negatively related to industry size.

% Ibid.
* Ibid.
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19 found that wealthier

In the context of demand-side factors, Khorana et a
countries, measured by GDP per capita, and countries with a more educated population
have larger mutual fund industries, which is particularly pronounced for the equity funds,
and may require a higher level of investor sophistication. The age of the national fund
industry is also positively related to its size and recent growth rate. Mutual funds also
hold more national assets in countries where a larger fraction of pension plans are defined
contribution plans. Internet penetration is also positively related to the size of the mutual
fund sector. The authors suggest that these results in combination indicate that mutual

.. . 66
funds thrive in more developed economies”".

The ability of Khorana et al to draw sharp conclusions that distinguish among
these various hypotheses is hampered by the high correlation among a number of the
independent variables in their sample. For example, the correlation of GDP per capita
with education levels and judicial systems quality are .62 and .89, respectively. These
authors suggested that it appears that the fund industry is stronger in countries that are
more economically developed (as measured by variables such as education and per capita

GDP) and have stronger legal systems.

I note that Canada is one of the wealthier countries in the study, with a more

educated population and a large mutual fund industry. It also has a well developed equity

% Ibid.
% 1bid.
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fund market which suggests the need for a higher level of investor sophistication to

understand the investment options as noted above.

2.5 GLOBAL FUND INDUSTRY

The 2005 study by Khorana et al®” provides background on the mutual fund
industry worldwide. Mutual funds are open-end pooled investment vehicles that invest in
transferable securities that are bought and redeemed at the fund’s NAV and are available
globally. The two major forms of mutual fﬁ,nds are U.S. open-end funds and European
Undertakings for Collective Investments in Transferable Securities (UCITS). The term
“mutual fund” in this discussion excludes other investment products such as hedge funds,
closed-end funds, trusts, and exchange traded funds. Many funds have fund classes, with
varied management fees, expense ratios, or l(;ads; for example classes differ in the U.S.
based on the mix of upfront, on-going, and back-end distribution charges. The basic unit

of observation is therefore a fund class.

The nationality of a fund class is associated with the fund’s domicile which
represents the country in which the fund is legally organized. The only funds registered
for sale in a closed fund economy, such as the United States or Canada, are those that are
domiciled in the country. In Europe, however, it is very common for a fund to be
domiciled in one country, but offered for sale in other countries as well. Many funds are

domiciled in offshore fund markets, but then offered for sale in six or several countries.

7 Khorana, Servaes & Tufano, supra note 59.
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Any fund has a single country of domicile, but may have multiple countries of sale or

registration.

At the end of 2001, the worldwide mutual fund industry held $11.7 trillion in
assets®®.  The $11.7 trillion of world fund assets were held in 55,026 open-end funds,
with a median number of 285 funds per country®. The U.S. had the largest fund industry
with respect to the share of aséets held, and was also the largest with respect to the
number of mutual funds with 8,307 funds at the end of 2001. France and Korea were
second and third with 7,144 and 7,117 funds respectively. There were over 55,000

different financial products in this industry’®.

Over the period from 1996 to 2001, the ratio of fund industry size to GDP”'
increased by 7.9 percentage points on average with a Canadian median of 5.1 percentage
points. The countries’ fund industries have grown at different rates’>. The slowest
growth over the 1996-2001 period, being -0.9 percentage points, was in Japan and the
fastest was 26.6 percentage points in South Korea”. The total size of the equity mutual
fund industry is similar to that of the bond industry (including money market funds)™®. At

the end of 2001, worldwide equity and bond fund assets stood at $5,925 billion and

68 Khorana, Servaes & Tufano, (2005). supra note 59.
* Ibid.
7 Ibid.
"' Khorana, Servaes & Tufano, (2005). supra note 59.
7 Ibid.
7 Ibid.
7 Ibid.
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$5,415 billion respectively, with median country assets of $8.9 billion and $13.7 billion

7
across the two sectors’.

The countries with the largest portfolio of the industry in 2001 were the U.S. (60
percent), Luxembourg (6.5 percent) France (6.1 percent), Italy (3.1 percent) and Japan
(2.9 percent). Countries with very small fund industries include Bangladesh, Romania,
and Sri Lanka. In addition, Khorana et al’® identified five countries with no fund sector:
Algeria, Burma, Libya, United Arab Emirates and Yugoslavia. Median assets under
management as a function of the country’s GDP are 9 percent with a high of 3991 percent
for Luxembourg, followed by Ireland with 186 percent and a low of 0.011 percent for

Bangladesh (after excluding the countries with zero mutual fund assets)’’.

With respect to assets, Canada had a median GDP of 38 percent under
management relative to the global level of primary securities. The fund industry held 4
percent of all primary securities in the median country, with Luxembourg once again at
the high end with 485 percent, followed by Ireland with 82 percent78. The average
mutual fund asset per capita was $31,890. Median equity mutual fund assets (including
balanced fund assets, stand at 11 percent (mean is 56 percent), as a percentage of the total
domestic equity market capitalization of the host country. Bond and money market funds

accounted for 6 percent of the domiciled country’s primary fixed income investments in

7 Ibid.
7 Ibid.
77 Ibid.
78 Ibid.




the median country (mean of 17 percent). This suggests that funds have been more

successful worldwide in capturing a share of equity assets than of bond assets.

Favorable banking and tax laws have led to a transformation of Luxembourg into
a major center for offshore mutual funds. This growth was partly fueled in 1992 when
the German government began to levy a 25% withholding tax on interest on investment
assets and bank deposits which led to a movement of capital to Luxembourg-based fund
management subsidiaries of German’banks. The status of Luxembourg as a tax haven
has been further augmented by the country’s strict bank secrecy laws, which are one of
the strictest in Europe. According to Khorana et al” the success of Ireland has been
driven by the establishment of an International Financial Services Center (IFSC) in
Dublin which provided significant incentives to fund operators in the form of a reduced
tax of 10 percent on income earned for specific types of servicing and financing
operations. The harmonization of regulations permitting funds to be sold throughout
Europe facilitated the growth of these centralized hubs as well as access to skilled

workforces to administer fund operations.

The results of the Khorana et al® study corroborate the findings from the law and
economics literature that countries’ rules and norms affect financial development. Strong
legal and regulatory factors in particular were found to have a positive impact on the size

of the mutual fund industry, especially fund industry regulations addressing the process

™ Ibid.
% 1bid.
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approving fund starts, mandating fee and performance disclosures, and handling conflicts
of interest between the fund management company and fund shareholders. The findings
also indicate that countries that more vigilantly protect fund shareholders’ interests have
larger industries. The study results further indicate that while protecting mutual fund
investors helps the industry, protecting individual equity investors apparently does not
help the fund industry. The failure to enforce insider trading laws was found to have a
positive effect on the size of the equity fund industry, which the authors suggest is
perhaps because fund investors are less confident of trading on their own against better-

informed insiders.

The authors conclude that it appears that mutual funds are “advanced” financial
products, in that they flourish in more developed economies; for example, the fund
industry is larger where per capita GDP is higher. Investor wealth and education have a
positive impact on fund industry size at least for equity funds. In addition, fund size
increases with time, related to the age of the fund industry in the countries. The results
further indicate that the fund sector is larger in countries where a greater proportion of
pension funds are of the defined contribution type. The fund sector is smaller when it
requires greater effort to set up a fund, measured by dollars or time. The equity fund
sector was also noted to be smaller in countries where banks are restricted from entering

the fund management business.

The results of this study are particularly pertinent to Canada as countries that

more vigilantly protect fund shareholders interests have larger fund industries. This
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implies that to achieve growth in Canada’s mutual fund industry, mutual fund governance
should focus upon investor protection. The study indicates that the areas that contribute
to this are especially industry regulations tﬂat address approving fund starts, mandating
fee and performance disclosure and dealing with conflicts of interests between the fund

management company and fund shareholders.

2.6 MUTUAL FUND PERFORMANCE

Close authored one of the first academic articles on mutual funds®'. He examined
data on assets under management from 1940 to 1950 and found that closed-end funds
were surpassed by open-end funds by the end of 1943 and that open-end funds had three
times the assets of closed-end funds by the end of 1950. Close examined the structural
differences between open-end and closed-end to account for the rapid growth of open-end
funds in comparison to closed-end funds. He argued that the high growth in open-end
funds was related primarily to the sale effort associated with these funds which well
compensated through loads. Close analyzed the actual performance of sample of open-
end and closed-end funds and found that from January 1937 to December 1946, the main
net asset value returns earned by closed-end fund managers exceeded those of open-end

fund managers.

81 Close, J., (1952). Investment companies: closed-end versus open-end, Harvard Business Review, 29,
79-88.
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Brown and Vickers® ev.aluated the rates of portfolio turnover, the measurement of
performance results and the impact of trading activity in the mutual fund market from
1953 to 1958. The main conclusion of Brown and Vickers is that fund portfolio turnover
ratio was not associated with variations in performance and that the fund portfolio
activity influenced market prices. It should be recognized that while the turnover is not
directly related to performance it does not mean that it does not detract from returns to

investors through increased trading costs passed on as expenses.

An early evaluation of the performance of mutual funds utilizing portfolio theory
was conducted by Sharpe.83 The author reasons that there may be significant differences
in fund returns given the selection of various priced securities, with different volatility
and risk. Sharpe found considerable performance variability in a sample of 34 open-end
mutual funds over a period from 1954 to 1963. He attributed this variability to being

transitory, due to excessive expenditure by the funds, or differences in management

skills.

Treynor and Mazury evaluated the expectation of investors that managers
anticipate market movement through a test of the historical success of mutual funds in
anticipating major moves in the market®. The authors analyzed the rates of return for 57

funds from 1953 to 1962 to determine if the volatility of the funds is higher in years when

%2 Brown, F. & D. Vickers, (1963). Mutual fund portfolio activity, performance and market impact. The
Journal of Finance, 18,377-391.

8 Sharpe, W., (1966). Mutual fund performance, The Journal of Business, 39, 119-138.

3 Treynor, J. & K. Mazury, (1966). Can mutual funds outguess the market? Harvard Business Review, 44,
31-136.
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the market does well in comparison to years when the market does poorly. The authors
conclude that no managers outguessed the market and that managers should not be held
responsible for failing to see changes in market direction. The results of this case study
also bring into question whether fund managers are justified in charging higher fees if

they are not outperforming the market, an argument continuing to be put forward today.

Jensen completed the first study to measure the performance of mutual funds
through a model that statistically measured fund performance in comparison to a
benchmark®. Jensen used mutual funds in the period from 1945-1964 and relative to
returns on the S&P 500 index to represent the market. The analysis indicated that the
funds on average earned 1.1% less than they should have earned relative to their level of
systemic risk and that on average the mutual funds did not produce returns sufficient to
offset their research expenses and management fees. Further, he found that there was
little evidence that any fund in the sample did better than random chance. As such, at this
early date of mutual fund development, there was an indication that high management

fees were not justifiable on the basis of increased fund performance.

Carlson provided an assessment of mutual fund performance in the period from
1948-1967%. The results of the study indicated that past performance has little predictive

value for future performance and that net returns during the period were not influenced

8 Jensen, M., (1968). The performance of mutual funds in the period 1945-1964, The Journal of Finance,
23,389-4116.

8 Carlson, P., (1970). Aggregate performance of mutual funds, 1948-1967, Journal of Finance and
Quantitative Analysis.




35

by fund size or expense ratios, and that fund performance is positively related to
availability of new cash resources, through fund flows, for investment. As such, the
study findings do not support the notion that investors should pay more management fees
to fund managers with high performing mutual funds since this is no prediction of future

performance and there was no correlation between expense ratios and performance.

An evaluation of mutual fund performance for 123 mutual funds from 1960-1969
relative to objectives was conducted by McDonald®’. He found that the slope of the
graphed performance line was not significantly different than the stock market line for
the 10 year period. McDonald concludes that the sample data indicates that mutual funds
do not perform significantly different overall than the market. This brings into question
the actual value that investors receive from mutual fund managers with higher
management fees and administrative expenses. It should be recognized that these

conclusions were arrived early in the development of mutual fund regulations (e.g., pre-

1980).

A study of mutual fund performance relative to benchmarks was conducted by
Lehman and Modest®®. The authors analyzed the measurement of whether managers
possess superior skills in stock selection and market timing. They concluded that the

choice of a benchmark portfolio may significantly impact performance results and is a

% McDonald, J., (1974). Objectives and performance of mutual funds, 1960-1969, Journal of Financial
and Quantitative Analysis, 311-333.

88 Lehman, B., & D. Modest, (1987). Mutual fund performance evaluation: A comparison of benchmarks
and benchmark comparisons, The Journal of Finance, 112, 233-265.
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critical initial step in measuring the performance of a mutual fund. Accordingly, the
determination of whether funds out perform market and whether this is due to the fund
managers skills is a complex determination that is dependent upon the benchmark

selected and may not be readily comprehendible by average investors.

In 1989, Grinblatt and Titman published an evaluation of mutual fund
performance based on actual returns and gross portfolio returns, in comparison to
previous studies which analyzed the actual returns to mutual fund investors®. The results
of this study include the finding that abnormél gross returns are inversely related to fund
size resulting in actual net returns that are unrelated to asset value. The findings also
indicate that on average actual returns do not show positive abnormal results while gross
returns of both growth and aggressive growth funds are significant on average. The
authors conclude that abnormal investor returns are eliminated, while superior
performance may exist among growth funds, aggressive growth funds and smaller funds.
These funds have the highest expenses which eliminate abnormal investor returns. As a
result, investors are not able to benefit from the fund manager’s skills by purchasing

mutual funds in their portfolio.

In 1993, Grinblatt and Titman conducted additional analyses on the set of mutual

funds used in their 1989 study with a new measure of portfolio performancego The

% Grinblatt, M. & S. Titman, (1989). Mutual fund performance: An analysis of quarterly portfolio
holdings. The Journal of Business, 62,393-416.

% Grinblatt, M. & S. Titman, (1993). Performance measurement without benchmarks: An examination of
mutual fund returns. The Journal of Business, 66, 47-68.



authors found that performance measures are considerably different than those from the

three benchmarks in their 1989 study. They concluded that abnormal performance can be
seen in the aggressive growth category but that this does not mean that investors can
achieve superior returns by investing in mutual funds because transaction costs and fund

expenses dissipate abnormal positive investment returns.

The short-ruﬁ persistence of mutual fund performance from 1974 — 1988 was
evaluated by Hendricks et al for a sample of 165 no-load growth equity funds®. The
authors found short-run performance persistelnce for four quarters followed by a reversal.
The authors attributed these results to several possible reasons, including: superior
managers being bid away once they build a track record; new funds flow to successful
performers leading to a bloated organization with fewer good investment ideas per
invested dollar; manager drive becoming diminished once their reputation is established;
and, manager sensitivity being restricted to short term performance and salaries and fees
rise in response to successes. Regardless of the net losses for the short-run performance,

the study results do not support higher management fees for mutual fund managers on the

basis of delivering superior sustained performance.

In contrast, the study by Goetzman and Ibbotson involving a “winner repeat”
hypothesis found support for higher performing mutual funds repeating higher

performance, based on data from 728 mutual funds from 1976-1988, considering one-

°! Hendricks, D., J. Patel, & R. Leckhauser, (1993). Hot hands in mutual funds: Short-run persistence of
relative performance, 1974-1988, The Journal of Finance, 43, 93-130.
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year, two-year and monthly gross and risk-adjusted returns’>. A study by Makiel
examined every diversified equity mutual fund sold to the public for the 1971-1991

period to evaluate their performance””.

He found that some persistence in mutual fund
performance existed during the earlier decade (1971-1981) but this was not maintained
during the second decade (1981-1991), suggesting that while persistence may have
existed during the 1970’s, many investors may not have benefited due to high load
charges of up to 8% of asset value. He .further found a strong .signiﬂcant negative
relationship between a fund’s total expense ratio and its net performance. Makiel
concluded that funds have tended to under perform the market both before and after all
reported expenses except for loads. The findings of Makiel’s stud); therefore do not
support the concept that investors pay more expenses to fund manager for superior
returns, in fact the reserve appears to be true. Further this does not support the

justification for fund managers charging higher management fees to its investors under

the promise that they will receive higher returns.

An analysis of the persistence of mutual fund performance was conducted by
Brown and Goetzman for the period 1976-1988"*. The results of the analysis indicate that
1,304 past winners was repeat winners; 1,237 past losers were repeat losers and 1936

funds reserve roles and therefore a majority of funds have persistent performance. The

2 Goetzman, W., & R. Ibbotson, (1994). Do winners repeat? Patterns in mutual fund behavior, The
Journal of Portfolio Management, Winter, 9-18.

% Makeil, B., (1995). Returns from investing in equity mutual funds: 1971-1991, The Journal of Finance,
50, 549-572.

% Brown, S., & W. Goetzmann, (1995). Performance Persistance, The Journal of Finance, 50, 679-698.
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authors indicated, however, that persistence was not found to be a result of a winning
management style each year. The authors found that absolute repeat winners and repeat
losers follow approximately the same trend as those of relative repeat winners and losers.
The authors interpret the analytical results to indicate that performance persistence is
more likely due to repeat losers than to repeat winners, and that poor performance is the

strongest predictor of closure.

Kahn and Rudd analyze whether historical performance predicts future
performance using a style analysis approach, which stratifies funds to analyze their
performance relative to a set of style indices, in contrast to single index approach that was
used in previous studies”. The study results show no evidence of persistence among
fixed-income funds. The authors conclude that investors need to consider information
other than historical performance to select the funds for their investments. This supports

the results of previous studies that utilized a single index model.

A study of performance of mutual fund in changing economic conditio'ns and
mutual fund strategy was conducted by Ferson and Schadt®®. The results indicate that
risk exposure changes in response to publicly available information on the economy,
based on a sample of 67 mutual funds from 1968-1990. According to Ferson and Schadt,

traditional unconditional models of performance evaluation incorporate unexpected

% Kahn, R, & A. Rudd, (1995). Does historical performance predict future performance? Financial
Analyst’s Journal, 51, 43-52.

% Ferson, W., & R. Schadt, (1996). Measuring fund strategy and performance in changing economic
conditions, The Journal of Finance, 51, 425-461.




40

returns in their models. If expected return risks vary over time, however, then this
approach would likely be unreliable. Conditional models allow estimation of time
varying systematic risk (betas), as managers of active portfolios are likely to shift their
bets on the market to incorporate information concerning changing market conditions.
The results of this model produce different performance evaluation results than
| traditional unconditional models. The study results illustrate the difficulty in estimating
the performance of mutual funds and hence the related difficulties in assessing the
performance of mutual fund managers. Without a reliable methodology for assessing
mutual fund performance it is difficult to determine whether a manager’s fees are

appropriate.

Ferson and Warther”’, like Ferson and Schadt®® put forward that the traditional
unconditional model ignores common dependencies between mutual fund systemic risk
(betas) and expected market returns. The author’s study results show that funds do not
routinely under perform the S&P 500 index on a risk-adjusted basis using conditional
models, in contrast to the results using conditional models. Instead, as would be expected

in an efficient market the performance is neutral.

7 Ferson, W., & V. Warther, (1996). Evaluating fund performance in a dynamic market, Financial
Analysis Journal, 52, 20 — 28.

% Ibid.



41

Based on an analysis of 270 funds from 1985 — 1994, Gruber found that mutual
funds underperformed the market by 1.94% per year’”. He found that for a single index
mode!l the underperformance was 1.56% per year and with a four index model the
underperformance was 0.65% per year. All three of these approaches result in mutual
funds underperforming the market. These calls into question the value of actively
managed funds and whether managers are justified in charging high fees for funds that

underperform the market.

A study by Cathart of fund performance persistence was conducted using 1,892
equity funds from 1962 - 1993'. The study résults indicate only slight evidence that any
mutual fund managers beat the market and that most funds under perform by the amount
of their expenses. These results raise the question of the justification for mutual fund
managers charging higher expenses given that these expenses essentially subtract from

performance resulting in the same or lower than market performance.

A study of mutual fund managers security — selection, market timing capabilities,
and performance persistence prior to and after the 1987 crash was performed by
Volkman'®'. The study results indicate that fund managers demonstrate significant

perverse timing ability, with a negative correlation between fund’s timing and selectivity

* Gruber, M., (1996). Another puzzle, the growth in actively managed mutual funds, The Journal of
Finance, 51,783 — 810.

19 Carhart, M., (1997). On persistence in mutual fund performance, The Journal of Finance, 52, 57 — 82.

%' yolkman, D., (1999). Market volatility and perverse timing performance of mutual fund managers, The
Journal of Financial Research, 22,449 —470.
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performance, which suggests that managers focus on the one source of performance to

the detriment of another source.

A study of the relationship between the probability of fund closure and their
return performance was conducted by Lund et al using samples of 973 terminated funds
and 1,402 surviving funds from U.K. open-ended funds (unit trusts) during the period
from 1972-1995'®. The authors found different réasons why funds were terminated such
as: never reaching critical mass in market capitalization; merging a poorly performing
fund with a similar, more successful fund in the same family; merging a poorly
performing fund to improve family group performance overall. Accordingly, the
relationship between termination and performance adds another level of complexity to

the evaluation of the performance of mutual funds and mutual fund managers.

An assessment of the effects of fund size upon fund performance was completed

by Indro et al'®

. The authors noted that growth in assets can be beneficial since larger
transaction volume lowers brokerage commission, and economies of scale can impact
other costs such as data, research, and administrative expenses. Analysis of data from
683 funds from the period 1993 to 1995 shows that three year returns increase as fund

size increases, with larger funds having lower expense ratios and lower turnovers. The

authors concluded that there are diminishing marginal returns from increasing total assets

' Lund, A., A. Timmerman, & D. Blake, (1999). The hazards of mutual fund underperformance: A cox

regression analysis. Journal of Empirical Finance, 6, 121-152.

13 [ndro, D., C. Jiang, M. Hiu, & W.Lee, (1999). Mutual fund performance. Does size matter?, Financial
Analyst’s Journal, 55, 74-77.
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under management. It is not clear how the costs were calculated that would allow a

reliable estimated of returns relative to assets under management.

Warmers conducted a study to answer the simple question “Do mutual fund
managers who actively trade stocks add value?”'® The study results indicate that mutual
funds on average hold stocks that outperform characteristic benchmarks by 71 basis
points per year, which roughly equals the sum of the combined expenses and transaction
costs. The results further indicate that funds select stocks that outperform common
benchmark by 71 basis points per year, but the average net fund returns is lower that the
CRSP index. Further, the author found that there to be a 2.3% difference between the
returns of stock holdings relative to the net return, with approximately 7% attributetable
to lower average returns for the non stock holding component of the portfolio and the
remaining 1.6% split between expense ratios and transaction costs. The study results also
indicate that mutual funds with high turnovers have higher end transactions but also hold
stocks with higher average returns compared to low turnover funds and a portion of the
higher returns for the high turnover funds is due to the stocking picking skills of the
manager. The author concluded that overall actively managed funds outperform the

Vanguard 500 index on a net return basis.

A number of studies have fund that stock selection ability persists over periods as

short as one year and that although funds generate on average generate negative abnormal

'* Wermers, R. (2000). Mutual fund performance: An empirical decomposition into stock-picking talent,
style, transactions costs, and expenses. Journal of Finance, 55, 1655-1695.
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returns performance persists. Persistence studies include those by Hendricks, Patel and

107

Zeckhauser ' Goetzmann and Ibbotson'®, Brown and Goetzmann'®’, Grinblatt, et al'®,

Gruberlog, Carhart' 'O, Daniel et al'' ', Nofsinger and Sias''? and Wermers'"?

. While most
of these articles attribute this persistence at least in part to fund manager skill, Grinblatt et
al and Carhart, however, both attribute this to the effects of momentum. After including
momentum in his model, Carhart found that persistence largely disappeared, except

amongst the lowest performers, where it remains from persistently high expensesI 1,

Investors may use past performance as an expectation of future performance as
one of the considerations in making their investment decisions' 3 and studies have

examined the use of past performance as a criteria for selected mutual funds. Hendricks

195 Hendricks, D., J. Patel, & R. Zeckhauser, (1993). Hot hands in mutual funds: Short term persistence of
performance, 1974-1988. Journal of Finance, 48, 93-130.

1% Goetzmann W., & R. Ibbotson, (1994). Do winners repeat? Patterns in mutual fund performance.
Journal of Portfolio Management, 20, pp. 9-18.

"7 Brown S., & W. Goetzman, (1995). Performance persistence. Journal of Finance, 50, pp. 679-698.

'8 Grinblatt, M., S. Titman, & R. Wermer, (1995). Momentum investing strategies, portfolio performance
and herding: A study of mutual fund behaviour. American Economic Review, 85, pp. 1088-1105.

1% Gruber, M., (1996). Another puzzle: The growth in activity managed mutual funds. Journal of
Finance, 51, 873-810.

"9 Carhart, M., (1997). On persistence in mutual fund performance. Journal of Finance, 52, pp. 57-82.

"' Daniel, K., M. Grinblatt, S. Titman, & R. Werners, (1997). Measuring mutual fund performance with
characteristic-based benchmarks. Journal of Finance, 52, pp. 1035-1058.

"’Nofsinger J., & R. Sian, (1999). Herding and feedback trading by individual and institutional investors.
Journal of Finance, 54, pp. 2263-2295.

"> Werners, R., (1999). Mutual fund holding and impact on stock prices. Journal of Finance, 54, pp. 581-
622

"% Carhart, supra note 110.

"> Guetzman W.N., & R.G Ibbutson, (1994). Do winners repeat? Patterns in mutual behaviour. The

Journal of Portfolio Management, 20, Winter 1994, pp. 9-18.
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et al found that mutual funds which performed well continued to perform well in the near

term''®. Grinblatt and Titman found a positive persistence in mutual fund performance'".

Studies by Brown and Goetzman''®

and Makiel'” provide evidence of
performance persistence in mutual funds. However, it is widely acknowledged that the
past performance is not a guarantee of future performance. Droms and Walker'*’ found
that load funds generally underperformed no-load funds on a risk-adjusted basis for the
period 1985-1990. Grinblatt and Titman found a significant positive relationship
between sales load and the performance of 279 equity mutual for the period 1975-
1984'?'. Proponents of 12b-1 fees contend that payment of distribution fees to selling
agents out of the fund’s assets provide an incentive to brokers to sell these funds that may

increase the performance of the fund due to growth and possible economies of scale.

Studies by Ferris and Chance'?? and McCleod and Malhotta'” concluded that 12b-1

18 Hendricks, J. Patel, & R. Zelkekhauser, (1993). Hot hand in mutual fund short-run persistence of

relative persistence of relative performance 19741988. The Journal of Finance, 48(1), March 1993 pp. 93—
130.

"7 Grinblatt, M., & S. Titman, (1992). The persistence of mutual fund performance. The Journal of
Finance, 47(5), December 1992, pp. 19771984.

"8 Brown, S.J., & W.N. Goetzman, (1995). Performance persistence. The Journal of Finance, 50(2), June
1995, pp. 679698

"% Makiel, B. G., (1995). Returns from investing in equity mutual funds. 19711991. The Journal of
Finance, 50(2), June 1995, pp. 549572.

12 Droms, W.G., & D.A.Walker, (1994). Investment performance of international mutual funds. The
Journal of Financial Research, 17(1), Spring 1994, pp. 1-14.

"2l Grinblitt, M., & S. Titman, (1994). A study of monthly fund returns and performance evaluation
techniques. Journal of Financial and Quantitative Analysis, 29(3), September 1994, pp. 419-444.

122 Fernis, S. P., & D. M. Chance, (1987). The effect of 12b-1 plans on mutual fund expense ratios: A
note. The Journal of Finance, 42(4), September 1987.

'3 McCleod, R.W., & D.K. Malhotta, (1994). A re-examination of the effect of 12b-1 plans on mutual
fund expense ratio. The Journal of Financial Research, 17(2), Summer 1994, pp. 231-240.
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charges are deadweight costs to shareholders and do not add any economic value to the
fund. Ippolta found that funds with higher expense ratios earn sufficiently high enough
rates of return to warrant the higher charges'?*. Apap and Griffin examined the impact of
sales charges 12b-1 fees and expense ratios on equity mutual fund performamcel25 . The
authors found no significant relationship between sales charges and abnormal or total
returns, and did not support the findings of Droms and Walker'*® who found that load
.funds generally underperform no load funds, or Grinblatt and Titman'?” who found that a
significant positive relationship exists between sales charges and performance. Apap and
Griffin concluded that the results of their study add evidence to the growing body of

evidence that sales charges will not enhance investor performance.

Bollen and Bussen conducted a comprehensive analysis of short-term persistence

in mutual fund performance based on daily returns of 230 mutual funds'?®

. The authors
concluded that “superior performance is a short-lived phenomenon that is observable
only when funds are evaluated several times a year”'*’. Bollen and Bussen further

concluded that “Although our findings are statistically significant, and are robust to a

battery of diagnostic tests, the economic significance of persistence in abnormal returns is

' Ippolto, R.A., (1989). Efficiency with costly information: A study of mutual fund performance
1965-1984. The Quarterly Journal of Economics, 104(1), February 1989, pp. 1-23.

12 Apap, A., & J.M. Griffitin, (1998). The impact of expenses on equity mutual fund performance.
Journal of Financial Planning, 11, February 1998, pp. 76-81.

126 {bid.
27 1bid.

'8 Bollen, N.P.B., & J.A. Bussen, (2004). Short-term persistence in mutual fund performance. The Review
of Financial Studies, 18(2), pp. 569597.

129 Ipid.
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questionable.  After taking into account transaction costs and taxes investors may
generate superior returns by following a naive buy and hold approach rather then a

performance-chasing strategy, even if short-term persistence is predictable.””o

Kosowski et al evaluate the performance of the United States mutual fund
industry during the 1975 to 2002 period to determine if there is evidence for the

performance persistence of superior managersm.

The authors’ findings provide an
indication that the performance of the best aﬁd worst managers is not due solely to luck
and that there is some limited degree of persistence among growth-oriented funds but not
among income-oriented funds. The authors did not provide a comparison of performance
versus fees. Therefore, there is no indication as to whether investors are paying high fees
for these mutual funds that had strong performance or those with weak performance.

Accordingly, there is no indication as to whether investors are paying high fees for

performance or non-performance.

lanotta and Navone conducted an analysis of the factors affecting the cross-

132 Carthart'*® had previously shown that the

section of mutual fund fee dispersion
performance of U.S. equity mutual funds shows that their price dispersion is not

explained by the ex-post performance of the portfolio. He showed that differences in

B0 1bid., p. 595

B Kosowski, R., A. Timmerman, R. Wermers, & H. White, (2006). Can mutual fund “stars” really pick
stocks? New evidence from a bootstrap analysis. The Journal of Finance, LX1(6), December 2006,
2551-2595. '

132 [anotta, G., & M. Navone, (2012). The cross-section of mutual fund fee dispersion. Journal of Banking
and Finance 36, pp. 846 — 856.

133 Carthart, supra note 100.
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expenses explain most of the variation in after-expense performance, suggesting that
there is no positive relationship between the expense ratio and the gross performance of
the portfolio. Gil-Bazo and Ruiz-Verdu' show a negative relationship between gross

4
performance and expenses13 .

Hortacsu and Syverson found that for a large sample of growth and income funds
the correlation between fees and performance is not significantly different from zero'>.
Fund managers with greater stock selection ability should be able to charge more for their
services' >®. If mutual fund managers have different investment abilities then some degree
of fee dispersion would be expectedm. Also, economic theory suggests that
heterogeneity of clienteles and production functions can generate price dispersion'*®,
Price dispersion may occur when agents differ in their ability to make economical

39

decisions in the market placel A study by Stahl analyzed investors with different

degrees of ability to search among sellers for better prices and determined that when

134 Gil-Bazo, J., & P. Ruiz-Verdu’, (2009). The relation.between price and performance in the mutual fund
industry. Journal of Finance, 64(5), pp. 2153 —2183.

'35 Hortagsu, A., & C. Syverson, (2004). Product differentiations, search costs, and competition in the
mutual fund industry: A case study of S & P 500 index funds. Quarterly Journal of Economics, 119, C27,
403 — 456.

136 Chevalier, J., & G. Ellison, (1999). Are some mutual fund managers better than others? Cross-sectional
patterns in behavior and performance. Journal of Finance, 54(3), pp. 875 —899.

137 Gil-Bazo, J., & P. Ruiz- Verdu’, supra note 134.
138 Salop S., lannotta & Navone, supra note 132.

1% Qalop, S., & J. Stiglits, (1977). Bargains and ripoffs: A model of monopolistically competitive price
dispersion. Review of Economics Studies, 44(3), 493 — 510.
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buyers are assumed to be identical, price dispersion can arise from heterogeneity among

4
producers' .

Price dispersion can exist when firms have marginal heterogeneous marginal
costs. lannotta and Navone'*! evaluate the effects of price dispersion in the mutual fund
industry as a function of variables that are commonly used to explain the price of
investment services. Past performance is used to proxy the ability of a fund manager, a
likely source of heterogeneity among funds. Fund fees, however, should reflect
investors’ expectations with respect to future performance. For example, if an investor
believes that a fund manager is particularly ‘good, then they may be willing to pay a
higher fee. Investors often make an assessment of fund managerial ability based on past

performance of mutual funds'**.

[annotta and Navone concluded that fee dispersion in
the mutual funds is related to heterogeneity of products such as past performance and
other characteristics of the fund. The authors further found that fee dispersion decreases
with fund size and age as well as the amount of assets under management of the
investment company, and is lower for funds that charge marketing and distribution fees.

The authors concluded that the study results are consistent with the premise that search

costs can generate fee dispersion.

"% Stahl, D, (1989). Oligopolistic pricing with sequential consumer search. American Economic Review
79(4), pp. 700-712.

! [annotta and Navone, supra note 132.

"2 Berk, J., & R. Green, (2004). Mutual fund flows and performance in rational markets. Journal of
Political Economy 112(6), pp. 1269 — 1295; Huang, J., K. Wei & H. Yan, (2007). Participation costs and
the sensitivity of fund flows to past performance. Journal of Finance, 62(3), pp. 1273 — 1311.
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Tufano and Sevick evaluated the relationship of the fees charged to shareholders
and board structure in the United States mutual fund industry'*. This study involved a
database of the independent directors of the funds offered by the 50 fund sponsors with
the largest assets at the end of 1992, which offered 1,587 open-end mutual funds and
accounting for 69% 'of all U.S. open-end mutual fund assets and 37% of all open-end

mutual funds available at that time'**

. The authors interpreted the study results to provide
evidence of economies of scale at the fund level with fees inversely related to fund size.
There is a positive relationship evident in the study between fund age and fees,
suggesting that funds with greater experience charge higher fees. There is little evidence
in the study results that the fund fees are related to fund performance over the prior
twelve months. The authors also concluded that larger boards with less independent
directors tend to charge shareholders significantly higher fees, while smaller boards that
have a lower fraction of independent directors charge investors lower fees. The authors
caution, however, that these finds do not necessarily indicate that board structure effects

fees and that this may be due to other factors such as fund sponsors with certain fee

targets selecting different types of boards.

The agency conflict between fund management companies and shareholders has

been extensively studied'®’. Massa examines how the structure of the mutual fund

' Tufano, P., & M. Sevick, (1997). Board structure and fee-setting in the U.S. mutual fund industry.
Journal of Financial Economics, 46, pp. 321 - 355.

4 Ibid.

"> Brown, K., W. Harlow & L. Starts, (1996). Of tournaments and temptations: An analysis of managerial
incentives in the mutual fund industry. Journal of Finance, 51, pp. 85-110; Chevalier, J., & G. Ellison,
(1997). Risk taking by mutual fund as a response to incentives. Journal of Political Economy, 105, 1167-
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industry influences mutual fund behaviours'*®. Ferris and Yan conducted a study of the
effects of fund management form on the level of agency costs within mutual funds, based
on a comprehensive sample of mutual fund and fund families from 1992-2004'.
Researchers'*® and industry critics'* both agree that the mutual fund scandals during the
early 2000s in the United States can be viewed in the context of agency conflict between
the fund management company and fund shareholders. The root of this agency conflict is
that the shareholders seek highly risk-adjusted returns at low cost, while the fund

management company seeks to maximize the amount of assets under management and

0

. 1
the associated management fees 3

Ferris and Yan'"' argued that fund management companies with a short term
focus, emphasize new term profits over long term value creation and are more likely to
adopt strategies that increase their fee revenue but conflict with the interest of
shareholders. In contrast, the authors suggested that fund management companies that

adopt a longer term focus are likely to employ strategies, that decrease long-term fee

1200; Tufano, P., & M. Serick, (1997). Board structure and fee-setting in the mutual fund industry.
Journal of Financial Economics, 46, pp. 321-355; Mahoney, P., (2004). Manager — investor conflicts in
mutual funds. Journal of Economic prospectus, 18, pp. 161-182; Gispar, M. J., M. Massa & P. Matos,

(2006). Favouritism in mutual fund families? Evidence on strategic cross-fund subsidization. Journal at
Finance, 61, pp. 73-104.

146 Massa, M., (2003). How do family strategies affect performance when performance maximization is not
the day game in town? Journal of Financial Economics, 67, pp. 249-304.

"7 Ferris, S.P., & X. Yan, (2009). Agency costs, governance and organizational forms: Evidence from the
mutal fund industry. Journal of Banking and Finance, 33, pp. 619-626.

%® Mahoney, P., (2004). Manager-investor conflicts in mutual funds. Journal of Economics Perspectives,
18, pp. 161-182.

' Bogle, J., (2005). The Battle for the Soul of Capitalism, Yale University Press.
10 Ferris and Yan, supra note 147.
! Ibid.
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revenue due to lower fund performance and investor cash flow, and instead focus on
maximizing fund performance. The authors reasoned that the interest of fund
shareholders is better aligned with fund ménagement companies that adopt long term

strategies than these that adopt short term strategies.

Ferris and Yan found strong evidence in their study that funds managed by public
fund companies charge higher fees than thosé managed by private fund companies, and
funds of public fund families significantly uhderperform funds of private fund families.
The authors concluded that “collectively, thc}se findings suggest that agency costs are
higher in mutual fund managed by public fund companies.”'52 They noted that their
results are consistent with the agency conflict between the fund management company
and fund shareholders, being more acute for public management companies because of

their shorter-term focus.

Barber et al conducted a study on the effects of expenses on U.S. equity fund
flows during the period of 1970-1999'.  The authors focussed on changes in how
investors respond to various mutual fund expenses such as front-end load fees,
commissions and operating expenses. The authors argued that over time the investors
have become increasingly aware of and averse to mutual fund costs and have learned to
avoid high front-end load and commission costs and high operating expenses. They noted

that all else being equal mutual fund investors prefer to pay lower fees to mutual fund

52 Ibid, p. 619

153 Barber, B. M., T. Oden, & L. Zheng, (2005). Out of sight, out of mind; the effects of expenses on
mutual fund flows. Journal of Business, 78, a (G), pp 2095-2119.
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companies. The authors further found that on average, any negative effect on fund flows
are more than offset with the expenditure on marketing, while non marketing expenses
reduce fund flows. The autholrs also recognized that investor knowledge has increased;
they state in conclusion that “investors would benefit from greater understanding
awareness of mutual fund expenses. While educating investors is a complex and
multifaéeted task, our results support the GAO’s recommendation that one step in that
process could be for mutual funds to disclose to investors the actual dollar amount of fees

paid. Expenses that remain out of sight are likely to remain out of mind”"**.

Early research on mutual fund performance by Treynor' > and Jensen'*® found
that mutual fund performance net of expenses was worse than what investors can earn by
a naive buy and hold strategy. Studies in the 1970’s by Williamson'®’, McDonald'*® and
Crenshaw'>® found that mutual fund managers were able to justify their charges. Other

studies in the 1980’s by Kon and Jen'®®, Merton'®’, Woerhide'®, Veit and CheneyI63 ,

' Ibid., p. 2118 (the authors statement refers to a recommendation by GAO (the General Authority
Office), that mutual fund expenses in dollar amounts rather than as percentages.).

'3 Treynor, How to rate management investment funds. Harvard Business Review, 44, 131-136.

15 Jensen, M., (1968). The performance of mutual funds in the period of 1945-1964. The Journal of
Finance, 42, 167-247.

'57 Williamson, P., (1972). Measurement and forecasting of mutual fund performance: Choosing an
investment strategy. Financial analysis Journal 28, 78-84.

18 McDonald, J., (1974). Objectives and performances of mutual funds, 1960-1969. Journal of Financial
Quantitative Analysis, 9, 311-332.

15 Crenshaw., (1977). The evaluation of investment performance. Journal of Business, 41, 462-485.

10 Kon. S., & F. Jen. (1979). The investment performance of mutual funds: an empirical investigation of
timing, selectivity, and market efficiency. Journal of Business, 52, 263-289.

1! Merton, R., (1992). On market timing and investment performance an equilibrium theory of value for
market forecasts. Journal of Business 54, 363-406.



Alexander et all64, Konl“, Chang and Lewellenl66, Ferri et al'67, Hendrikssonms, and in

the 1990°s by Lee and Rahman'®, found that a limited number of fund managers have

market timing selectivity expertise.
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Ferris and Chance'’’, Chance and Ferris'’' and McLeod and Malhotra'? found that 12b-1

plans increase funds’ expense ratios and concluded that 12b-1 fees are dead weight costs
that should be avoided. Dellva and Olson conducted a study to investigate the
relationship between front-end load charges, deferred sales charges, redemption fees, and

173

12b-1 fees on total fund expense and risk adjusted performance In particular the

162 Woerhide, W., (1982). Investor responses to suggested criteria for the selection of mutual funds.
Journal of Financial Quantitative Analysis 17, 129-137.

163 Veit, E., & J. Cheney, (1982). Are mutual fund market times?, The Journal of Portfolio Management,
9, 35-42.

164 Alexander, G., G. Benson & C. Eger (1982). Timing decisions and the behavior of mutual fund systems
risk. Journal at Financial and Quantitative Analysis, 17, 579-602.

"5 Kon, S., (1983). The market timing performance of mutual fund managers. Journal of Business, 56, pp
323-347.

'% Chang, E., & and W. Lewellen, (1984). Market timing and mutual fund investment performance.
Journal of Business, 57, pp. 57-72. :

'®7 Ferri, M., H. Oberhelman, & R. Roenfeldt. (1984). Market timing and mutual fund portfolio
composition. The Journal of Financial Research 7, pp. 143-150.

'®® Hendriksson, R., (1984). Market timing and mutual fund performance: an empirical investigation.
Journal of Business , 57, pp 73-96.

189 Lee, C., & S. Rahman, (1990). Market timing, selectively, and mutual fund performance; an empirical
investigation. Journal of Business 63, pp. 261-278; Lee, C., & S. Rahman, (1991). New evidence on

timing and security selection skill of mutual fund managers. The Journal of Portfolio Management, 18, 80-
83.

"0 Ferris, S., & D. Chance. (1987). The effects of 12b-1 a note. The Journal of Finance, 42, 1077-1082.

7! Chance, D., & S. Ferris, (1991). Mutual fund distribution fees: an empirical analysis of the impact of
deregulation. Journal of Finance Services Research, 5, pp 25-42.

"2 McLeod, R., & D. Malhotra, (1994). A re-examination of the effect of 12b-1 plans on mutual fund
expense ratios. The Journal of Financial Research, 17, pp. 231-240.

'” Dellva, W. L., & G. T. Olson, (1998). The relationship between mutual fund fees and expenses and

their effects on performance. The Financial Review, 33, February 1998, pp. 85-104.




55

authors sought to determine if there is any fundamental difference in the various types of
fees with respect to expense ratios, and mutual fund performance. The authors conclude
that 12b-1 fees, deferred sales charges, and redemption fees increase expenses and only a
limited number of funds with these fees earn risk adjusted return that can justify them.
The authors noted that investors should not select funds with front-end loads, 12b-1 fees,

deferred sales charges, and redemption fees.

2.7 MUTUAL FUND SCANDALS

Widespread publicity was given financial scandals occurring in the United States
after the market downturn in 2000. Eliot Spitzer’s charges against prominent financial
analysts resulted in a $1.4 billion settlement with the firms where they worked made
headlines. Spitzer charged Edward J. Stern and the hedge fund that he managed, Canary
Capital Partners, LLC, with improper market timing and late trading in shares of the
Strong mutual fund complex. To settle these charges, Canary Capital Partners was
required to pay $40 million, while Bear Stearns also agreed to pay $250 million to the
New York Stock Exchange and the SEC to settle late trading charges in its mutual funds.
Subsequently, Spitzer brought several other suits against mutual funds for allowing or
engaging in market timing and late trading that resulted large fines and media

174
exposure .

The SEC and Spitzer were to obtain settlements totalling over $4.25 billion in

penalties, disgorgement and reduced mutual fund fees by the end of 2005, despite their

'" Markham, S. J., (2006). A Financial History of Modern Corporate Scandals, from Enron to Reform,
400-434




lack of success in Court'”. In 2006, Prudential Financial Inc. agreed to pay $600 million

and admitted to criminal fraud under a deferred prosecution agreement, and agreed to pay
$52 million to settle market timing claims and to cut fees by $25 million. Additional
discussion regarding mutual fund scandals in the United States is provided in the analysis

of the SEC response to the scandal through the development of new rules.

In 2004, the question facing mutual fund companies was ho§v the scandal would
affect Canadian investors. The OSC responded to the U.S. scandal by requesting that
mutual fund companies in Ontario to respond whether they had sufficient procedures in
place to prevent late trading and market timing by distributing a questionnaire to them.
The main response of the Canadian mutual fund industry to the mutual fund scandals in
the United States was that timings were different in Canada which had better safeguards
and that investors were protected against abuse, with an industry spokesman stating that
Canadians “should be encouraged by the differences in the systems procedures and

structure of our markets™'’®.

A U.S. economist, Eric Zitzewitz of Stanford University, who helped New York
State Attorney General Eliot Spitzer probe the mutual fund industry in the United States
indicated in 2003 that there was evidence of similar trading problems occurring in

Canada, stating “I believe that there is a problem in Canada it may not be as big as in the

' Bloomberg News, (2006, July 25). Money manager agrees to settle segulators' market-timing case, N.Y.
Times, at CI.

'"® McFarland, J., (2004, June 22). Mutual fund abuse in Canada needs prompt action. Globe and Mail,

available at: http://www.theglobeandmail.com/report-onbusiness/mutual-fund-abuse-in-Canada-needs. ..
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U.S. but some of these revelations will start to come out about Canadian funds.”"”” Eric
Pelletier, a spokesman for the OSC, explained that OSC official had consulted with Mr.
Zitzewitz regarding his study but that his Canadian sample was not sufficient to draw any
conclusions from. He also indicated that the OSC was conducting its own review of data
and that OSC officials suggested that Canadian funds were not as open to abuse as those
in the U.S., and suggested regulations to further inform and educate investors of the

regulations in place.

An article by Reuters in 2003'’® warned against comparing apples with oranges in
assessing the impact of a U.S. mutual fund scandal on Canada’s much smaller mutual
fund industry. The article indicates that analysts did not expect Canada to experience the
problems to the extent experienced in the United States. Canadian analysis indicated
that because of the mutual fund sector in Canada was $320 billion U.S. ($429 billion
CAN) versus $7 trillion in the U.S., late tradiﬁg practices in Canada would be identified

quickly. However, the analysis did indicate that investor confidence was an issue'”.

In the United States a correlation has not been demonstrated between introduction
of independent directors and chairs in the United States and the detections and reduction

of late trading and market timing. For this reason, I don’t suggest that Canada introduce

"7 McCarthy, S., (2003, November 24). Mutual funds abuses found in Canada, The Global and Mail.
'”% Bay St., (2003, November 9). Week Ahead, Canada braces for fund scandal fallout, Reuters.

7 Q & A: On the Pricewaterhouse Coopers mutual fund, survey restoring lost confidence — insights from

the industry, available at http://www.pwc.com/ca/en/investment-management/q-a-mutual-fund-survey-
restoring-/0...
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independent directors and chairs to address late trading and market timing activities.
There has been no indication that independent directors increase firms’ performance and
there are suggestions that this may detract f'rom performance. In Canada, the securities
regulators introduced the IRC to address conflicts of interest. There was no supporting
studies to indicate whether the IRC would be able to detect late trading or market timing
which is a highly statistical and mathematical process. Therefore, there is no indication
that independent directors and chairs of the IRC would be an effective governance
mechanism for late trading and market timing. Similarly, the mechanism of independent
directors and chairs in the United States and the IRC were not purposely developed as a

governance mechanism for excessive advisory fees.

The mutual fund scandals in the United States prompted action of the part of the
OSC to determine whether mutual find trading abuses were occuring in Canada. This
included broadly targeted the industry with a questionnaire test to select mutual fund
companies asking them what policies and procedures they had in place to deal with buy
and sell orders that come into the firm after the normal 4 PM cut off time. OSC
spokesmen Eric Pelletier stated, “We believe that we don’t have the same level of

problem in the Canadian industry as we’ve seen emerging in the United States.”'%

Although the OSC did not believe that the market timing abuses were occurring in

Canada, they were concerned with the effect that this perception would have on investor

" Howlett, K., & C. Leitch, U.S. fund scandal prompts OSC move, sends questionnaire on trading abuses,
Globe advisor.com, accessed at:
https.//secure.globeadvisor.com/servlet/articlenews/story 1 gam/2003 1 104/REFUNDSO4
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confidence. As stated by Pelletier, spokesman for the OSC, “We have no evidence that
these abuse practices are taking place in our market, ...but we need to bolster the

»181  There was also a concern of the effect of the U.S. scandals on Canadian

market
investors expressed by Canadian mutual fund companies. A discussion of whether the
mutual fund scandals in the U.S. were occurring in Canada was provided by Dan Hallett
of the Globe and Mail who stated “I am not aware of any Canadian Firm participating in
the types of activities in which a handful of U.S. fund companies have been alleged to

have participated.” '**

There was considerable controversy as to whether the settlements against AGF
Fund, and IAG Investment Management Inc. were sufficient. The restitution payments
from these firms totalled USD$156.5 million, while fund managers and other short term
traders realized USD$301 million in profits representing about half of the losses to

investors'®® and their gross management fees totalled USD$17.3 million dollars.

The scandal resurfaced with Law Firm Rochon Genova LLP seeking class action
status for a lawsuit against the fund companies that agreed in December 2004 and March

2005 to pay a total of USD$205.6 to investors'**. The fund companies’ response was that

B bid.

82 Mutual fund insight by Hallett, D., Mutual fund scandal, is U.S. experience in Canada? Globe and Mail

advisor, accessed at:
https:/secure.globeadvisor.com/education/insight/article.html/?/education/insight/200309...)

'3 Mutual fund insight by Hallett, D., Fund companies settle, Restitution payments half of losses,
GlobalAdvisors.com, accessed at:
http://secure.globeadvisor.com/education/insight/article.html?/education/insight/2004/12...

'** Hallett, D., (2009, October 12). Market-timing losses in dispute, Morningstar Investor Insight, 12-10-
09, accessed at: http://cawidgets.morningstar.ca/Article/Template/PrintArticle.htm.
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they had made restitution. The plaintiffs’ lawyers disagreed arguing that more should be
paid to investors. A key argument of the lawsuit is that hedge funds were allowed to
trade frequently without being charged the short term trading fees which are typically
levied. The lawsuit also asserts that short-term trading fees were charged at that time to
all other investors. The litigation against the five fund companies is related to the total
losses to investors. Eric Zitzewitz, an economics professor at Stanford University,
estimated that the losses to Canadian investors resulting from the market timing to be
from $300 million to $800 million. The lower end to this range is comparable to what the

OSC calculated and was used as a basis for the lawsuit.'®’

In an article in the Globe and Mail, Dan Hallet states: “The 0SC’s decision to
obtain settlements against five fund firms reflects its goal of protecting market rather than
punishing a wrongdoer”l%. In this sense, I suggest that the OSC’s intent may have been
to ‘make an example’ of these five firms, as a way of discouraging market timing apd late
trading in the Canadian mutual fund industry. The OSC, however, did not undertake any
disciplinary measures against the fund companies mentioned in the brokerage firm
settlements. TD Waterhouse Canada Inc. was penalized for facilitating rapid trading in
an equity fund under two pooled funds managed by a separate advisor. The settlement
with RBC Dominion Securities Inc. confirmed that some of the market timing trades that

it facilitated occurred in its affiliated RBC fund family and yet the fund company

%5 Ibid.
'8 Ibid.
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affiliated of the bank-owned brokerages were not subject to punitive measures'®’ . The
regulators also appeared to ignore the adverse impact from frequent trading by money

market funds upon investors'®.

There was concern that market timers would detract from investor confidence and
as a result some companies sought determine how to deter market timers from
participating in their funds. Sian Burgess, senior vice presidpnt and general counsel at
Mackenzie Financial Corp. Stated: “We do think that there are measures that the industry
as a whole can adopt to dramatically reduce the unappropriate short-term trading

opportunities. We think an industry-wide response to this is crucial”'®.

William Hollands, chief executive officer of CI Fund Management Inc. indicated
that managers are no longer allowing any client to trade in and out in under 30 days, since
with respect to market timing “The public perception right now is that this is a
negative”l%. Jonathan Hartman, vice president of business development at RBC Asset
Management Inc., Canada’s largest mutual fund manager at that time, indicated that RBC
was considering imposing a short-term trading fee. David Goodman, president of
Dynamic Mutual Funds Ltd., indicated that his firm charges a 2 percent fee for short-term

trading as it wants to do business only with long-term investors.

187 Ibid.
%8 Ibid.

'8 Howlett, K., (2004, June 21). In-and-out-traders unwelcome, firms says, Globeinvestor.com, accessed
at: http://www.globeinvestor.com/servlet/ArticleNews/story/GAM/2004062 | /RFUNDSFID2/

%0 Ibid.
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Howlett "' indicated that the Report on Business found that fund companies had
mixed results in keeping market timers out of their funds and that rapid in-and-out trading
took place in dozens of international funds managed by Canadian companies over a four
year period. According to Karen Howlett, “Investors have no way of knowing whether

2192 The investment

their mutual funds contain tell tale signs of market timing activity
fund industry association IFIC restricts free access of its reports containing detailed fund

statistics to mutual fund companies and for everyone else charges a significant fee.

Stephan Erlichman indicated that reforms were needed in Canada to ensure that
the industry acts in the best interests of the investors and that there was a lack of
independent governing bodies in Canada to oversee mutual funds to monitor their

. 193
operations .

In 2003, Erlichman recommended that funds be required to have
compliance plans. At the time of the mutual fund scandals, the requirement for
compliance plans had not yet been adopted in Canada. Erlichman stated “I continue to

believe that my recommendation for mandatory compliance plans is an important one for

Canada. We will wait and see what the [regulators] do in response in regard to this issue”

91 Ibid.

"2 Howlett, K., (2004, June 21). Spotting signs of market timing tough for the ordinary investor,
Globeadvisor.com, accessed at: ,
http://secure.globeadvisor.com/servlet/ ArticleNews/story/gam/20044062 I/RFUNDSS2

"> Howlett, K., (2004, January 1). Funds under microscope in wake of U.S. scandal, Globe and Mail.com,
accessed at: http://www.investorvoice.ca/PI/S33.htm
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194 " As will be discussed later the Independent Review Committee was put in place to

monitor conflicts of interest.

Karen Howlett, referring to the IRC, noted “The Ontario Securities Commission
hinted in November that it plans to introduce a watered-down version of Erlichman’s
recommendations on January 9, it will introduce new governance rules requiring funds to
set up committees, rather than full boards of directors, to monitor conflict of interest. The
OSC said the committees will not have the power to overrule fund managers nor would

managers be required to abide by the committees decisions.”'”

2.8 DISCUSSION

The results of the evaluation of mutual funds have identified key findings with
regard to the mutual fund performance based on my literature review and analysis.
Firstly, I recognize that these studies have not identified a relationship between sustained
high past performance and future high performance. I conclude on the basis of my
analysis that there is therefore no reason why investors should pay higher fees for mutual
fund advisors on the basis of past performance if this does not relate to the current
performance that they are receiving, or future performance. I further conclude from my
analysis of this literature that the studies have also shown that high advisory fees detract
from performance and actually may result in performance that is lower than market

benchmarks. I conclude based on the literature review that there is no justification for

194 K aren Howlett, Ibid.

195K aren Howlett, Funds under microscope in wake of U.S. Scandal, supra at note 193.
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investors paying high fees to advisors on the basis of persistent performance. The results
of the literature review above indicate that 12b-1 fees and sales loads do not enhance
performance. Based on these studies, I suggest that there is some uncertainty as to
whether trailer commissions in Canada wili increase mutual fund performance and add
value to investors. A study of whether trailer commissions increases the performance of
Canadian mutual fund investments should be conducted by the securities regulators to
determine whether these charges should be pgrmitted in the future. This is, of course, of
particular importance since Canadians pay among the highest mutual fund expenses
globally and trailer fees are a significant contributor to these high expenses. Mutual fund

expenses and fees are discussed in Section 5.

There are competing loyalties for both mutual fund managers and corporations
that offer proprietary mutual funds. As will be discussed, this inherent conflict of
interest in the mutual fund industry results in a conflict for fund managers in maximizing
the returns through increases in their fees which typically results in decreasing returns to
their shareholders, versus decreasing their fees which will decrease their returns and
increase the returns to their mutual fund shareholders (unitholders). Boards of the mutual
fund companies also are subject to these competing loyalties since they too are

responsible for the success of the fund manager and compensation to the unit holders of

their funds.

The question also arises as to whether the board would favour the returns to

shareholders through an increase in the stock price or provide dividends which would
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tend to stimulate additional investment in the corporation or an increase in the price of
the mutual fund wh.ich would tend to stimulate decreased investment in the fund. It may
be expected that the board’s first responsibility, in the vast majority of the cases, would
be to its corporate shareholders. It is this responsibility to provide a financial return to
both its fund management corporation and the mutual fund unit holders that creates a
potential conflict of interest. Investors may be unaware of the potential conflicts of
interest of their fund managers of providing financial returns to the mutual fund unit
holders and the shareholders of the corporation. Potential conflict of interest also extend
to banks since major banks also provide mutual fund management and offer proprietary
mutual funds and are responsible to both their shareholders and the unit holders of their

mutual funds.

The mutual fund scandals during the early 2000s in the United States can be
viewed in the context of agency conflict between the fund management company and
fund shareholders. The root of this conflict agency is that the shareholders deserve
highly risk-adjusted returns at low cost, while the fund management company deserves to

maximize the amount of assets under management and the associated management fees.

My review of the mutual fund scandals that occurred in the United States
indicates that these were related to late trading and market timing and that they received
wide media attention. These mutual fund scandals had a broad impact in Canada as well
among U.S. securities regulators, the mutual fund industry and investors. My evaluation

of the literature and media releases at the time of the scandals has indicated that there was
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considerable concern as to the effect of these scandals upon investor confidence and
investing activities in both Canada and the United States. Accordingly, maintaining and
restoring investor confidence became a focus of the regulatory agencies. I suggest that
this was a key driver in the initiation of the governance mechanisms involving director

and chair independence in the United States, as well as the IRC in Canada.

The results of my analysis of the mutual fund scandals in Canada and the U.S.
indicate that the two markets experienced different degrees of late trading and market
timing issues, with greater issues in the U.S. due largely to the size of the market. The
scale of the issue alone would suggest that Canada would not need to introduce the same
degree of measures to prevent market abuseé.\ The actions taken by the OSC may have
been in response to the action taken by regulators in the United States. In addition, both
of the scandals precipitated changes in mutual fund governance in Canada and the United

States and these were manifested differently in the two countries.

The mutual fund scandals created public concern and a decline in investor
confidence which prompted securities regulators and the mutual fund industry to reduce
these concerns and increase investor confidence. Prior to the mutual scandals in the U.S.
very few people in Canada knew what the term late trading meant, but during the ongoing
scandal in the United this was read about in Canada on a daily basis. This public concern
in Canada and the U.S. was a key driver for regulatory change in the mutual fund
governance regime in both countries. I suggest, based on review and interpretation of the

literature, that the mutual fund scandals could have focussed the Canadian securities
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regulators on responding to the mutual fund scandals that were occurring at that time

rather than addressing the high fees in Canada.

3.0 CANADIAN MUTUAL FUND REGULATORY REGIME

31 GLOBAL CONTEXT

An analysis of the Canadian mutual fund regulatory regimes in the context of
global practices in disclosure in the mutuél fund industry was conducted based on
research by Morningstar and provided in their 2009 and 2011 reports (results relevant to
fees are discussed in Section 5 and global disclosure practises are summarized in
Appendix A). [identify two key findings in this study pertaining to the Canadian mutual
.fund governance regime. Firstly, Canada was the only country in the Morningstar studies
to receive a failing grade of F with respect to fees, due to the high total expense ratio
associated with Canadian mutual funds. Secondly, Canada received an “A” in the area of
transparency in the prospectus and shareholder report in the Morningstar studies which
noted that Canadian funds are required to publish a simplified prospectus that has a
standard format and is more clear and easier for the average investor to read. The
methods of disclosure also appear to be consistent between Canada and the other
countries in the Morningstar studies in that most of these countries require a prospectus
and annual or semi-annual reports to sharéhé)lders. The Morningstar studies gained

widespread media attention and discussion and received strong criticism from the
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Canadian mutual fund industry.'”® The criticisms were aimed at the selection of funds
that were used in the study but the industry, however, did not provide a study to

specifically rebut the Morningstar studies.

My assessment of the results of the Morningstar studies léads me to conclude that
Canada has high total expense ratios in a global context. The regulations in each of the
countries surveyed require that the total expense ratio is disclosed (with the exception of
one). fnvestors are not able to determine the relationship between the actual trading cost
and the fees to determine if increased fees are related to increased costs or increased
profits for fund managers because these costs are bundled within the total expense ratio.
As such it is not possible to determine whether the high total expense ratio in Canada is
due to high advisory fees, high profits captured by the fund manager or advisor, or other
factors. Even if the excess fees were not related to increased profit to the fund managers,
this could also be due to costs associated with inefficiencies such as exc.essive turnover in
stock in the fund portfolio resulting from ineffective selection of stocks by fund managers

requiring them to turnover or “churn” to generate an adequate return to the fund’s unit

holders.

While the Morningstar studies indicate that Canada has among the highest
expense ratios in the world, the root causes are not clear since the costs are bundled in the

expense ratio. [ therefore suggest that a gap in the current Canadian regulatory

19 Rekenthaler, J.K., M. Swartzentruber & C.S. Tsai, (2009). Morningstar Global Fund Experience,
Morningstar Fund Research, May 2009 (2009 Morningstar Report); Alpert, B.N., & J.K. Rekenthaler,
(2011). Morningstar Global Fund Investor Experience, March 2011 (2011 Momingstar Report).
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framework for mutual funds is that there is no requirement for disclosing the unbundled
costs associated with advisory fees, administrative costs and trading costs such that
investors can evaluate the costs that they are paying. Currently, in Canada, this is
bundled within the MER. A transparency issue is that brokerage costs may report back to
the fund manager and appear as a cost, while it is actually income, without having this
properly disclosed to investors. These costs could be significant for instance, for those
funds that have high turnover rates if they churn more of their portfolio per year.
Therefore disclosure of turnover rates would. be beneficial for shareholders. It is noted
that disclosure of turnover is not required in many of the countries included in the

Morningstar studies.

[ note that an evaluation of whether the disclosure documents are actually read by
shareholders is not provided in the Morningstar studies. In Canada, there has been no
published survey by the OSC, or the mutual fund industry as to whether investors are
reading the prospectus and shareholder reports. Further, there is no indication based on
feedback from investors as to whether this information is what shareholders need and is
written and organized in a way that they can understand. In addition, I raise the question
as to whether investors have been properly educated to understand the information in the
disclosure documents. This is discussed further in the public education, involvement and

participation section of this dissertation.
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3.2 FORMATIVE DEVELOPMENTS IN THE DISCLOSURE MECHANISM IN
CANADA

I conducted a review and historical evaluation of the development of disclosure as
a mechanism for corporate governance based on a review of historical information from

OSC bulletins and more recent academic studies.

The emphasis on disclosure in Canadian securities legislation can be traced to the
Urquart Report'”’; where it was recommended as a mechanism to increase investment in
Ontario’s capital markets. Disclosure was considered in the Urquart Report to be a
means of fraud prevention and a viable alternative to increasing sanctions for promotion
of fraudulent securities prior to the formation of the Securities Act in 1945. The
disclosure of corporate information to shareholders played a prominent role in company

law legislation following the Urquart Report.

After the enhancement of the Securities Act in 1945, an administrative agency
was provided with the power to enforce the distribution of information to prospective
investors as part of the primary distribution. Section 49 of the 1945 Securities Act
involved providing the investor with all the material and facts so that the investor could
make up their own mind whether or not to invest. Following 1945, disclosure became a
central tenet in Ontario securities legislation. The perspective on disclosure at that time
was that the individual was to make up their own mind on the merits of an investment

based on the assumption the disclosure requirement ensured that all material information

7 Condon, M., (1998). Making Disclosure: ldeas and Interests in Ontario Securities Regulation, Toronto:
University of Toronto Press, p.82.
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was provided to potential investors. An early OSC bulletin stated “The frames of the Act
credited the average individual with sufficient horse-sense to be able to decide whether or
not a security should be bought providing he was in possession of the material facts

regarding that security”'®®,

The OSC provided the perspective that disclosure provides
full protection for the inexperienced individual investor so that they make the effort to

understand the details of the investment opportunity.

I suggest that the OSC viewed the responsibility to rest with the individual
investor and not with the agency, which was to make no recommendation fo the public on
the investment. Further, I note that the agency related the protection offered to be for the
average individual and that the agency did not give consideration as to whether the
investor had sufficient knowledge to reliably make this decision. It was also not
considered whether the agency should play a role in investor education and to arm
investors with the knowledge to make decisions based on the disclosed information. At
the very root of the disclosure, there was a fundamental assumption or belief that
investors would understand the information that was being provided to them under
disclosure requirements. [ further suggest that it also assumed that investors would know

where to find this information and would actually take the time to read it.

199 w " . . ..
Condon ™~ notes that “in the securities law context, a disclosure orientation is

often contrasted by regulators with a ‘merit-based’ philosophy that would examine the

'8 Ontario Securities Commission Bulletin, (1949, March). B5.

199 Condon, supra note 97, p. 41.



substance of a proposed distribution, in the sense of its potential for financial success,

beyond the adequacy of the information provided”. I note that, in choosing a direction of
‘disclosure’, rather than a merit-based approach, the agency was moving away a role of
involving the public and turning more to a role of an agency that stipulates what
information should be disclosed with a stated view that “the Ontario purchaser of
securities has access to all the facts — after thz;lt well, it’s his dollar”®®. Tt is also clear that
the agency had moved away from its previous role in fraud protection, in placing an

empbhasis upon disclosure to investors.

The disclosure of information was equated with investor protection in an OSC
Bulletin in 1949, where it was described as “the cornerstone of current securities

legislation”20I .

In addition, the bulletin mentioned a reason for the emphasis upon
disclosure legislation was the increasing population in Ontario and consequent expansion
into financing. The bulletin noted that the time has long since passed when a small
number of investors or speculators might have obtained first-hand information regarding
any particular venture, as well as first-hand information regarding persons engaged in the
sale of promotional issues?®. In the 1950’s, there was some movement beyond disclosure

being confirmed in the initial prospectus in the acknowledgement that pro forma balance

sheets may be required to reflect any material financial changes beyond the balance sheet

2% Ibid.

20! Ontario Securities Commission Bulletin, (1994, May). B3.
2 Ibid.




in the original perspectives. It was, however, not until the Securities Act was passed in

1966 that provisions for disclosure beyond the initial prospectus were put in place®®.

The Kimber Report associated disclosure with achievement of public confidence,
yet indicated that the currént provisions were inadequate and that improvements should
be made. The presentation of this Act occurred after the compilation of the Windfall
Report. In the Windfall Report disclosure was associated public protection while in the
Porter report it was associated with investor protection. [ note that although there were
various positive attributes on the perceived benefits of disclosure, it is not clear if there
was a widespread knowledge amongst investors concerning this legislation and whether
they had sufficient knowledge to understand 'this information and whether they in fact
utilized this disclosure information in their investment decisions. The Kimber Report was
a central core to the 1966 Securities Bill, and this bill was drafted by four of the lawyers
and the accountant who had served on the Kimber Committee who were retained by the
Attorney General for this purpose. The Attorney General introduced the 1966 Securities
Bill as representing the consolidation of the major recommendations of the Kimber
Committee. The 1966 Securities Bill incorporated a central tenet of the Kimber report
which was that inadequate disclosure was the root cause in the deficiencies. In the first
reading of the Corporations Bill, the provincial secretary used this as its ‘base

2204

principle’™. In 1967 the OSC announced that it had adopted a new standard of

disclosure for sales finance companies and stated: “The normal business of sales finance

% The drafting of the 1966 Act began after the Kimber report was tabled in the house.
204 Condon, supra note 197, p.82.
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companies is dealing in commercial paper rather than a product, making it imperative that
certain information is available in addition to that normally required by other types of
companies. Without this, the investing public will not have proper information to assess

the financial position of the company”®.

The final report of the Five Year Committee chaired by Purdy Crawford, referred
to as the “Crawford Report”, included a propbsal that would it make it easier to fire fund
managers and that all mutual funds be required to have some form of independent
governance body. The Crawford Report recommended that an independent governance
body would represent the interest of fund investors by monitoring fees and expenses
charged to unit holders.?” Former Ontario finance minister Janet Ecker tabled the
committee’s report in the legislature. She indicated at that time that the government
would set up a select committee of the legislature to review the entire report. The select
committee, however, did not get appointed before the provincial elections. The new
government did not proceed with the select committee to which would have involved an
evaluation of an independent governance body that would represent the interests of fund

investors by monitoring fees and expenses charged to mutual fund investors.

Disclosure as a corporate governance mechanism has strong roots in the securities
regulation. I suggest that these historical developments influenced the selection of

disclosure as a primary mechanism for mutual fund governance in Canada.

2% Ontario Securities Commission Bulletin, (1967, January). B6, 1998, p.10, Condon, supra note 197.

% Ontario Ministry of Finance, (2003) Five Year Review Report — Reviewing the Securities Act. Ontario
Minstry of Finance
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3.3 1969 CCMF REPORT

The CCMF (Canadian Committee on Mutual Funds) study report’”’, released in
1969, indicated that the prevailing level of management fees and sales charges in Canada
was attributable to adoption of the pattern in the United States, since the first mutual
funds organized in Canada followed the practices that were established first in the United
States, and that the patterns that they established have endured ever since in Canada. The
committee indicated that this was, in a large part, attributable to the policies of securities
_makers that were reluctant to accept prospectuses for filing if they contained higher fees
than the prevailing rate. At that time, the policies of securities administrators on levels of
management fees and sales changes were for the most part unwritten, although well
known to the mutual fund industry. The prevailing levels of management fees could not
be easily described since at that. time management fees were considered alone or together
with either management expenses. The management fees could be increased by the
allocation of management expenses to the mutual fund, which made comparison of

management fees between mutual funds difficult.

A summary of the management fees and management expenses paid by mutual
funds in 1967 is summarized in Table 1 below. These data indicate that the MER ranged

from 2% to 0.75% depending on the assets under management.

27 Report of the Canadian Committee on Mutual Funds and Investment Contracts , (1969). Provincial and
Federal Study, (CCMF Report). Ottawa, Queens Printer.




Table 1 — Mutual Fund Expense Ratios in 1967

Assets Under Management

Expense Ratio

Up to $1,000,000 %
$1,000,000 up to $3,000,000 1.75%
$3,000,000 up to 55,000,000 1.5%
$5,000,000 up to $10,000,000 1.25%
$10,000,000 up to $100,000,000 1%
$100,000,000 and over 0.75%

Source: CCMF Study, supra note 207.
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In February 1968, the Ontario Securities Commission adopted a policy to

recognize the relationship between management fees and management expenses, and to

ensure that economies of scale are reflected in the management fee.

provided below:

This policy is

Pending the policy which may be developed as a result of the studies now being

conducted by the Canadian Mutual Fund Committee, all mutual funds are advised

that the maximum management fees and other expenses which may be charged

against the assets of the fund, expressed as a percentage of the net assets under

administration.

This policy will be applied to all new funds whose securities are for the first time

the subject of the filing and all funds making an annual refilling or making a new

filing. Within the limits and percentages set out above, sliding scale or incentive

management fees will be accepted. It is again emphasized that the maximum



percentage is to include not only the management fee chargeable but also all

other expenses.

A supplementary interpretative release was published by the OSC in January 1969
to clarify this policy’®. The release clarifies that the lower percentage limits on the
higher doliar amount are not intended to determine total compensation. A mutual fund
with $1,500,000 total net assets, for instance, at that time could pay up to 2 percent for
management fees and expenses on the first 1,000,000 and 1.75% on the remaining
$500,000. The committee noted that there is not a difference in sought versus unsought
market segments and largely attribute this to the low degree of importance of fees to the
Canadian purchases. At the time of the CCMF study, there were sales charges in the
order of more than 8 percent and this was more significant to mutual fund purchasers
than an annual management fee of 0.5 percent, and as a result there was little pressure to

reduce management fees even in the commodity (shopping goods) segment of the market.

The committee indicated that differences between the rules of the various
administrators account for the variance in management fees and expenses for the industry

as a whole?®.

According to the committee, the variance is explained by the greater
variance in management expense ratios that is due to the concentration of the

administrative component of management expenses rather than management fees. The

commission further noted that the reason that the prevailing level of management fees did

28 Ontario Securities Commission Bulletin, (1969, January), 6.

2 Ibid., p. 320.
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not increase following the policy ruling made by the Ontario Securities Commission is
attributable to reluctance on the part of the existing organizations to increase their
management fees. The committee believed this reluctance was because an increase
would require notification of shareholders which would draw management fees to their

attention and would attract unfavourable attention from securities administrators.

The committee was not able to decide on whether the prevailing levels of
management fees and sales charges were too high or too low, based on the submissions
that they received as part of the study. The committee suggested that one approach to
arriving at this decision could be through an analysis of profit levels of management and
distribution companies. The authors noted that this information is often difficult to obtain
accurately since this involves a separation of expenses attributable to the mutual funds
from these attributable to other activities of management and distributing and it would be
necessary to frequently check upon which expenses were appropriate and which were
not. Although not specifically addressed in this dissertation, I note that this would also
require accounting guidelines and standards to be developed that were consistent across

the industry.

Another potential approach noted by the committee would be to decide what
levels of management fees and sales charges are necessary to enable the distribution and
management companies to function properly. This would, however, first require an
identification of these relevant functions and then determine>how costly these are. The

committee notes that this determination would be difficult for sales charges, since these
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are used to compensate sales activity and the costs vary against sales levels. These are
examples that the committee noted prevented it from reaching a conclusion on the
appropriate level of management fees and sales charges, which led the committee to a
conclusion that a substitute should be found for the existing regulatory structure in this
aspect of industry operations. The committee concluded: “In our opinion, the only
effective way to control the levels of sales charges and management fees would be
through the operation of competition in these areas at the consumer level”?". From the
committee’s perspective, this will occur only if and when there is an ability and
willingness among mutual fund investors to compare sales charges and management fees
before making purchase decisions. The committee indicates that this can be brought
about only through the use of techniques to provide purchasers with information as to the
implications of the factors that differentiate mutual funds, together with the willingness

and the ability to make use of that information®'".

According to the committee, there are two preconditions to this development of
competition in sales charge levels. The first prediction is the existence of ability and
willingness among mutual fund investors to compare sales charges before making a

decision®'?,

Without this, distribution would not be motivated to reduce sales charges
and salesman will not be motivated to reduce their portion of sales charges and brokers

and salesman will not be motivated to reduce their portion of sales charges. The second

219 1bid., Section 10.28, p. 3245.
2! Ibid.
22 Ibid., Section 2.38, p. 49.
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precondition relates to the second type of competition between sales outlets and a
particular mutual fund. If they are motivated by consumer pressure to reduce sales
charges, they must have the ability to reduce their sales charges for the purchases for this
comparison to develop. The CCMF committee concluded the first precondition is
unsatisfied for a large portion of the mutual fund market and that the second precondition

is also not satisfied due to the policies of distribution®"?.

The mechanism that the CCMF proposed to the control management fees in the
mutual fund industry is competition. The committee recommended that appropriate
measures be instituted to disseminate and require dissemination of information
concerning the relative merits of mutual fund, in order to encourage the development of a
higher degree of competition at the consumer level for‘ the levels of sales charges and
management fees. The CCMF committee further recommended that appropriate
measures be instituted to avoid undue increases in the level of sales charges and
management fees until effective competition developed as a result of their
recommendations. In order to increase competition, the committee indicates that

potential purchases must become more knowledgeable to distinguish between fees in

investment options.

At the time of the CCMF study, sales charges were traditionally disclosed as a
percentage of the amount paid by the purchaser, rather than amount invested in the

mutual fund. The CCMF indicated that they received numerous suggestions that sales

213 Refer to section to 2.52 to 2.57 of CCMF report for details.
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charges should be disclosed as a percentage of the amount invested in the mutual fund,
rather than as a percentage of the amount paid by the purchaser, for the reason that this
disclosure would facilitate comparisons with stock exchange commission rates. The
committee decided against this since they believed that most mutual fund purchasers
decide on a particular dollar amount rather than on a particular number of shares or units.
The committee indicated that the purchaser could more easily calculate the portion of the
payment which will be contained in the sales charges and if the rate is stated as a

percentage of the amount paid for the purchaser.

This practice was consistent with the practice in the United States which at that
time stated sales changes as a percentage of the amount paid by the purchaser2 '*. The
committee reasoned that a consistency between Canada and the United States disclosure
of sales charges would avoid confusion if were to read material concerning United Sales
changes by Canadian mutual fund investors. As previously discussed, management fees
may be increased through the allocation of management expense to the mutual fund
rather than the management company. Due to the relationship between management fees
and other management expenses, disclosure of management fees on a comparable basis is
more difficult. The committee therefore indicated that “it is essential that a system of
disclosure designed to encourage comparisons among mutual funds include provision for
management fees and expense comparisons on a basis that will not be affected by the

allocation of expenses between mutual fund and management company™'>. Today, more

214 Gee also recommendation 3, Ibid., p-33.

2 Ibid., p. 331.
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than 40 years later, this vision has not fully become a reality, since the management fees

are not disclosed in detail between the mutual fund and the fund manager.

The committee considéred whether it would prescribe by statute a basis for the
allocation of expenses between management and the distribution company and the mutual
fund, and “concluded that such a requirement would be unduly onerous™'®. The
committee indicated that instead the focus for purposes of disclosure should be upon the

management expense ratio, and stated:

“This ratio should be calculated for any year by aggregating the management
expenses (which would include all expenses except brokerage fees and other fees
incurred in the completion of transitions and income taxes) of the mutual fund for
that year and expressing the result as a proportion of average total net assets for
the year. Average total net assets should be the average of the total net assets of
the lmutual fund on all days upon which net asset value per share unit was
completed. The information so provided will furnish a more valid basis for
comparison among mutual fund than do management fee rates standing along. It,

rather than the management fee, should be the subject of emphasis in prospectuses

and sales literature™?'”.

216 bid.

27 1bid., p- 332, see also recommendation 4, Ibid, p. 334.
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The above statement of the committee expresses the root of today’s current
disclosure of management fees and management fees as a percentage of total net assets
that is currently utilized in the industry. While this was a positive development from a
disclosure standpoint, the opinion expressed by the committee was that there should not
be a requirement for disclosure of management and distribution costs and fees and this
has led to the current situation where the mutual fund managers are not required to
disclose the expenses related to the distribution versus the funds. Accordingly, this
approach has contributed to the current practice of not disclosing trailer fees as part of the
management expense ratio. As previously discussed Canadian mutual fund managers are
considered to charge the highest management fees for mutual funds worldwide, and it is

interpreted that trailer fees are a contributing factor to these high fees.

It is suggested that the current regulation of management fees in the Canadian
mutual fund industry have a component of path dependency originating from the
recommendations of the CCMF study and prevailing practices at the time of this study.
The committee further recommended that the knowledge necessary for the comparison of
mutual funds should be communicated to the potential purchasers through the
mechanisms of salesmen distributing the content of material, educational programs
ﬁnancéd by the government, through press, and other communications meetings.
Notably, the provincial and federal governments did not embark upon the investor

education program contemplated by the CCMF study.
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The committee recommended “that the financial press should be encouraged to
prepare comparative analysis of the mutual funds which reflect the quality of investment
management, sales charges, management fees and other relevant factors in order to
enable purchasers to base their selections on adequate comparisons, if the financial

process fails to prepare such analysis, the task is sufficiently important to justify its

performance by government™'®,

Although financial press currently does publish some of this information, it does
not for instance publish information that “properly reflects the quality of investment
management and this is also not published by the government”. It is clear that the degree
of disclosure by the financial press recommended by the CCMF has not materialized and
it may have not been realistic in retrospect for the committee to have expected this to
develop into an effective mechanism for disclosure. Further, the federal and provincial
governments have not supplied the level of investor education programs recommended

by the CCMF study (refer to Section 3.10).

3.4 CURRENT CANADIAN MUTUAL FUND GOVERNANCE REGIME
The Canadian Securities Administrators (CSA) has been moving towards the
creation of fund governance regime for all publicly offered mutual funds in Canada, to

ensure that investors maintain their confidence in the mutual fund industry. The mutual

2% Ibid., p. 333.
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fund industry is very important for Canadian investors and comprises a significant
portion of their retirement funds, and the CSA recognize that the buoyancy of Canadian
capital markets depends upon investor confidence in this industry. The CSA’s efforts
towards creation of a mutual fund regime and instilling confidence in Canadian investors
have been accompanied by numerous scandals in the mutual fund industry in the United
States?'? beginning in 2003, including late trading and market timing?*®. The need for a
conflict of interest regime in mutual fund governance in Canada has been underscored by
recent events in the mutual fund industry within the United States®?'. In addition, the
CSA has initiated a three-stage mutual fund trading practices probem, largely in response
to the U.S. scandals. The market probe resulted in identification of abusive practices in
five large Canadian mutual fund companies, further underscoring the need for improved

fund governance, with a settlement of $205.6 Million®*.

In 2002, the Ontario Securities Commission (OSC) released Concept Proposal 81-

402 Striking a New Balance: A Framework for Regulating Mutual Funds and their

' Donaldson, W.H., (2004, January 7). U.S. Securities and Exchange Commission, Speech by SEC
Chairman: America’s Need for Vigilant Mutual Fund Directors, accessed at: www.sec.gov.on.ca.

219 Rule 0-1(a) (7).

20 Maich, S., (2005, January 31). Personal finance, MacCleans, Mutual Misery, accessed at:
www.macleans.ca.

221

“~ Howlett, K., (2004, December 14). OSC rapped for not being tougher, available at:
www.globeadvisor.com

20ntario Securities Commission, (2004). Annual Report,
accessed at: http://www.osc.gov.on.ca/About/AnnualRpt/2004/mdtl.html.

*Z Ontario Securities Commission, (2005). OSC Approves Distribution Plan for $205.6 Million Fund
Probe Settlement, News Release, June 30, 2005, accessed at:
http://www.osc.gov.on.ca’About/NewsRelease/2005/nr_20050630_osc-distribution-plans.jsp.
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Managers (the ‘Concept Proposal’)224. The Concept Proposal was prepared in light of
other background reports commissioned by the Canadian CSA?. The initial background
report to the Concept Proposal for National Instrument 81-402 was Regulatory Strategies
for the Mid-90s-Recommendations for Regulating Investment Funds in Canada (the

‘Stromberg Report’)226

released in 1995. The Stromberg Report: An Industry Perspective
(the ‘Steering Group Report’) was prepared by the Industry Funds Steering Group
comprised of industry participants formed at the request of the OSC, on behalf of the
CSA to consider the implementation of the recommendations contained in the Stromberg
Report and was released in 19962, In 1998, Glorianne Stromberg released a second
report for the Office of Consumer Affairs, Industry Canada entitled Investment Funds in

228

Canada and Consumer Protection-Strategies for the Millenium™ that focused on

consumer protection in the fund industry.

In 2000, the CSA commissioned Stephen Erlichman to prepare a report on how it

could improve fund governance, which he presented in Making it Mutual: Aligning the

2% Ontario Securities Commission, (2002). Concept Proposal 81-402, Striking a new balance: A
framework for regulating mutual funds and their managers, Concept Proposal of the Canadian Securities
Administrators, March 1, 2002, available at: www.osc.gov.on.ca.

225 Ontario Securities Commission, (2002). The Canadian +Mutual Fund Industry: Its Experience With
and Attitudes Toward Mutual Fund Regulation, A Background Research Report to Concept Proposal

81 — 402 of the Canadian Securities Administrators, Prepared by Ontario Securities Commission, March
2002, available at: www.osc.gov.on.ca.

226 Stromberg G., (1995). Regulatory strategies for the mid-‘90s: Recommendations for regulating
investment funds in Canada. Toronto, accessed at: www.osc.gov.on.ca.

227 Ontario Securities Commission, The Investment Funds Steering Group, (1996, November). The
Stromberg Report: An Industry Perspective, prepared for the Canadian securities administrators, accessed
at: www.osc.gov.on.ca

28 Stromberg, G., (1998). Investment Funds in Canada and Consumer Protection-Strategies for the
Millenium, a Review. Office of consumer affairs, Industry Canada, accessed at: www.strategis.ic.gc.ca
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Interests of Investors and Managers-Recommendations for a Mutual Fund Governance
Regime for Canada (the ‘Erlichman Report’) in 2000.** In 2002, the OSC published the
background legal paper Trust Law Implications of Proposed Regulatory Reform of

Mutual Fund Governance (the ‘Stevens Report’)*’.

These reports drew upon the 1969
Report of the Canadian Committee on Mutual Funds and Investment Contracts (the
‘CCMF Report’)>', and the 1974 proposal for Mutual Fund Law for Canada (the ‘1974

Proposal’)23 2

. In May 2003, the Five Year Review Committee, created by the Minister of
Finance of Ontario, released its final report on its securities law review”>, which
recommended that the OSC and CSA introduce a requirement for all publicly offered

mutual funds to establish and maintain an independent governance body which led to the

further development of the Concept Proposal.

The framework of the Concept Proposal involves a new fund governance regime

to ensure independent oversight of mutual fund managers and to minimize conflicts of

4

interest.”®* The CSA indicated that the Concept Proposal set out a system of fund

22 Erlichman, S., (2000). Making it Mutual: Aligning the Interests of Investors and Managers:
Recommendations for a Mutual Fund Governance Regime in Canada, (June 2000), Ontario Securities
Commission, accessed at: www.0sc.gov.on.ca.

20 Stevens, D.P., (2002). Trust Law Implications of Proposed Regulatory Reform of Mutual Fund
Governance Structure: A Background Research Report to Concept Proposal 81-402 of the Canadian
Securities Administrators accessed at: Www.0sc.gov.on.ca.

31 Report of the Canadian Committee on Mutual Funds and Investment Contracts, Provincial and Federal
study, (1969). Ottawa: Queens Printer.

22 Baillie, J.C., & W.M.H. Grover, (1974). Consumer and Corporate Affairs: Proposals for a Canada
Mutual Funds Law, [ & 1. Ottawa: Information Canada.

23 Ontario Securities Commission. The Five Year Review Committee Final Report: Reviewing the

securities act, prepared by the five year review committee to the Minister of Finance, available at
WWW.05C.gov.on.ca

2% Ontario Securities Commission Bulletin 469, accessed at: www.osc.gov.on.ca
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governance which would oversee all of the fund manager’s activities through a
‘governance agency’ defined as “A governing body, that is independent of the mutual
fund manager, will supervise that manager’s management of its funds and will act to
ensure those mutual funds are managed in the best interests of investors. This governing
body will act solely in the best interests of investors and will be largely free from

conflicts of interest”*>.

For a mutual fund structured as a corporation, the Concept
Proposal indicates that its board of directors will be that fund’s agency. For mutual funds

structured as trusts, the Concept Proposal indicates that a board of individual trustees, a

registered trust company, and a board of governors would qualify as a governance

agency.

The investment fund industry in Canada is currently regulated by a series of
National Instruments®*®. Two of the major National Instruments were proposed following
the Concept Proposal: National Instrument 81-106 (NI 81-106) Investment Fund
Continuous Disclosure, and National Instrument 81-107 (NI 81-107) Independent Review
Committees which is focussed on conflicts of interest. These two National Instruments
are central to the development of a mutual fund governance regime in Canada and have

been highly controversial. For example, following the introduction of NI 81-107 in 2004

Elizabeth Church writes:

33 Concept Proposal, supra at note 224.

236

Accessed at: http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/rrn_part8_index.jsp



“When Canada’s securities agencies unveiled a new approach to
regulating mutual fund companies two years ago, the effort was geared to
providing more protection for investors. But somewhere along the way
from conception to reality, that spirit of reform got lost. This January, the
Canadian Securities Administrators (CSA) finally released their new rules
for the mutual fund industry and their former “stand-up-for investors”
attitude was nowhere in site. Gone were several investor-friendly
measures that had been in the sweeping 2002 proposal-measures that had
been debated in Canada for the better part of four decades. The missing
reforms included the requirement for an independent committee or board
to oversee fund operations and the mandatory registration for fund
managers to ensure better protection for investors. Instead of beefing up
investors’ rights, the new regulations talk abut promoting investor
protection “while fostering market efficiency” — a nod to industry
complaints that the original reform proposals were too costly and
cumbersome. Plans to force funds to set up independent boards were
abandoned. In their place, the rules call for independent committees to
monitor conflicts of interest. But these new committees would have no
power to stop a transaction. They could only require the manager to make

the objections public”*’.

89

37 Church, E., (2004, June 22). Who’s standing up for the investor? Watered-down rules table in January

call

into question whose side the regulators are on. The Globe and Mail, accessed at:
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These and other changes to the mutual fund regulatory regime stood in stark
contrast to the actions that the U.S. regulators were taking to toughen governance
standards for the mutual fund industry in response to the abusive practices previously
mentioned. Some other observers were shocked to see proposals so clearly favour the
industry given the timing and history of the debate. For instance, Purdy Crawford, Chair
of the Five Year Review Committee that reviewed the Securities Act in 2001,
characterized this framework as “a very watered down regulatory regime for the

governance of mutual funds in Canada”>®.

An evaluation of National Instrument 81-106 and National Instrument 81-107 will
be conducted to determine if they provide adequate fund governance, as contemplated,
for example, by the Concept Proposal. A secondary purpose is to identify a potential
alternative governance regime, when it became clear that these Instruments would not
alone provide adequate governance, and that the CSA has not yet proposed a governance

agency as contemplated in the sweeping reforms of the Concept Proposal.

As will be shown in the following, the introduction of mutual fund proxy voting
disclosure provides a cost effective means of deterring fund managers from voting
against the best interests of their shareholders. However, the deterrgnce of conflicts of
interest by disclosure of proxy voting records is limited, since investors will likely not

request or read the proxy voting lists. In addition, proxy voting disclosure will not assist

https://secure.globeadvisor/servlet/ArticleNew/story/gam/20040622/RFUND22
8 Gray, J., (2004, September 13- September 26). It’s not mutual. Canadian Business, 77(18), p. 27.
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investors with day to day decision-making concerning their mutual funds. As will be
further shown, the introduction of the Independent Review Committee under the current
proposal for NI 81-107 will provide positive benefits for regulatioh at conflicts of
interest. However, the role of the IRC is relatively narrow in comparison with the
governance agency contemplated in the Concept Proposal. I will explore fund boards as a
potential alternative model for a governance agency for Canadian mutual funds. I will
further examine the composition of United States board, with respect to the independence
of board members, and whether this would influence financial performance of the funds
or the board’s ability to regulate conflicts of interests and excessive expenses and

advisory fees.

4.4 NATIONAL INSTRUMENT 81-106 INVESTMENT FUND CONTINUOUS

DISCLOSURE

Disclosure of mutual funds is based on the same principles as disclosure other
areas of securities regulati0n239, including the principle that investors should have access
to all relevant information in making their investment decisions. Disclosure in the mutual
fund industry is subject to National Instrument 81-101 Murtual Fund Prospectus
Disclosure®®®  which requires mutual funds to provide details concerning fund

governance disclosure. In an international context, corporate governance has been

29 MaclIntosh, J.G., & C.C. Nicholls, (2002). Securities Law, Irwin Law Inc. Canada.

00ntario Securities Commission, National instrument 81-101, 220SCB (Supp. 2), form 81-101F [ and
form 81-101F2 [referred to as the SP and AIF form respectively], accessed at: <http: // www.
osc.gov.on.ca/Regulation/Rulemaking/Current/Part8/rule_20040116_81-101_ni.jsp>
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addressed in the recent OECD report entitled “Principles of Corporate Governance”,
which addresses proxy voting, indicating that “a corporate governance framework should
ensure that proxies are voted in accordance with the direction of the proxy holder and that
disclosure is provided in relation to how proxies will be voted”**'. Further, shareholders’

right to vote on basic fundamental issues is recognized by law in virtually all the OECD

c e e 242
jurisdictions™ .

The CSA believes that investors have a fundamental right to know how their fund
manager has voted proxies, and that the transparency of voting information would
facilitate accountability on the part of fund managers in voting proxies in the best
interests of the fund shareholders. The intent of the proposed National Instrument 81-106
Investment Fund Continuous Disclosure, is to promote transparency with respect to proxy
voting. Under this proposed Instrument, all public investment funds, not just public
mutual funds, are subject to national uniform rules providing for a continuous disclosure
regime that has been tailored to investment funds. Existing rules that apply only to
mutual funds were updated to reflect current industry practices and broadened to apply to

other investment funds as appropriate.

On September 20, 2002 the CSA issued an initial draft of proposed National

Instrument 81-106 Investment Fund Continuous Disclosure (the Rule), Form 81-106F

M1 Accessed at: <http://www.oecd.org/dataoecd/32/18/31557724.pdf>

2 Hertig G., (2004). Convergence of Substantive Law and Convergence of Enforcement: A comparison;
in Gordon, J. N. & Roe, M.I. eds., (2004). Convergence and Persistence in Corporate Governance,
Cambridge University Press, 1 Ed. United Kingdom, p. 336.
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Contents of Annual and Interim Management Report of Fund Performance (the Form),
Companion Policy 81-106CP (the Policy)*”. The Rule and the Form together are
referred to as the proposed Instrument. An initial Notice and Request for Comments was
issued on September 20, 20022, A total of 56 comments were received®®’. The CSA

provided a response to these comments in the Request for Comment for the revised

proposed Instrument?*®.

The CSA also commissioned COMPAS to conduct an opinion survey for the
proposed instrument in May 2003 to provide information for the preparation of a revised
proposed Instrument**’. The COMPAS report indicated that when investors were asked
whether they would like to receive reports about the way that their mutual funds cast their
votes, 21% indicated interest in knowing how their funds cast their votes on all issues,
48% indicated interest in knowing how their funds vote on major issues and 24% stated
that funds should be free not to report how they vote. The CSA is requiring in the

proposed Instrument that funds disclose 100% of their proxy votes to security holders.

23 Ontario Securities Commission, accessed at:
<http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part8/rule_20020920_81-106_pr.jsp>

24 Ontario Securities Commission, accessed at:
<http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part8/rule_20020920 81-106_roc.jsp>

%3 Ontario Securities Commission, accessed at:
<http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part8/rule_ 20021217 _81 106_comments.jsp>

46 Supra note, 244.

%1 coM PAS, (2003, May). Final report for Ontario Securities Commission, Nationallinstrument, 81-106,

accessed at: <http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part8/rule_20040528 81-
106 _survey-rpt-en.pdf>
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3.4.1 2004 Comments on Proposed National Instrument 81-106

The CSA released a revised version of the proposed National Instrument 81-106
on May 28, 2004 which incorporated the comments received on the initial survey and the
results of the COMPAS survey®*®. A Notice and Request for Comments for the proposed
Instrument was also issued on May 28, 2004 with a deadline of July 27, 2004**°. The
CSA provided a description of material changes to the 2002 proposal in Appendix A and
responses to the comments on the 2002 proposal in Appendix B. A total of 32 comments

were received®’.

3.4.2 Proxy Voting Disclosure for Securities Held

NI 81-106 requires that the investment fund establish procedures and policies for
determining whether and how to vote on any matter for which the investment fund
receives proxy materials for a meeting of security holders of an issuer. Part 10 of the
proposed Instrument, entitled “Proxy Voting Disclosure for Securities Held”, addresses

proxy voting disclosure for investment funds as follows:

. Section 10.1, Application, holds that this applies only to an investment fund that

is a reporting issuer;

8 Ontario Securities Commission, accessed at:
<http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part8/rule_20040528 81-106_pro-ni-ifcd.jsp>

9 Ontario Securities Commission. Notice and request for comment-changes to proposed national
instrument 81-106 investment fund continuous disclosure, form 81-106F | and companion policy 81-106CP
investment fund continuous disclosure (second publication) and related amendments, accessed at:

<http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part8/rule_20040528_81-106_not-rfc-changes-
pro-ni.pdf>

2% Ontario Securities Commission, accessed at
<http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part8/rule_20040628 81-106_comments.jsp>
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° Section 10.2, Requirement to Establish‘ Policies and Procedures, requires the
establishment of policies and procedures for a an investment fund for proxy

voting;

e  Section 10.3, Proxy Voting Record, requires that an investment fund must

maintain a proxy voting record; and

. Section 10.4, Preparation and Availability of Proxy Voting Record, addresses

the preparation and availability of a proxy voting record.

Section 10.4 (1) requires that an investment fund prepare a proxy voting record on
an annual basis for the period ending on June 30 of eéch calendar year. Section 10.4(2)
requires the delivery of a fund’s proxy voting record upon request to any client, and
requires managers to create a record (under Section 10.3) on a fund-by-fund basis
showing what proxies were received and how they were voted. Section 10.4(2) requires
that the fund must deliver or send a copy of the fund's proxy voting policies and
procedures, and proxy voting record, upon request, free of charge, to any security holder
of the fund not more than 60 days after the end of the period to which the proxy voting

record pertains.

3.4.3 2004 Comments Concerning Mutual Fund Proxy Voting Disclosure

Some of the comments on NI 81-106 offered strong support for mutual fund

proxy voting disclosure. For example, the proposed instrument has received strong
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support from the Social Investment Organization (hereinafter ‘SIO’), that represents the
socially responsible investment industry in Canada, which “commends the CSA for its
proposed policy and rule with regard to proxy voting as outlined in NI 81-106 and 81-
106CP”®!. The Ethical Funds Company (hereinafter ‘Ethical Funds’) provided the

following supportive comment:

“The Ethical Funds Company believes that proxy voting disclosure is a
fiduciary obligation owed by mutual funds to their unit holders. More
broadly, proxy voting disclosure across the industry would help ensure
that mutual funds are supporting corporate governance practices that are
consistent with the best interests of investors, stock markets, and the
public. Mandatory proxy voting disclosure is a crucial step toward
ensuring that mutual funds and pension funds become part of a process of
encouraging improved corporate governance practices and restoring

. . . . 252
investor confidence in our corporations and capital markets” 2,

Specific issues associated with the requirements for establishing policies and
procedures, maintenance of a proxy voting record and the preparation and availability of

a proxy voting record are discussed below.

3! Ellman, E., (2004, July 23). Social Investment Organization, RE: Proposed National Instrument 81-106
investment fund continuous disclosure. '

2 Walker, R., (2004, July 27). The Ethical Funds Company, SRI policy and research, RE: National
Instrument 81-106 and mutual fund proxy voting disclosure.
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3.4.4 Requirement to Establish Policies and Procedures

There was broad support in the comments for the provision of policies and
procedure for proxy voting to investors. However, issues were raised concerning the
requirement to provide these polices and procedure on a fund-by-fund basis. It was noted
by Borden Ladner Gervais LLP?*? (hereinafter ‘BLG’) that managers of investment funds
will each have policies and procedures applicable to all the investment funds they
manage, but thgt each fund typically does not have its own policies and procedures. It
was suggested that the policies and procedures for proxy voting should instead be
provided on a manager-by-manager basis, rather than on a fund-by-fund basis, to be

consistent with the existing structure of mutual funds.

Commentators noted that they already have an obligation to act in the best
interests of the unit holders of their funds, which includes exercising the voting rights
attached to securities held, and as such the proposed Instr}lment would not change their
current proxy voting policies and procedures. Many of the commentators supported the
requirement for written policies and procedures. For example, the RBC Financial and
Asset Management Groups (hereinafter ‘RBC AM’) support the requirements to “have
and to publish proxy voting policies and procedures™®**. The AIC Group of Funds

(hereinafter ‘AIC’) also supports the requirement of written policies and procedures

253

Borden Ladner Gervais Investment Management Group, (2004, Jjuly 28). RE: Proposed national
instrument 81-106 investment fund continuous disclosure and proposed related amendments to national and
local instruments-Comments of Borden Ladner Gervais.

4 Lalji, R. S., & F. Lippa, (2004, July 26). RBC Financial & Law Group & RBC Asset Management Inc.
RE: Proposed National Instrument 81-106 — investment fund continuous disclosure.
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designed to ensure that proxies are voted in the best interests of the fund shareholders™”.
In summary, all of the commentators appeared to accept the requirements for disclosure

of written policies and procedures for proxy voting.

3.4.5 Proxy Voting Record

Significant concerns were expressed amongst the commentators with respect to
the requirements to maintain and provide proxy voting records under Sections 10.3 and
10.4 of the proposed Instrument. The comments reflect a perceived lack of investor
demand and BMO Nesbitt Burns and BMO Harris Investment Management Inc.
(hereinafter BMO) for example state that “Since we see very l.ittle demand for this
information by investors, we are strongly opposed to the requirement to compile,
maintain and deliver a proxy voting record”?. Similarly, AIC notes that “there has not
in our experience been a demand for disclosure of actual proxy vote cast -on any matters,
let alone routine matters — and the cost involved in meeting this requirement is
anticipated to be substantial and will ultimately be borne by the fund security holders.”?*’
Only 1.38% of the Investors Group Inc. (hereinafter Investors Group) have actually

requested that they be sent their fund’s 2003 Annual Report and “they have never

5 McDougall, J. I. The AIC Group of Funds. RE: Submissions in response to request for comments-
changes to proposed National Instrument 81-106, its companion policy and form 81-106F.

26 gtefankiewicz, C., (2004, July 27). BMO Nesbitt Burns. RE: Prosposed national instrument 81-106-
invesment fund continuous disclosure-comments of BMO Nesbitt Burns.; lan Niven, R., (2004, July 27).
NBMO Harris Private Banking, RE: Prosposed national instrument 81-106-invesment fund continuous
disclosure-comments of BMO Harris Investment Management Inc.

37 AIC supra note 255, p. 24.
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received a single request for the proxy voting results for any of their funds”?*®. Hence,
actual experience suggests that proxy voting result will not be in large demand by
investors. A legal commentator noted that “The mandating of the disclosure of a fund's
proxy voting record appears to be far less valuable than the disclosure of privileges and
procedures because of the irrelevancy of most, if not all, of the information to the

investor>*°.

The Investment Funds Institute of Canada’®

(hereinafter IFIC) comments
indicated that the experience of the majority of its members, which are primarily fund
managers, has and continues to demonstrate that the overwhelming majority of their
investors do not request information that is available upon request. The IFIC therefore
believes that the effort and cost required to compile and make the proxy record available
to a minority of interested investors is not justifiable. A minority of IFIC members
believe that the compilation and provision of a proxy voting record to investors is a
necessary part of a fund manager’s fiduciary duty. For example, the Small Investor

Protection Association (hereinafter SIPA) believes that shareholders have the right to

know how their proxy shares are being voted and that the vote is consistent with the best

258 Wright, W.T., (2004, July 27). Investors Group Inc. Canadian Securities Administrators proposed
National Instrument 81-106-investment fund continuous disclosure.

2% Stewart, B. D., (2004). Article disclosure of the irrelevant? — Impact of the SEC’s final proxy voting
disclosure rules, 9 Fordham Journal of Corporate and Financial Law, 233.

20 Murray, J. W., (2004, August 4). The Investment Funds Institute of Canada. Regulation and corporate

affairs, RE: Changes to proposed national instrument 81-106-investment fund continuous discloure.
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interests of the fund and that the new rules will make mutual funds more transparent in

their proxy policies and on their voting records®®.

The Guardian Group of Funds (hereinafter Guardian Group) recommends that the
CSA should remove the requirement for delivery of proxy voting reporting, since they
believe that “additional costs will be passed on to the unit holders without any

appreciable benefit accruing to them™®,

However, the experience of Ethical Funds,
which conducts proxy voting disclosure, contravenes this view since it indicates that
historically its MERs were below industry average for the majority of its funds and

concludes that “Cost is not a barrier to proxy voting disclosure™®.

In its present form, the proposed Instrument requires reporting on the proxy votes
cast at both general meetings and special meetings, regardless of the importance of
matters that are put to a vote. Desjardins Trust (hereinafter Desjardins) suggested that
proxy voting disclosure should be changed to apply only to special meetings of unit
holders having voting rights at these meetings, and not to statutory annual meetings and

in particular shareholder general meetings®®*. This would entail amendment of the

! Small Investor Protection Association (SIPA), Ken Kivenko, Chair, Advisory Committee and Stan
Buell, President, Subject: CSA Natitonal Instrument 81-106 Investment Fund Continuous Disclosure, July
27 2004.

262

Guardian Group of Funds, Steven P. Rostowsky, Chief Financial Officer and Chief Compliance Officer,
Re: Changes to Proposed National Instrument 81-106 Investment Fund Continuous Disclosure — Comments
of Guardian Group of Funds Ltd.

?63 Ethical Funds, supra note 252.

%4 Desjardins Trust Louis Chartrain, Attorney, Assistant Secretary. Re: Changes to proposed National
Instrument 81-106 (Investment Fund Continuous Disclosure), Appendix 81-106A1 and the companion

policy to National Instrument 81-106 (Investment Fund Continuous Disclosure) (second publication), July
27, 2004.
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Section 10.3 of the proposed instrument to apply only to special meetings or to general
meetings when the investment fund exercises its voting rights against a recommendation
of management. BMO suggested that if funds are required to prepare and maintain a
proxy voting record, the proposed Instrument should be narrowed to votes where the fund

opposed management’s recommendation.

It was suggested that if the CSA maintains the requirement for a Proxy Voting
Report in the proposed Instrument, that it be restricted to reporting only votes where the
portfolio manager deviated from the fund’s proxy voting policy or in circumstances
where the fund voted against the recommendations of the issuer’s management. For
example, the Investors Group states “In view of the requirement to provide a summary of
the fund’s proxy voting policies and procedures, it would make sense to report only those
instances where a fund deviated from the policy, or voted against management, if any

disclosure at all is required”®.

Some commentators suggested that reporting be
subdivided into routine and non-routine matters and that only the non-routine matters are

voted upon. However, another view was expressed that it is highly unlikely that security

holders are interested in voting on ‘routine matters’.

Other commentators do not support filtering of proxy votes between routine and
non-routine matters, since most of the existing proxy voting services do not have this
type of filter making the process manual, which would be both time consuming and

expensive. AGF, for example, supports the CSA’s position that filtering proxy

?%> Investors Group, supra at note 258.
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information between routine and non-routine matters is not necessarily beneficial due to

% Commentators believe

the time and cost involved in setting up this type of system®
that investors wish to delegate responsibilities for managing their fund to professionals.
For example, AGF states that they “pelieve that investors purchase the professional
management services that are available to them through investment in mutual funds
precisely because they wish to have investment management, proxy voting, and other

. 267
issues addressed for them.”?¢

Mackenzie Mutual Funds (hereinaftetr Mackenzie) indicates that it does not
believe that the disclosure of proxy voting on individual securities will provide useful
information to most investors®®®. AGF believes that investors will have sufficient
information to make their investment decisions if the policies and procedures are
summarized in the annual information form and available to investors upon request. TD
Asset Management (‘TD AM’) states that “We agree that investors should be entitled to
information if desired but would prefer being able to deal with individual requests rather

than producing unwieldy records that investors may ultimately never want access to.”26

26 AGF Management Limited, Canadian Securities Administrators (“CSA”), Judy Goldring, Proposed
National Instrument, 81-106 (“NI 81-106”) Investment Fund Continuous Disclosure, July 27, 2004.

7 Ibid.

28 Mackenzie Mutual Funds, W. Sian B. Brown Senior Vice President and General Counsel, Ann Savege Senior Vice
President and Chief Financial Officer, Funds and Venkrat Kannan Vice-President, Fund Administration, Re: Proposed
National Instrument 81-106 and Companion Policy 81-106CP Investment Fund Continuous Disclosure and Form 81-
106F 1 Contents of Annual and Interim Management Reports of Fund Performance and the Related Amendmenits to
National Instrument 81-101, National Instrument 81-102 and National Instrument 13-101, July 27, 2004.

2° TD Asset Management, Steve Geist, President TD Mutual Funds, Re: Request for comments on Proposed National
Instrument 81-106 (“NI-1067), Companion Policy 81-106P and Form 81-106F1 (collectively referred to as the
“Proposals). July 27, 2004.



103

The proposed Instrument imposes the requirement on the investment fund, and
hence the management company, to establish policies and procedures for voting by proxy
and maintaining a proxy voting file. However, some of the funds are administered by
external advisors, such as the Guardian Group which has 99% of their assets under
management advised by external professional portfolio advisors under the terms of an
Investment Management Agreement (IMA), which gives the portfolio advisors the

responsibility for voting proxies pertaining to the portfolios that they manage.

The Investors Group noted that compilation of proxy voting record into a
consolidated record could be difficult where external portfolio advisors are involved who
vote independently of the manager, especially on routine matters when they follow the
fund’s proxy voting policy. It may be more appropriate for some funds that investment
advisors are subject to the proxy voting requirements in the proposed Instrument. For
example, Desjardins states: “We believe that the exercise of voting rights by proxy for
securities held is completely in line with the mandate of investment advisors. They are
the ones who are or should be best informed to exercise such voting rights in the best
interest of the investment fund. We therefore submit that the advisors and associate
investment advisors should bear the requirements of Part 10 of the Instrument™’.

Additional support was provided by AGF which stated that “proxy voting is a part of the

70 Desjardins, supra note 264.
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management process that is best dealt with by portfolio advisors, not mutual fund

2
managers” "

Many of the commentators are not convinced that potential benefit of providing
the detailed proxy record outweigh the costs to investors of producing it. BMO indicated,
that it does not believe that a record of proxy voting is widely desired by Canadian
investors, and that the preparation, maintenance and delivery of the proxy voting records
would involve considerable time and expense due to its size and scope and would be
difficult and costly to complete’”®.  The Investors Group “strongly oppose the
requirement in s. 10.3 that each fund compile and publish its Proxy Voting Record
because this would entail a huge and costly commitment of time and effort, the
usefulness of this information is questionable, and we do not perceive any appreciable
demand for this information.”””® The Investor’s Group indicated that for their
organization, with about 140 funds, preparation of proxy voting record would require a
summary of a total of 1,400 meetings; for a fund with the minimum required ten holdings

that it would be required to report on.

The requirement for producing proxy veting records on a fund-by-fund basis is a
major concern amongst the commentators, since these are currently organized largely on
an issuer-by-issuer basis. Concerns were expressed that maintaining and providing a

proxy voting record on a fund-by-fund basis would be expensive, and it is argued that it

2" AGF, supra note 266.
272 BMO supra note 256.

% Investors Group, supra note 258.
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is easier for the advisor to produce a proxy voting record at much lower cost and will

provide essentially the same information. RBC for example states:

“The section of proposed NI 81-106 with which RBC AM has significant
concerns is the requirement to publish proxy voting records on a fund-by-
fund basis. RBC AM currently maintains its proxy voting records on an
issuer-by-issuer basis because like most advisors, it generally exercises all
of its funds’ proxies for one issuer in the same manner. The requirement
under proposed section 10.3, to create and maintain a proxy voting record

on a fund-by-fund basis, would be very expensive to produce.”?’*

In RBC’s view, the CSA has not provided rationale or a basis for selecting the
proxy voting records to be dealt with on a fund-by-fund basis. Several commentators
believe that the cost of proxy voting disclosure exceeds the benefits given the low
perceived demand for proxy information in the past, and AGF for example indicates that
they believe the cost to all security holders of providing the proxy voting record exceeds
the benefits of providing this information to a few that are interested in the results. The
Investors Group further states that “mutual funds should not be forced to bear the costs of
providing information that the vast majority of their security holders do not wish to
receive’””. Proxy voting reporting under Section 10.4 is expected by the fund managers to

result in increased effort and cost particularly if required on a per-fund basis as opposed to

™ RBC, supra note 254.

27 Investors Group, supra note 258.
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requiring this on a per manager basis or per investment advisor basis.” RBC also
indicates that a proxy voting record is easier for an advisor to produce and maintain and

will provide unit holders with substantially the same information at a much lower cost.

IFIC, which represents the investment fund industry, encouraged the CSA not to
make the provision proxy voting records maﬁdatory in the proposed Instrument stating:
“We encourage the CSA not to render the éompiling of a proxy voting record or the
requirements of section 10.4(2) as they pertain to the delivery of the record,

mandatory”?’¢.

IFIC indicated that this approach would acknowledge the experience of the
majority of its members, while providing those members with the option to revisit and
amend their practices to best accommodate investor demand for proxy voting results,
should these demands change with time. IFIC further indicated that this approach would
also not hinder its members that currently provide proxy voting information from
continuing to do so, and permit them to determine how to best collect, compile and

distribute this information to investors.

3.4.6 Discussion
The SIO believed that by permitting investment funds to post their proxy policies
and records on the web, the CSA would provide the option for mutual funds to set up a

low-cost disclosure system. The SIO recommended that investment funds be given the

276 IFIC, supra note 260.
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option of providing written copies of the proxy policies and records on request by
security holders, or to provide these documents on their websites and referring security
holders to the web for this information. Ethical Funds currently discloses proxy voting

policy, procedures and results on its website’".

It discloses its proxy voting policies on
its website in advance of the proxy voting season and the annual publication of this

document is accompanied by a media release. The unit holders are informed about proxy

voting policies through its prospectus and semi-annual and annual reports, with actual

proxy voting activity disclosed on the website. Using this approach, the company is able

to provide its voting intentions several days before each company’s annual general
meeting. The proxy voting record is able to be sorted by visitors to the Ethical Funds

website by company name or by annual company meeting date.

Ethical Funds found that this approach meets their unit holders needs in a cost
‘effective manner and believes that its web-based approach provides a superior level of
disclosure to unit holders at a lower cost than that proposed by the CSA. Ethical Funds
suggests that the CSA allow mutual fund companies to comply with disclosure
requirements using this method. Modifying the Instrument to allow for the use of
websites for provision of proxy voting records could address much of the concerns

expressed by fund managers concerning the provision of proxy voting records.

The SEC recognized the advantages of positioning of proxy records on websites.

In preparation of SEC’s final rule of Proxy Voting Policies and Proxy Voting Records for

277 <http://www.ethicalfunds.com/do_the_right_thing/sri/shareholder_action/proxy voting.asp>
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Registered Management Investment Companies, the SEC modified its original rule to
specifically permit investment funds to provide their voting records via the web.?”® This
modification was undertaken to address concerns that the proposals would require funds
with large numbers of holdings to produce lengthy proxy voting spreadsheets and to send
them in paper copy to investors who request them, comparable to the concerns expressed
in the comments concerning the proposed instrument in Canada. Under the SEC’s final
rule, unit holders may obtain a copy of the voting record without charge upon request

through the fund’s website, or through the SEC’s website.

In Canada, the Ontario Teachers Pension Board and the Ontario Municipal
Retirement System also post their votes on their website.’” The Canada Pension Plan
Investment Board uses a system put in place by Institutional Shareholder Services to
publicly report its shareholder votes™. The Internet promises to make shareholder
voting a more frequently used and powerful tool for corporate management’®'. In
addition, transparency and disclosure on the Internet may be necessary for Canadian

2

funds to effectively compete in global capital markets®®>. By providing this web-based
yp g

option to mutual funds, the CSA would create a low-cost disclosure method to provide an

778 <http://www.sec.gov/rules/final/33-8188 htm>

279 SIO, supra note 251.
2 Ibid.

3! Cole, D. R., (2001). E-proxies for sale? corporate vote-buying in the Internet age, 76 Washington Law

Review 793, July 2001.

82 Sarra, J., (2001). Convergence Versus Divergence, Global Corporate Governance at the Crossroads:

Governance Norms, Capital Markets & OECD Principles for Corporate Governance, 33 Ottawa Law
Review 1717.



109

up-to-date source of information on proxy policies and votes to facilitate their integration

within global capital markets.

Fund managers and portfolio advisors must vote proxies on behalf of an
investment fund in a manner that is consistent with the best interests of the fund and the
security holders?®®. Mandatory disclosure may result in development of potential
conflicts of interests. For example, mutual funds commonly receive investments through
retirement plans that are offered by companies in which the funds invest. Accordingly,
fund managers may not want to vote against management of companies that hold funds in

employee retirement plans, even though this may be in the best interests of the

participants in the plan.

Mutual funds have traditionally followed the so called “Wall Street Rule” which
involves voting routinely with management. In the U.S., the SEC found that mutual
funds prior to the 1970s almost universally exercised voting authority in accordance with
the Wall Street Rule and “rarely participate in corporate governance.””® The practice of
voting with management has continued to persist and a legal commentator has recently
remarked, for instance, that “while managers of most large fund groups carefully review

corporate proxies, they endorse the proposals of corporate management almost without

28 Sonthalia, R., (2004). Shareholder Voting on All Stock Option Plans: An Unnecessary and Unwise
Proposition, April, 2004, 51 UCLA Law Review 1203.

284 palmiter, A.R. (2002). Mutual fund voting for portfolio shares: why not disclose?, 23 Cardozo Law

Review 1419, March 2002.
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exception.”® In the past, when dissatisfied with managerial performance, institutional
investors typically sold their stock rather than actively participating in corporate
govemancezg(’. Mutual funds continue to be considered as passive participants in
corporate governance, since fund managers have not been activists in voting against
management initiatives, voting for other shareholders’ proposals, or proposing corporate
reforms. However, this passive role is changing and mutual funds are beginning to play a
stronger role in voting and governance. Investors may potentially find disclosure of

proxy voting policies and results relevant which may serve to stimulate their interest and

lead to increased investor participation in corporate governance.

There has been considerable attention paid to the role of institutional investors in
corporate governance, such as by Bernard advocating increased involvement of
shareholders in director nominations and voting287, and three papers by Black advocating
increased participation in corporate decision-making by institutional investors with large
but non-controlling holdingszsg. Camara has recently argued that the ability of directors
to bundle decisions cannot justify shareholder initiative and that there is no other reason

to expect that an increased power of shareholder intervention would overcome the

5 Bogle, J.C. (2004). Re-mutualizing the mutual fund industry--the alpha and the omega, 45 Boston
College Law Review 391, March, 2004.

26 Bernard, J. W. (1990). Shareholder access to the proxy revisited, 40 Catholic University Law Review 37,
Fall, 1990.

7 J.W. Bernard, supra at 75; Bernard, J. W., (1991). Institutional investors and the new corporate
governance, North Carolina Law Review, 69, 1135, 1149.

288 Black, B.S., (1991). The value of institutional investor monitoring: the empirical evidence, 39, UCLA
Law Review, 895; Black, B.S., (1990). Shareholder Passivity Reexamined, Michigan Law Review, 520;
Black, B.S. (1992). Agents watching agents: the promise of institutional investor voice, UCLA Law Review,
39, 811.
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existing problems with shareholder voting as a corporate control mechanism®®, stating
that “Effective shareholder voting cannot be justified as increasing shareholder
wealth.”" A dissenting view has been put forward by Bebchuk who argues that
shareholders should be able to act on at least certain important categories of corporate

decisions on their own initiative.*”!

As such, there are dissenting views concerning the
efficacy of shareholder participation in voting. The rules for proxy voting disclosure in

NI 81-106 allow for an effective means for shareholders of mutual funds to know how

proxies were voted on their behalf.

Mutual fund managers tend to be short-term investors, with a focus on short-
terms returns, and they are rewarded by the total value assets under management and not
fund performance. Hence their primary incentive is to increase fund assets with little
incentive to participate, by proxy voting, in the long-term corporate governance of the
companies in their fund portfolios. Mutual funds have an incentive to avoid becoming
activist through proxy voting since most activism is not financially reimbursed and any
resultant gains in fund performance are shared with competing mutual funds. In
addition, mutual funds may adopt a ‘free rider’ approach on the activism of pension

funds, without the risks and costs associated with activism.

Camara K.A.D., (2004) Shareholder voting and the bundling problem in corporate law, Wisconsin Law
Review, 1425, 1428, 1453-54.

*Camara K.A.D., (2005). Classifying institutional investors, lowa Journal of Corporation Law, 219,
Winter 2005.

291

Bebchuk., L., (2005). The case for increasing shareholder power, Harvard Law Review, 118, 833, 836.
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Mandatory disclosure could discourage funds from voting against management of
portfolio companies, since there will be a record of their voting, which can be accessed
by management, for fear of reprisal from the portfolio companies. Such reprisal could,
for example, involve withholding of company information required by the funds, or
influencing the holdings of mutual funds in the company’s retirement plan. In this sense,
disclosure of mutual fund voting records may serve to deter meaningful participation in
corporate governance through proxy voting. Disclosure of mutual fund proxy voting
results may result in activism for those who wish to establish notoriety, which has
occurred for pension funds®™?. Mandatory disclosure of proxy voting records could result
in voting for notoriety or political agenda, which could become particularly problematic
should‘ the voting power become concentrated in large fund families or proxy service
companies. Fund voting that is motivated by private or political agenda could detract
from the maximization of value for shareholders. The greater transparency resulting
from disclosure may serve to reduce the effectiveness of mutual funds as corporate
monitors through ‘behind the scenes’ lobbying and secret ballotiné293. Adoption of
confidential voting, however, has no significant effect on voting outcomes, and does not
affect firms' stock performance, based on empirical evidence®™. Hence, there is not

likely to be an affect on a fund performance resulting from public disclosure of mutual

fund proxy voting results.

92 palmiter, supra note 284.

2% Fisch, J.E., (1993). From legitimacy to logic: reconstructing proxy regulation, 46 Vanderbilt Law
Review 1129, October 1993.

% Romano, R., (2003). Does confidential proxy voting matter? 32 Journal of Legal Studies
465, June 2003.
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A potential for conflict of interest could arise when a fund manager seeks to
manage the retirement plan assets of a company whose securities are also held by the
fund. In these circumstances, disclosure of proxy voting records could stimulate the fund
manager to vote with management of the portfolio company to avoid potential reprisals
associated with the companies not recommgnding the funds for company retirement
plans. The requirement for a manager to disclose its proxy voting record could put the
manager in a position of conflict. For instance, a fund manager may decide to vote
against a management proposal that it believes is not in the best interests of fund
investors, while continuing to need the cooperation of management of the corporation in

order to carry out its due diligence on the corporation as part of its portfolio function.

There is a potential for mandatory disclosure of proxy voting results to inhibit
proxy voting since voters will not want their views publicly known. There is also a
potential for increased ‘grandstanding’ by voters who want to be publicly recognized295 .
Further, mutual fund managers may not want to become know as activists, through proxy
voting records, which could alienate portfolio companies and investors. Fund managers
may not want to risk good relationships with corporations in their portfolio by voting
publicly against management, in the event that the portfolio company would deny access
to corporate information that is critical for cofnpetitiveness and success of their funds

with the increased focus associated with transparency, created by disclosure of proxy

5 palmiter, supra note 284.
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voting, results may motivate mutual fund managers to pursue politically activist roles that

do not relate directly to financial performance of the fund.

Mandatory disclosure of proxy voting results may cause mutual funds to base
voting on considerations of business with portfolio companies rather then on the best
interests of shareholders. Mandatory disclosure may influence mutual fund managers to
vote with management since the voting will be publicly available and they would not
want to risk reprisal from portfolio companies. Further, fund managers may wish to be
publicly seen to be voting with management of portfolio companies to show their alliance
and gain support and cooperation. In addition, fund managers may fear that portfolio
company management may direct employees with investments in their mutual funds,
within their company retirement funds, to other less activist funds if they are perceived to
be voting against management. Therefore, disclosure could provide a public record of
this and perhaps dissuade fund managers from voting against management and instead

continue to follow the “Wall Street Rule”.

The lack of a disclosure mandate for mutual fund voting has been justified in the
past based on the belief that funds are subject to market forces that legitimize the voting
of portfolio shares?®®. However, financial results, not the disclosure of voting or
97

governance policies, appear to matter most to investors”’. Further, rational apathy of

investors and their perceptions that the efforts will not materialize into financial returns

%6 Buxbaum, R.M., (1991). Institutional owners and corporate managers: a comparative perspective, 57
Brooklyn Law Review 1, 47.

7 palmiter, supra note 284.
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also discourages discipline by market forces. In addition, funds that adopt high-cost or
ineffective voting and corporate governance policies seem to be largely immune to
market discipline®®. As such, the market forces do not appear to be sufficient to justify
lack of disclosure of proxy voting for mutual funds. Accordingly, the CSA’s proposal for

proxy voting disclosure is considered to be appropriate.

Institutional activism has steadily grown in the U.S. since the mid 1980s>*°

, and
capital markets have experienced a shift over the last decade from participants consisting
primarily of household investors to one made up primarily of institutional investors

including mutual funds and pension funds®®

. The Canadian mutual fund industry has a
potential for substantial influence upon the companies in which it invests with more than
$450 billion in assets under management30'. Some institutional investors, in recent years,
have sought to use this influence to challenge traditional patterns of corporate
governance, claiming that new patterns of decision making will result‘in enhanced

302
corporate performance” .

Recently, there has been an increase in the engagement in
corporate governance activities by institutional investors, including proxy proposals and

negotiating with management, with a goal of improving corporate performance, although

28 |bid.

¥ O’Sullivan M.A., (2001). Contests for Corporate Control Corporate Governance and Economic
Performance in the United States and Germany, Oxford Press, 1* Ed., United States, pp. 177-178.

* Ibid.
OV [FIC, supra note 260.

%2 Bernard, J.W.J., (1991)._Institutional investors and the new corporate governance, 69 North Carolina
Law Review 1135 June, 1991.
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empirical research indicates that such activism may have little or no effect on targeted

firms' financial performance3 »,

Mutual fund proxy voting disclosure will encourage activism of institutional
investors, by providing a mechanism by which shareholders can have meaningful
participation in corporate governance. Mandatory disclosure of voting policies and
procedures will provide a more uniform approach to identification of issues. This could
promote consistency in the identification of issues, reducing sporadic releases of issues
by some funds while others choose to remain silent. In addition, funds that identify
issues may be less likely to be singled out as alarmist and receive reprisals from the
companies that they invest in. However, requiring all mutual funds to vote proxies or

actively monitor corporate governance may be inappropriately encouraging uniformity>%.

Mutual funds are currently rated on a number of different criteria such as fund
performance and expense ratios. In the future, mutual funds may be rated with respect to
non-financial measures, such as activism and corporate governance based on proxy
voting results. The ability for investors to actively participate in corporate governance of
funds by proxy voting may provide these funds with a competitive advantage over those

funds that rely only on financial performance for shareholder returns.

303

Romano, R., (2001). Less is more: making institutional investor activism a valuable
mechanism of corporate governance, 18 Yale Journal on Reégulation 174, Summer 2001.

3% Larson, J., (2004). Institutional Investors, Corporate Governance and Proxy Voting Disclosure in: Puri,
P. & J. Larson, (2004). Corporate Governance and Securities Regulations in the 21" Century, Lexis Nexis,
Canada Inc. Butterworth, May 2004, pp. 181-215



117

In 2003, the United States SEC adopted a new rule entitled “Disclosure of Proxy
Voting Policies and Proxy Voting Records by Registered Management Investment

Companies”3 05

. This rule requires mutual funds to disclose the policies and procedures
they use to vote proxies and make the results of the proxy voting available to
shareholders. The SEC indicated that the required disclosure of a fund's proxy voting

policies and actual votes is intended to enable shareholders to monitor their funds'

involvement in the governance activities of portfolio companies which, in turn, will

6

encourage funds to become more engaged in portfolio company governance activities®®
The SEC rule is premised on the belief that poor governance practices contributed to a
series of accounting failures which subsequently had a negative impact on public

confidence in capital markets.

The investment fund industry objected to the rules introduced by the SEC in 2003
claiming that it would be expensive, but record comments in favour of the proposal led to

397 The SEC's expectation is that

its approval by all but one of the SEC Commissioners
increased shareholder activity with respect to mutual funds through proxy voting
disclosure can have a potential "dramatic impact on shareholder value” and the value of

capital market investors at large. The SEC also asserts that disclosure of proxy voting

activities could "illuminate potential conflicts of interest and discourage voting that is

3% SEC, 17 CFR Parts 239, 249, 270, and 274; Release No. 5 33-8188, 34-47304, 1C-25922; File No. 57-
36-02; RIN 3235-Al64; available at: <http://www.sec.gov/rules/final/33-8188.htm>

306 <http://www.sec.gov/cgi-bin/txt-srch-sec 2text=proxy-+investment-+fund+proxy+voting#section 1>

7 Monks R.A.G. & N. Minow, (2004). Corporate Governance, Blackwell Publishing, 3 Ed., United
Kingdom, p.132. :
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inconsistent with fund shareholders' best interests". Hence, there are potential benefits of

enhancing investor confidence associated with mandatory proxy voting disclosure within

Canada.

Mutual fund proxy voting provides a means to deter mutual fund advisors from
conflicts of interests arising from fund managers voting against the best interests of their
security holders. In the U.S. the SEC describes its rationale for the mutual fund proxy

voting regulations “to prevent material conflicts of interests from affecting the manner in

3,308

which advisors vote client proxies™ . The new proxy voting disclosure rules developed

by the SEC in the United States, adopted in 2003, specifically require mutual funds to
disclose their proxy voting procedures, as well as their actual votes on specific proposals.
There are conflicting views concerning their effectiveness. Stewart indicates that they
provide no practical benefit to investors in their investment decision-making process,
while imposing onerous and costly obligations on funds and their advisors’®. Nicholson
indicates that “proxy voting disclosure is a relatively simple and cost-efficient way to

deter mutual fund advisors from voting against their clients’ best interests™'°.

3% proxy voting by Investment Advisors, 68 Fed. Reg. 6585 (Feb. 7, 2003). Disclosure of Proxy Voting
Records by Management Companies, 368 Feb. Re. 6564 (Feb 7, 2003).

3% Stewart, B. D., (2000). Disclosure of the irrelevant? — impact of the SEC’s final proxy voting disclosure
rules, Fordham Journal of Corporate and Financial Law, 9, 133.

319 Nicholson, H.A., (2004). Securities law: proxies pull mutual funds into sunlight: mandatory disclosure

of proxy voting records, 57 Oklahoma Law Review 687, Fall 2004).
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The new SEC regulations addressing disclosure are similar to those proposed by
the SEC in 1978*'". The SEC’s 1978 proposal did require that funds disclose the number
of times they voted for and against management but did not require the disclosure of the
actual votes. In the U.S., the SEC indicates that voting investment fund advisors have a
fiduciary duty to vote in the best interests of the investors. The SEC indicated that proxy
voting disclosure was required to instil confidence in investors, which may lead to an

. . 312
increase in shareholder value” ~.

The impetus behind the new SEC regulations for proxy voting disclosure in the

313

U.S. came from fund management companies that advocated for shareholder activism
The fund managers that were proponents of disclosure argued that the disclosure of the
proxy votes will mitigate the conflict of interest present when a mutual fund votes proxies
a company for when it also manages assets; increase the seriousness with which fund
managers vote; and will deter managers from unilaterally “rubber stamping” management
decisions. Although the ICI supported the requirement that mutual funds adopt policies
and procedures for conducting their proxy voting it strongly opposed the requirement that

mutual funds disclose their actual votes on each proposal’'*. The situation in the U.S.

' Proposed Rules Relating to Shareholder Communications, Shareholder Participation in the “Corporate

Electoral Process and Corporate Governance Securities Exchange Act, Release No. 14, 970, 1978 SEC
Lexis 1127 (July 18, 1978).

312 proxy Voting by Investment Advisors, 17 C.F.R. & 275.206 (4)-6 (2003); Disclosure of Proxy Voting

Policies and Proxy Voting Records by Registered Management [nvestment Companies, 17 C.F.R 270.3061-
4.

313 Nicholson, supra note 310.

31 Letter from Craig S. Tyle, General Counsel, Investment Company Institute, to Jonathan G. Katz,
Secretary, U.S. Securities and Exchange Commission (2002), at
http://www.sec.gov/rules/proposed/S73602/cstylel.htm
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mirrored that in Canada, in which IFIC supported the adaptation of policies and
procedures for proxy voting, but strongly objected to the requirement for provision of
proxy voting records. This is to be expected since the CSA was essentially following suit

with regard to the basic framework of the U.S. proxy voting regulations.

Under the SEC regulations, mutual funds must disclose the name of the company,
identify information on the security voted, provide a brief description of the matter voted
on and the proposing party, state whether the fund voted on the matter, disclose how the
fund voted and detail and whether this vote was in favour of, or against, management’s
position3 "> The SEC, however, decided not to require a fund to disclose when its vote
was inconsistent with its stated policies. The TIAA-CREF, a large pension fund-
insurance company, commented that individual investors would find this information

more valuable than the disclosure of individual votes®'®.

In addition, the TIAA-CREF
argued against the disclosure of actual votes because of the concern that disclosure may
jeopardize its use of the vote to negotiate with the management of portfolio companies,
and instead proposed a summary disclosure that would group votes by type and report in

the aggregate3'7. The information required by the SEC proxy voting disclosure

regulation adds very little to an investor’s resources for making an informed decision

35 Disclosure of Proxy Voting Policies and Proxy Voting Records by Registered Management Investment
Companies, 68 Fed. Reg. 6564 (Feb, 7, 2003).

316 Comment Letter from Peter. C. Clapman, Senior Vice President and Chief Counsel, Corporate
Governance, Teachers Insurance and Annuity Association of America College Retirement and Equities
Fund, to Jonathan G. Katz, Secretary, U.S. Securities and Exchange Commission (Dec. 6, 2002) at
http://www.sec.gov/rules/proposed/S73602/pcclapman | .htm)

317 Ibid.
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about the quality of fund management. For instance a record of a yes or no vote on a

proposal provides little information as to why a fund voted that way’'®,

Conflicts of interest within the mutual fund industry present a challenge to
regulators where no disclosure rules exist to control unethical or illegal behaviour.
Before the proxy disclosure rules, financial markets relied largely on competitive forces
to determine optimal levels of disclosure. Theorists postulated that if disclosure is
worthwhile to investors the firm can profit by providing it’"?, Although the disclosure of
proxy voting rules may not directly benefit individual investors, investors will benefit

from the impacts of the SEC regulations upon mutual funds®®.

Disclosure may deter
conflicts of interest, since fund managers may find possible benefits from a failure to
disclose or from a failure to vote proxies in a client’s best interests outweigh any
potential loss of revenue or reputation, particularly when mutual funds face little chance

of being caught’”'.

Mutual Fund managers could also use proxy voting record disclosure to
demonstrate their alliance by publicly voting with management at the expense of voting
in shareholders’ interests, as well as potential issues of using proxy voting record
disclosure to gain notoriety or for potential agendas. Despite these issues there are

significant opportunities for mutual fund proxy disclosure to contribute to corporate

318 Ibid.
319 Nicholson, supra note 310.
2 Ibid.
! Ibid.
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governance by increased shareholder involvement in the proxy voting process. In the
event that the requirement for provision of proxy voting records is retained in the final
Instrument, the CSA should consider allowing the mutual fund industry to compile and
publish proxy voting records on a manager-by-manager basis, or advisor-by-advisor
basis, rather than the more costly fund-by-fund basis. This will minimize the potential
for unnecessary costs that would ultimately be passed on to investors in the form of
management fees and therefore, mutual fund proxy disclosure has the potential to

enhance corporate governance in Canada.

In summary, the responses from the Investment Fund Industry to the CSA’s
Request for Comments on the proposed Instrument indicated a general acceptance of the
requirement to provide written policies and procedures for mutual fund proxy voting
disclosure. The comments identified several significant issues with respect to
maintaining and providing a proxy voting record. Firstly, the proposed Instrument
requires that the proxy voting records be organized and maintained on a per-fund basis,
while currently they appear to be organized primarily on a manager-by-manager basis
based on the comments received. The industry comments indicate that the requirement to
provide the proxy voting reports upon request is anticipated to be time-consuming and
costly. Industry perception is that this is not appropriate from a cost-benefit perspective
since there is anticipated to be a low demand for proxy voting records from investors.
The IFIC, which represents the investment fund industry has encouraged the CSA to not
to require mandatory disclosure and provision of proxy voting records. Additional issues

associated with disclosure of proxy voting records include reprisal from portfolio
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companies for mutual funds that vote against management, which could influence funds

to vote with management.

The CSA released the revised NI 81-106 on March 11, 2005 indicating that “After
considering the comments received, we revised the Instrument and CP. However, as
these changes are not material, we are not republishing the Instrument or CP for further
comment period™** . NI 81-106 received ministered approval on May 2, 2005°%. The
only changes to the rules for proxy voting disclosure (Part 10 of the Instrument) were the
addition of a requirement for investment funds that have a website to post their proxy
voting records. Accordingly, the other issues previously discussed with respect to the
September 2002 and May 2004 drafts of the Instrument persist. The SEC has included
posting of proxy voting records on web sites in its final rule for proxy voting disclosure
in the United States and there are examples of successful use of web-based proxy voting
disclosure in Canada. Posting of proxy voting records on websites, is permitted in the
U.S. instead of providing these in paper form, to avoid the need to issue lengthy paper
copies and to reduce costs. The final Instrument instead provides a duplication of efforts,

since the fund managers will now be required to provide paper proxy voting records and

post them on their websites.

322

~ Available at: www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part8/rule_20050311_81-106_ni-
05cb2810-supp.pdf.

% Notice of Ministerial Approval of National Instrument 81-106 Investment Fund Continuous Disclosure
and Ontario Securities Commission Rule 81-101 Implementing National Instrument 81-106 Investment
Fund Continuous Disclosure and Related Amendments, accessed at:

http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part8/rule_20050603_81-106_not-if-cont-
disc.jsp
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3.5 NATIONAL INSTRUMENT 81-107, INDEPENDENT REVIEW COMMITTEE
FOR MUTUAL FUNDS

In January 2004, the Ontario Securities Commission (OSC) released proposed
National Instrument 81-107—Independent Review Committee for Mutual Funds 3
(hereinafter the “Instrument”) for comment. The Instrument introduces a mandatory fund
governance regime focussed on conflicts of interest. Under the proposed Instrument,
conflicts of interest would be regulated through a principle-based governance regime
rather than restrictive rules. This proposed Instrument is intended to regulate all publicly
offered mutual funds in Canada, including mutual funds investing in equities, bonds,
income securities, money market instruments, balanced funds, index funds, mortgage
funds, fund of funds, and commodity pools. A total of 43 comment letters were received

in response to the CSA’s Request for Comment’” and posted on the website>2.

3.5.1 Independent Review Committee (IRC)

Mutual fund managers are required, under Section 2 of the Instrument, to
establish an Independent Review Committee (‘IRC’) for each of its funds or groups of its
mutual funds. . The IRC would act independently of the fund manager and the trustee for
mutual funds structured as trusts, and independently of the board of directors for mutual

funds structured as corporations. The IRC must have at least three members (Section 2.3

32 Proposed National Instrument 81-107 Independent Review Committee for Mutual Funds, accessed at:
WWW.0SC.gov.on.ca

325 Request for Comments Request for Comment Proposed National Instrument 81-107 Independent Review

Committee for Mutual Funds, Prepared by the Canadian Securities Administrators, available at
WWW.0scC.gov.on.ca

32 .
326 Comments available at: www.osc.gov.on.ca
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of Instrument). The Instrument does not mandate a specific legal structure for an IRC
and a manager may use for the independent review committee individuals appointed as
trustees for the mutual funds, the board of directors or a special committee of the board of
directors, a committee of individuals each of whom is independent from the manager.
The commentary in Section 2.1 of the Instrument indicates that a manager may establish

a separate IRC for each group of funds or that more than one manager may use the same

IRC.

The IRC must be independent from the fund manager under the criteria of the
Instrument which indicates that a person will not be independent if he or she has a “direct
or indirect’ relationship with the fund manager, the mutual fund manager, or an entity
related to the fund manager. The Instrument defines a ‘direct or indirect relationship’ as
any relationship that a reasonable person might consider to interfere with the exercise of
the member’s independent judgement concerning conflicts of interest facing the fund
manager. A ‘cooling off” period of at least three years is required for any material

relationships that may affect an individual’s independence.

The manager must appoint the first members of the IRC (Section 2.2 of the
Instrument) and the IRC must appoint replacement members to fill any vacancies on the
committee (Section 2.3 of the Instrument). A number of commentators were in
agreement that the manager should appoint the initial members, but indicated that they

believed the manager should also be involved in the replacement of committee members,
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such that the managers retain some control over the composition of the committee®>’.

It
was suggested that the Instrument be amended such that managers are involved in the
replacement of members of the IRC, and that vacancies on the IRC should only be filled
by the mutual consent of the manager and the IRC*®. Alternatively, it was suggested that
the fund manager be responsible for the appointment and compensation of IRC members
upon the recommendation of IRC members®>. It was suggested that the fund manager
should appoint all IRC members and not just initial members, given that the
responsibility for acting in the best interests of the fund ultimately lies with the fund

manager-".

A term for IRC members of not less than 2 years and more than 5 years is
indicated in Section 2.3 of the Instrument. It was suggested that the term should be
extended such that experienced members could remain on the committee, rather the
requirement for replacement with less experienced members after 5 years”'. There was a

concern expressed that IRC members could be in place not for successive terms since

327 Edgar Legzdins, BMO Mutual Funds, Re: Proposed National Instrument 81-107-Independent Review
Committee (“IRC”) for Mutual Funds, April 8, 2004.

328 W.T. Wright, Investors Group Inc., Re: Canadian Securities Administrators (“CSA”) Proposed National
Instrument 81-107 Independent Review Committee for Mutual Funds, April 8, 2004.

52 BMO, supra note 256.

330 john W. Murray, The Investment Funds Institute of Canada, Re: Canadian Securities Administrations
Proposed National Investment 81-107 — Independent Review Committee for Mutual Funds, April 8, 2004.

3! Ww. Sian Brown, MacKenzie Mutual Funds, Re: Propbsed National Instrument 81-107 —Independent

Review Committee, May 2, 2004.
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[RC members are compensated by the mutual fund. It was recommended that the CSA

allow IRC members to sit for consecutive terms>>?

The commentary indicates that the manager should not have the authority to
remove a member, such that the member can perform their functions freely. The IRC
members could be removed from office by a vote of the other members of the IRC, or by
a majority vote if security holders at a special meeting called for that purpose by the
manager. It was suggested by one commentator that the independence of the IRC would
not be compromised if the fund manager and the IRC appoint and remove members

jointly if this were to be necessary to ensure the smooth operation and continuity of the

IRC3,

Every member of the IRC must be independent with respect to the criteria in
Section 2.4(1) of the Instrument. A member of the IRC would be deemed as not
independent if they have a material ‘direct or indirect’ relationship with the manager,
mutual fund, or an entity related to the manager (Section 2.4(3) of the Instrument). The
commentary indicates that directors or special committee of the board will be considered
to have a ‘material relationship’ with the manager. The board of directors or committee'

of the board of directors will not be considered independent under the Instrument, since

2 [FIC, supra note 260.

333 Robert F. MacLellan, TD Asset Management, Re: Request for Comments by the Canadian Securities

Administrators (“CSA”) on Proposed Instrument 81-107 — Independent Review Committee for Mutual
Funds (The Instrument) April 8, 2004.



128

these individuals have a duty to act in the best interest of the fund manager which could

interfere with their independent judgment.

Section 2.4 of the Instrument defines persons that would not be considered
independent to include a person who has accepted, directly or indirectly, at any time
during the past 3 years, any consulting, advisory, or other compensatory fee from the
manager. The commentary defines a person to be not independent who is, or whose
family member is, or has been at any time during the previous three years an officer,
director or employee of the manager, the mutual fund or an entity related to the manager.
Further, the commentary further defines ‘indirect acceptance’ by a person of any
consulting, advisory, or other compensatory fee to include a family member, that
provides professional services (e.g., accounting, consulting, legal, investment banking,
portfolio management, back office or financial advisory services) to the manager or the
mutual fund, or any company related to the manager in which the person is a partner,

member or executive officer.

Many of the commentators indicated that the proposed definition of independence
for IRC members is too restrictive. For instance, it was suggested that employees or fund
managers that are family members should not taint the eligibility of a prospective IRC

334

member It was suggested that while it may be appropriate to deem IRC members,

with a family member who is a director or an officer of such entities to be ‘not

%% Don S. Panchuk, Philips Hager and North Investment Management Ltd., Re: Proposed National
Instrument 81-107 — Independent Review Committee for Mutual Funds (“IRC”), April 8, 2004.
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independent’, the inclusion of low level employees in the deeming provisions goes too

far’®.

Directors of an entity related to the manager, according to the commentary to
Section 2.4, cannot act as the independent review committee since those directors will be
considered to have a material relationship with the manager. The definition of
‘independence’ in Section 2.4 of the Instrument would not allow independent directors of
a fund manager to sit on the IRC, which would preclude many directors with experience
in this role. As such, the initial members of an IRC will likely not have any direct mutual
fund experience, if the proposed Instrument is introduced in its current form.
Experienced members would also be beneficial since they could provide leadership and
guidance to less experienced members to facilitate their development. An IRC comprised
solely of members with no previous experience may take a significant amount of time to
train®>®. Several commentators urged the CSA to allow for the inclusion of a minority of
IRC members who are not independent of management, since they believe, based on their
experience, that more effective decisions will be made with a management representative
as a full participating member of the IRC. Further, it was suggested that by heightening
the liability of some members of management to consider conflicts of interest as part of
the IRC, those members will have an innate interest in ensuring these issues are properly

resolved.

33 [FIC, supra note 260.

3% MacKenzie, supra note 268.
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It was suggested that the proposed ‘cooling off” period of 3 years (Commentary 4)
is too long, and would unnecessarily disqualify otherwise qualified persons from sitting
on the IRC, and that a period of 1 to 2 years would be sufficient®®’. It was suggested that
the Instrument should define independence in a less onerous and restrictive manner, since
many individuals could be excluded by the definition of independence in Commentary
4338 1t was further suggested that there are challenges associated with the recruitment of
qualified persons for the IRC, given Canada’s relatively small population, and even

smaller class of financially literate individuals®*°.

There was a strong agreement among
the commentators that the definition of ‘independent’ in subsections 2.4(2) and 2.4(3) of
the Instrument is overly restrictive. The CSA Instrument should consider the amendment
of the Instrument with a less restrictive definition, which could include a shorter cooling

off period, and amendment of the definition of ‘indirect acceptance’ to exclude family

members, or to include only family members of senior personnel in the fund manager.

It is noted in the Instrument (Section 2.4) that Commentary 4 to Section 2.4
parallels the proposed Multilateral Instrument 52-110 Audit Committees, but is tailored to
mutual funds. The highly restrictive nature of the definition of independence for the IRC
may reflect its derivation from the criteria for an audit committee and this degree of

independence may not be appropriate for an independent review committee. It was

37 BMO, supra note 256.
3% Ibid.
339 IFIC, supra note 260.
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questioned whether the concept of independence of audit committees is appropriate for an

IRC*,

Guideline 3 of ‘The Corporate Governance Guidelines for Building High
Performance Boards’, published by the Canadian Coalition for Good Governance
(CCGG)3 1 indicates that a board of directors should, at a minimum, have a majority of
directors, which are independent of management and have no material relationship with
the company. Hence, the CCGG recommends, under the best practice guideline, that
board membership be comprised of two-thirds of independent directors. Hence, the
criterion for 100 percent independence for the members of an IRC is inconsistent with
best practices for Canadian corporate governance. The Dey Report provided a definition

for unrelated directors®**. The Concept Proposal stated:

‘;Stephen Erlichman recommends that we base our definition of
independence on the Dey Report’s definition of “unrelated directors”. We
agree with this recommendation. Thus, a member of a governance agency
of a mutual fund will be independent of the fund manager if he or she is

free from any interest and any business relationships which could, or could

O IFIC, supra note 260.
! Accessed at: http://www.ccgg.com

342 Report of the Toronto Stock Exchange Committee on Corporate Governance in Canada. Where were the
Directors? Guidelines for Improved Corporate Governance in Canada (December 1994). Chair: P. Dey.
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reasonably be perceived to, materially influence the member’s oversight of

the mutual fund manager’s management of the mutual fund™*.

It is not clear why the CSA adopted the highly restrictive definition of
independence for the IRC, based on the independence criteria of an audit committee,
rather than for instance that of the Dey Report or the Canadian Corporate Governance
Guidelines. The CSA should reconsider the incorporation of the definition of ‘unrelated’

in the Dey Report within the Instrument.

The CSA should also reconsider the requirement for a majority instead of all

members of a governance agency being independent. The Concept Proposal states:

“Notwithstanding the arguments in favour of requiring all members of a
mutual fund governance agency to be independent, we believe that equally
valid reasons exist for fund manager representatives to be members of a
governance agency. These representatives will be expected to bring the
perspective of the fund manager to the governance agency, including their

insights into the business of the fund manager’™™**.

Given this view expressed in the Concept Proposal, it is unclear why the CSA did
not include a provision for representatives of a fund manager on the IRC, and instead

specified a requirement for 100 percent independence for the IRC.

3% Concept Proposal, supra note 224.
** Ibid.



133

The United States SEC recently proposed amendments which would require that
75 percent of the members of a board of directors of a registered mutual fund be
independent in order for the fund to be able to rely on certain exemptions from the SEC’s
rules regarding serious conflicts of interest. The new SEC criterion, for a minimum three
person board, is two independent members. The CSA should consider adopting a similar
approach which for an IRC of three members would require only two-thirds of the
minimum three-person IRC committee to be independent, rather than the currently

proposed requirement for 100 percent independence.

Section 2.7 of the proposed Instrument provides an IRC authority to set the
compensation of its members and engage and compensate independent advisors. The
ability of an IRC to set compensation for themselves directly from the funds puts the IRC

in a conflict of interest with the funds**

. To avoid the potential for conflicts of interest,
the compensation of the IRC should be set jointly with the fund manager346, rather than
the IRC setting its own compensation. The amount of compensation set by the IRC f;)r
its members by subject to mandatory disclosure in a fund’s continuous disclosure
documents®’. The CSA should re-evaluate the concept of the IRC setting its own

compensation levels and amend the Instrument to the extent that it ensure that it would

not place committee members in a conflict of interest position.

3% BMO, supra note 256.
34 MacKenzie, supra note 268.

T IFIC, supra note 260.



134

There was general concern expressed by many commentators that there is no
statutory limitation of liability for IRC members, as outlined in Section 2.8 of the
Instrument. An area of concern with respect to the lack of limitation of liability is that
this would deter prospective IRC members, which would further limit an already small

pool of potential committee members>*®.

The protection of liability of members of an
IRC is considered to be necessary for recruitment of qualified persons that do not fear the
consequences of either challenging or supporting the mutual fund manager’s position3 Y
It was suggested that there should be monetary limits on the liability of IRC members®>’.
The Instrument could be amended to indicate that IRC members are protected by the
‘business judgement rule’, since the standard of care set out in Section 2.6 may not

provide adequate protection for an IRC member>>".

Section 2.11 of the Instrument specifies that a mutual fund must disclose, in its
prospectus and in its periodic disclosure document reports, the written charter of the
independent review committee or another appropriate charter, the identity and experience
of the independent review committee member, and any changes in membership of the
independent review committee for each disclosure in the relevant periodm. The

disclosure requirements further include “any instances where the manager did not follow

348 John Moulson, CIBC, Re: Canadian Securities Administrators (“CSA™) Proposed National Instrument
81-107-Independent Review Committee for Mutual Funds (“NI 81-107"), April 26, 2004.

3% Ibid.

0 Ibid.

331 Securities Law Subcommittee, Business Law Section, Ontario Bar Association, Re: Request for

Comment on Proposed National Instrument 81-107 Independent Review Committee For Mutual Funds,
April 14, 2004.

352 Qubsection 2(a), NI 81-107.
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a recommendation of the Independent Review Committee, the general nature of the
recommendations and reasons for not following the recommendations for each disclosure
in the relevant period™>’. The Instrument further specifies that, for each disclosure in the
relevant period, the mutual fund must disclose any report of the independent review
committee that it directs the manager to incorporate into the prospectus or periodic

disclosure reports of the mutual fund.

The commentary to Section 2.110of the Instrument indicates that the disclosure
requirements in the Instrument assume that proposed N1 81-106 Investment Fund
Continuous Disclosure is in force. The terms “prospectus” in NI 81-107 refers to
disclosure in a point of sale document, currently a simplified prospectus and annual
information form. The phrase “periodic continuous disclosure reports” refers to the
documents in NI 81-106. The commentary states: “Section 2.11 and the commentary
recognize that disclosure of any instances where the manager did not follow a
recommendation of the independent review committee is a practical and realistic method
of moderating disputes”. It was recommended by one commentator that there should be a
materiality threshold regarding the disclosure of instances where the manager and IRC
disagree3 3 Under current changes to securities legislation, the prospectuses will only be
distributed to individuals that request it. Regulators, through exemption orders and

proposed rule changes, no longer require these documents to be given to investors unless

353 Subsection 2(b), NI 81-107.
*** TDAM, supra note 269.



136

they expressly ask for them®. Therefore, it is highly likely that many security holders
Y

will not be aware of instances where the manager did not follow the recommendation of
the IRC. The Small Investors Protection Agency (SIPA) recognized these limitations and
provided an objection that while disclosure is expected to take the place of regulatory

sanctions, the proposed Instrument requires investors expressively request these

. . +, 356
disclosure materials or find them on a website™"".

While emphasis should be placed upon the importance of disclosure, it should not
be assumed that disclosure coupled with the availability of the right to redeem will
provide adequate continuing scrutiny over the management of mutual funds. Underlying
reasons for this binclude the lack of required ability and knowledge for review of
management’s activities by mutual fund security holders in order to make an informed
decision as to whether to redeem, and that few security holders spend the time and effort
necessary to complete a review of materials sent to them to ensure management was
paying proper attention to its responsibilities®®’. Disclosure of disagreements or concerns
in a prospectus or an annual report is not likely to be an effective remedy, since for the

most part disclosure will probably ‘come too late’ and may not be specific enough to be

8

of much use to investors>>

** Glorianne Stromberg, Re: Proposed National Instrument 81-107-Independent Review Committee for
Mutual Funds, April 8, 2004.

3% Ken Kivenko, Robert Kyle, Stan Buell, SIPA Inc., Subject: CSA National Instrument 81-107 (NI81-
107) Independent Review Committee for Mutual Funds, April 6, 2004,
7 CCMF Report supra note 122.

3% Glorianne Stromberg, supra note 355.
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3.5.2 Conflicts of Interest

Part 3 of the Instrument focuses upon the review of all conflicts of interest
between the fund manager’s own commercial, and business interests, and its fiduciary
duty to manage its mutual funds in the best interests of those funds and its security
holders. The Instrument retains the central principle of Canadian mutual fund regulation
which is that the fund manager has the responsibility and accountability for managing its
mutual funds in accordance with its fiduciary responsibilities3 % A standard of care is
imposed on the IRC by the Instrument to act honestly and in good faith, in the best
interests of the mutual fund and to exercise the degreé of care, diligence and still that a
reasonably prudent person would expect in the circumstances’®®. The disclosure
requirements include any instances where the manager did not follow a recommendation
of the Independent Review Committee, the general nature of the recommendation and the

reasons for not following the recommendation.

Subsection 3.1(1) of the Instrument indicates that the manager must refer a matter
to the mutual fund’s IRC for its review and recommendation before taking any action, if a
reasonable person would question whether the manager has a conflict of interest in
relation to its management of the mutual fund. Subsection 3(2) of the Instrument sets out
particular circumstances where the CSA believes that a reasonable person would question

whether the manager has a conflict of interest. This subsection indicates that a manager

3% R.A. Cowdery and J.E. Hall, Borden Ladner Gervais LLP, Recent Developments in Investment Funds &
Asset Management, 2004, accessed at: www.lexexpert.ca

360 CSA Request for Comment, supra note 325, p-2
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is considered to have a conflict of interest wﬁere either the manager or an entity related to
the manager has an interest in the matter that is different from, or conflicts with, the best
interests of the mutual fund. An entity is considered to be related to the manager if it is a
person that can direct or cause the direction of the management and policies of the

manager, other than the IRC of the mutual fund, or an affiliate, associate or subsidiary of

the manager.

Subsection 3.2(1) of the Instrument describes matters that a manager must refer to
a mutual fund’s independent review committee for its recommendation before taking any
action. Subsection 3.2(3) of the Instrument specifies that the mutual fund must also send
a notice to all security holders at least 60 days‘before the effective date of the change that
contains sufficient information to enable the security holder to make an informed
decision about whether to continue to hold securities of the mutual fund, describes the
free transfer right (paragraph 3.2(3)(c)), and is sent to the security holders and filed with
the securities regulatory authority or regulator. The mutual fund must also include a
summary of the recommendations of the IRC with the notice (paragraph 3.2(3)(b)) and
allow the security holder to redeem securities of that mutual fund and purchase securities

of another mutual fund managed by the manager without the payment of any fee

(paragraph 3.2(3)(c)).

The reorganization will require referral to the IRC if the transfer of assets or the
transaction results in the mutual fund’s security holders becoming security holders in

another mutual fund; and acquisition of assets from another mutual fund, if the fund
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continues, or the transaction results in the security holders becoming security holders in
the mutual fund or a significant change to the mutual fund. This will not require
notification to the security holders and filing with the regulator under subsection 3.2(3).
The commentary indicates that Section 3.2 does replace the timely disclosure documents
required by securities regulation in proposed NI 81-106 Investment Fund Continuous
Disclosure, which establishes the obligations of a manager and a mutual fund to make

timely disclosure of a significant or material change to the mutual fund.

Prior to proceeding with a change to the basis of the calculation of a fee or
expense, or introduction of a new fee or expense (subsection 3.2(1)1), the mutual fund
must obtain approval of its security holders in accordance with NI 81-102 Mutual Funds,
and include with the notice of meeting sent in accordance with NI 81-102 a summary of
the IRC’s recommendation. These fundamental changes are essentially the same as those
required by Part 5 of NI 81-102, such as changes to the fundamental investment
objectives of a mutual fund or proposed increase in fees. The fund manager may
implement most fundamental changes, such as changes in auditors, after it has considered
the IRC’s recommendations and given security holders 60 days advance notice of the
change. However, the fund manager must obtain security holder approval before

implementing a fundamental change to investment objectives or fees.

One commentator noted the inclusion of business conflicts in Commentary 4 on

Section 3.1 of the Instrument goes beyond related-party transactions and self dealing
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provisions that are currently prohibited in securities regulati0n36l. It was further

suggested that business conflicts be removed from the Instrument, or at a minimum only
require fund managers to adopt policies on certain items such as allocating mutual funds
in a fund family and soft dollar transactions. In addition, it was indicated that greater
certainty of appropriate referrals to the IRC could be created by providing a more
exhaustive list of potential matters that should be referred to the IRC to provide guidance
to fund managers. It was also suggested that there should be a materiality threshold
regarding the disclosure of instances where a manager and IRC disagree, with disclosure
confined to situations with a material conflict of interest. The Instrument should
acknowledge that there will be situations where there is a potential conflict between the
interests of the manager and the security holders, but the rules to the mutual funds are so

insignificant that it would be inefficient to submit a proposal to the IRC>%2.

Conflicts of interest, as defined in the Instrument, are where a manager “has an
interest in the matter that is different from, or conflicts with the best interest of the mutual
fund.” This wording could result in any matter that is different from the best interest of
the mutual fund being referred to the IRC rather than those matters that are material and
have the potential to represent a conflict of interest. One commentator indicated “that
only matters which a reasonable person would believe would result in a material conflict

with the best interests of the mutual fund should be reviewed by the committee.”*%

3! Philips, Hager and North, supra note 334.
362 Securities Law Subcommittee, Ontario Bar Association, supra note 351.

%%} Robert G. Weppler, Elliot & Page, Re: NI 81-107, April 8, 2004.
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Objections were raised that the IRC will not have the power to overrule fund managers
nor will the manager be required to abide by the committee’s decision, and the

Instrument instead relies upon the threat of disclosure as a deterrent for conflicts of

interest>®*.

It was noted by several commentators that the definition of conflict of interest in
Section 3.1(2) of the Instrument is “too broad”, since by definition a manager will
generally have interests that are “different from” the best interests of the mutual fund.

Concerns were expressed that the IRC’s conflict of interests mandate as proposed is too

broad®®

, and that too many matters might constitute conflicts of interests that would
require the manager to refer the issue to thé IRC**¢. The broad scope of the IRC’s
responsibilities, and specifically the conflict of interest in Section 3.1(2), could impede
the IRC exercising their role®®’. One commentator noted that almost any issue has the
potential to require a review by the IRC in financial institutions where the fund manager
has a related portfolio advisor, underwriter and back office service providerm. It was

suggested by several commentators that because of the broad definition for conflicts of

interest it should be left up to the IRC to determine what constitutes a conflict for that

364 SIPA, supra note 261.
3% TDAM, supra note 269.

%6 Joe Yassi, Primerica, Re: Canadian Securities Administrators Proposed National Instrument 81-107
Independent Review Committee for Mutual Funds (IRC), April 8, 2004.

7 J.C. Massar, Capital International Asset Management (Canada) Inc., Re: Canadian Securities

Administrators (“CSA”) Proposed National Instrument 81-107 Independent Review Committee for Mutual
Funds (“IRC”), April 6, 2004

3% BMO, supra note 256.
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specific organization and what situations should be referred to it for recommendation®®.
This determination would be specific to the organizational structure of the fund manager
and its business relationships. It was also suggested that ‘a more proactive role for an
IRC, involving review of transactions referred to it by a fund manager in accordance with
its pre-approved policies would be appropriate’”’. There was a suggestion that the

Instrument should clearly establish the situations where an IRC can approve a general

policy for the manager’s action, providing that it monitors the manager’s compliance

with that policy®’".

The commentary to Section 3.1 of the Instrument indicates that ‘business
conflicts’ would include situations where the manager may be motivated to favour one
mutual fund over another mutual fund. The definition of ‘business conflicts’ in the
Instrument is extremely broad, which could lead to uncet*[ainty3 2. The inclusion of
business conflicts on the proposed instrument as matters to be referred to the IRC is
inappropriate. Requirements for a fund manager to adopt policies on matters included in
Section 3.1 as business conflicts Would then have to be reviewed and approved by the
IRC?”. 1t has also be suggested that more guidance be given in the Instrument on the
conflicts of interests to be referred to the IRC, and in particular, that the Instrument refer

to “material” conflicts with a distinction of the term “material” to assist in avoiding

** Ibid.
370 [FIC, supra note 260.

37! Securities Law Subcommittee, Ontario Bar Association, supra note 351.

372 Primerica, supra note 366.

" [FIC, supra note 260.
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lengthy checklists and standard of reports which appear to hamper existing fund

boards®™.

It was suggested by several commentators that the most effective and efficient
means for the IRC to fulfill its responsibilities would be reviewing and approving the
fund manager’s policies and procedures in relation to conflicts of interest and related
party transactions in advance. The IRC would thereafter receive quarterly reports and/or
presentations by senior management to enable the IRC to satisfy itself that the fund
manager is in compliance with these policies and procedures. It was further suggested
that the Instrument make greater reference to the manager having policies in place that
are approved by the IRC to address conflicts of interests and receiving regular reports on

compliance with theses policies rather than approving every transaction®’".

Following the introduction of the Instrument the CSA intends to repeal the
regulatory restrictions contained in the various provincial securities acts and NI 81-102
that address self-dealing and conflicts of interest and effectively replace these with the
discretion of the IRC. The Instrument, however, fails to clearly identify the existing
restrictions that will be repealed’’®. Certain changes that currently require an investor
vote in NI 81-102, would then be referable to the IRC, and advance notice of the change

would replace the ability of an investor to vote. There were strong concerns expressed by

37 MacKenzie, supra note 268.
*” Ibid.

S IFIC, supra note 260.
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investors and investor protections agencies, with respect to the removal of these

regulatory restrictions, associated with the introduction of the Instrument.

There were numerous concerns expressed in the comments that the Instrument
would increase costs to the fund managers, which would ultimately be passed onto
investors as expenses to the mutual funds. There were also concerns that these expenses
would detract from the ability of the mutual fund to be competitive. It was questioned as
to whether the establishment of an IRC improves governance sufficiently to offset the
costs for the benefit of such unit holders®’’. For example, a concern was expressed that it
would not be in the best interests of the security holders to hold costly meetings with the
IRC for approval of ongoing administrative matters, since these charges result in an

increase in charges for the security holder’’®.

Approval of security holders must be
obtained at a meeting in accordance with NI 81-102 before proceeding with the changes
outlined in Section 3.2(1) of the Instrument, which was perceived to be a requirement that

would add to the costs’”’.

The CSA should consider elimination of either the security
holders meeting, or the IRC meeting, in order to reduce duplication of costs if the IRC is

to have the ability to subsequently influence the outcome of a security holders meeting.

Smaller fund managers who are less likely to be related to financial services

providers, and thus have fewer legal conflicts, will be less likely to benefit from the

377 Steve Rostowsky, Gaurdian Group of Funds (GGOF), Re: Canadian Securities Administrators (“CSA™),
Proposed National Instrument 81-107 — Independent Review Committee Mutual Funds (“IRC"), April 8,
2004.

7 TDAM, supra note 269.
” TDAM, Ibid.
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IRC*°. The CSA have indicated that the repeal of regulatory restrictions on related party
transactions will result in a decreased need to take matters to a vote of a fund’s security
holders, which will translate into significant savings to the mutual fund industry®®".
However, this cost reduction would only occur if the regulatory on restrictions on related-
party transactions are actually repealed. It was further suggested that the cumulative

impact of mounting cost pressures will result in higher costs to investors and only serve

to reduce the overall competitiveness of the industry®**.

Investors in many funds already pay for the services provided by a fund board of
directors or a fund board of govemors3 8 Hence, there would be an unnecessary
duplication of costs for some investors by requiring the creation of a separate IRC when

384 " IFIC indicates that a

its functions are already being fulfilled by an existing body
significant cost savings and reduction of redundancy in function could be achieved by
adopting a different definition of independence, and by allowing an IRC to be created

from, and not in addition to, a board of directors or board of governors where these

already exist in a fund complex.

0 IFIC, supra note 260.

¥ CSA Request for Comments, supra note 325.
82 IFIC, supra note 260.

* bid,

* GGOF, supra note 377.



146

3.5.3 Inter-fund Trades

The Instrument would allow a mutual fund to trade securities to a related mutual
fund, including a related pool fund, providing that certain requirements are met. Inter-
85

fund trading is currently prohibited by securities legislation® Section 3.3 generally

follows the framework for inter-fund trading established in U.S. legislation, which has
proven to operate successfully’®®. Section 3.3 (1) of the Instrument indicates that a
mutual fund must not purchase or sell securities from or to a mutual fund managed by the
same manager, or from or to a pooled fund managed by the same manager (engage in
inter-fund trades) unless the manager of the mutual fund refers the matter to the IRC for
its recommendation. The commentary indicates that this section is not intended to apply
to securities issued by a mutual fund that are purchased by another fund within the same
fund family. An inter-fund trade made in accordance with subsection 3.3(1) is exempt

from the provisions of NI 21-101 Marketplace Operation and Section 6.1 and Part 8 of

NI 23-101 Trading Rules.

Several commentators indicated that it is not clear if referral of inter-fund trades
must be done on case-by-case basis or whether the fund manager can refer a general
inter-fund trading policy to the IRC for its recommendations. Concern was expressed

that clause 3.3(1) may be interpreted to require the IRC to review and make a

%> Borden Ladner Gervais LLP, Proposed National Instrument 81-107 Independent Review Committee for
Mutual Funds-Comments of Borden Ladner Gervais LLP, April 16, 2004.

**¢ Martin Guest, Fidelity Investments Canada Limited, April 8, 2004.
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recommendation for each inter fund trade®®’. It was suggested by a commentator that the
IRC review inter-fund trades ‘after the fact’ in the same manner as the purchase of
securities of related parties are reviewed. The involvement of the IRC was also
suggested to be redundant since compliance with the Instrument should suffice, given all
the requirements relating to inter-fund trades (Section 3.3(1) (a) — (d))388. Rather than
reviewing and specific approving each inter-fund trades which would be impractical, it
was suggested that the IRC adopt policies and receive regular reports on inter-fund

trading including material exceptions to the policies®®.

3.5.4 Changes to the Mutual Fund

Under Section 3.2 of the Instrument, fundamental changes to the investment
objectives of a fund or fund manager would have to be brought to the IRC for approval.
Under the Instrument certain changes to the fund mandate or its selection of an auditor
which currently require an investor vote under NI 81-102 (referred to as ‘fundamental
changes’) would be referable to the IRC. Many of these changes are expected to be
routine in nature and the provisions should apply only where the changes constitute a
conflicts of interest’”’. Section 3.2 of the Instrument requires that sub-clauses 3.2(1) 1
and 3 be referred to the IRC for consideration prior to being approved by security holders

at a meeting called for this purpose. Objections were raised since the IRC will not have

387 Karen J. Fisher, Scotia Securities Inc., Re: Proposed National Instrument 81-107, April 6,2004.
388 GGOF, supra note 377.
3% MacKenzie, supra note 268.

3% David L. Yu and Luda Rittenhouse, Association for Investment Management Research (AIMR), Re:

Request for Comment — Proposed National Instrument :81-107 — Independent Review Committee for
Mutual Funds, April 6, 2004.
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the power to overrule fund managers, nor will manager be required to abide by the

. .. 91
Committee’s decision’®".

The Small Investor Protection Association (SIPA) indicates that the certain time-
proven investor protection prohibitions will be removed with examples of transactions
that will no longer be prohibited including principal trading, lending money to related
parties, buying securities of related parties and buying securities of underwritten by an
affiliated dealer while in primary distribution®. IFIC notes that many mutual funds have
some form of governance structure in place, such as a board of directors for a corporate
mutual fund, or a board of governors, board of trustees, or advisory board for other types
of funds®”. The goals of the IRC may be met through governing bodies that are in place,
to the extent that they already exist as part of the reporting structure of a fund complex,
which can allow the IRC to be implemented in such a manner as to provide a contribution

to investor protection without duplication in function or costs>".

IFIC does not believe that the mandatory imposition is necessarily the best or
most practical way to achieve enhanced investor protection, and urge the CSA to allow
and confirm that having an IRC as a sub-committee of an existing governance body is an

acceptable alternative®®”. Tradex Management Inc. (TMI) has a Board of Directors

9 SIPA, supra note 261.
2 SIPA, Ibid.
3% IFIC, supra note 260.
P*IFIC, Ibid.
* [FIC, Ibid.
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structure for its mutual funds which centers on a governance framework with a strong
independent board of directors which it believes is superior to the IRC which would

handle only conflicts of interests®*®.

TMI recommended that an exemption be made in
the Instrument such that independent members of the Board of Directors of a mutual fund

management company would be allowed to sit in an Independent Review Committee

provided that a certain minimum standards are met.

Some mutual fund managers indicated that the CSA has strengthened the
credibility of the IRC by a more focused mandate which should permit an IRC to bring
better analysis to investor protection, and are of the view that a narrowed focus for the
IRC is appropriate®®’. Other commentators indicated that implementing a regime such as
the Instrument is appropriate provided that it is coupled with a roll back of appropriate
existing prescriptive regulations3 %8 There was also support from the legal profession for
the scaling back of the original mutual fund governance proposals to permit the gradual

9

. . . 39 ;
introduction of practical rules” . Some mutual fund managers have serious concerns

3% John S. Rayu and Robert C. White, Tradex Management Inc., April 7, 2004.
397 Fidelity, supra note 386.

3% Gerry Rocchi, Barclays Global Investors Canada Limited, Re: Canadian Securities Administrators
Proposed National Instrument 81-107 — Independent Review Committee for Mutual Funds, April 5, 2004.

3% Securities Law Subcommittee, Business Law Section, Ontario Bar Association, Re: Request for
Comment on Proposed National Instrument 81-107 Independent Review Committee For Mutual Funds,
April 14, 2004.
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about the Instrument and believe that it will not promote investor protection and inhibit

market efficiency*®.

Other commentators were opposed to the Instrument since they felt that investor
protection will be undermined by self dealing and other related party transactions*®".

According to Glorianne Stromberg, there are two fundamental problems with the CSA

proposals:

“The first relates to the proposal to repeal the existing provisions that
govern conflicts of interest. The second relates the proposal to replace
these provisions with a requirement that mutual funds have an independent
review committee whose function will be to consider transactions
involving conflicts of interest but with no real power to constrain or

otherwise limit or influence the transactions™**.
An opinion was expressed by an investment manager that:

“It is my hope that the draft version of 81-107 is not approved as proposed

since it would represent an effective deregulation in my opinion”‘m. “I

490 patrick Walsh, SEI Investments Canada Company, Comment Letter: Proposed National Instrument 81-
107 Independent Review Committee for Mutual Funds, March 31, 2004.

1 Lillian Morgethau, CARP, Re: Proposed National Instrument 81-107 Independent Review Committee
for Mutual Funds, June 17, 2004.

92 Glorianne Stromberg, Re: Proposed National Instrument 81-107-Independent Review Committee for
Mutual Funds, April 8, 2004.

3 Dan Hallett & Associates Inc., Re: Proposed NI§1-107, May 12, 2004.
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think that 81-107 needs to go back to the drawing board. Ironically, some
fund companies feel that it goes too far in tying their hands while investor
activists think it actually waters down the existing regime. I would lean

closer to the latter camp.”404

In her review of the Instrument Glorianne Stromberg concluded: “Neither
investors nor the fund industry will be well-served by implementing NI 81-107. I
recommend that it be withdrawn.”*”® SIPA fully supports the comments made by
Glorianne Stromberg in her article in the Toronto Star entitled “Proposed mutual fund

22406

rules are ‘dangerous’ to the investors” , and urge the CSA to include her in its

deliberations*"’.

SIPA indicates that previous gtudies, including the Stromberg reports and the Five
Year Review of the Ontario Securities Act, recommended more robust investor protecting
structures have been largely discounted in the Instrument to satisfy industry participants
and not investor protection*®. SIPA indicates that, if the Instrument is adopted, Canadian
mutual fund investors will have significantly less protection than their counterparts in the
U.S. through recent SEC regulatory changes. In the view of SIPA, the Instrument

removes many of the existing rules that have made mutual funds a safe investment for

“** Dan Hallett, 2004. Proposed Investor Protection Law Needs Work IRCs Lack Real Authority, accessed
at: www.globeavisor.com

%5 Stromberg, supra note 402.

%% Toronto Star, March 21, 2004.
“7 SIPA, supra note 261.

“% SIPA, Ibid.
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small investors and replaces them with weak governance. For these reasons SIPA states

“NI 81-107 is not in the public interest and we recommended that it be replaced with fund

governance as recommended in the Concept Proposal.”**

Significant concerns have been raised from investor protection groups, investors
and other commentators on the Instrument particularly with respect to the proposed

removal of investor protection legislation and replacement of this with the function of the

IRC. For example, Glorianne Stromberg stated:

“The CSA proposals (contained in National Instrument 81-107 which was
published for comment in January 2004) are akin to revoking the rules of
the road and leaving it to individual users of the road to set their own
rules. The resulting chaos and injuries could be catastrophic. The CSA’s
unstated expectation that fund managers and their independent review
committees (IRCs) will start with the existing rules and build on them is
pathetic in is naiveté. The approval of a toothless, inexperienced IRC is

hardly a substitute for statutory prohibition and regulatory oversight.”4I0

49 SIPA, Ibid.

19 Glorianne Stromberg, A wake-up call to the fund industry, /nvestment Executive, Wednesday, February
18, 2004.
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3.6 FUNCTION OF INDEPENDENT REVIEW COMMITTEE (IRC)

On May 25, 2005 the CSA released a revised version of the proposed Instrument
renamed Independent Review Committees for Investment Funds*''.  The new name
reflects the CSA’s proposal to expand the applicability of the Proposed Rule from
conventional mutual funds only to all publicly offered investment funds. The revised
Instrument applies to all publicly offefed investment funds which includes mutual funds,
commodity pools, scholarship plans, labour.‘ sponsored or venture capital funds, and

closed-end funds and mutual funds that are listed and posted for trading on a stock

exchange or quoted on as over-the-counter market.

The CSA states:*'2

“The Proposed Rule contemplates imposing a minimum, consistent
standard of governance for publicly offered investment funds. Currently,
there is no requirement that an investment fund have a governance body.
Under the proposed Rule, every investment fund that is a reporting issue
must have an IRC to oversee all conflict of interest matters — not just those
subject to pfohibitions of restrictions in securities legislation — faced by

the fund manager in the operation of the investment fund”.

' Accessed at: http:// www.osc.gov.on.ca/Regulation/Rulemaking/Current/PartS/rule_20050527_8l-
107_supplement.pdf

#4122005) 028 OSCB (Supp-2), May 28, 2005.
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The CSA indicated they expect that this Instrument will contribute to more efficient
Canadian capital markets, by permitting fund managers to engage in certain types of
conflict of interest transactions without prior regulatory approval, provided that the IRC

approves.

The Instrument addresses two main types of conflicts of interest. The first of
these is business or operational conflicts faced by fund managers which are conflicts of
interest relating to the operation by the manager of its funds that are not specifically
regulated under securities legislation except through general duties of care imposed on
the fund manager. The second of these is structural conflicts faced by the fund managers,
which are conflicts of interest that result from proposed transactions by the manager with
related entities of the manager, fund or portfolio manager currently prohibited or

restricted by the conflict of interest and self dealing provisions in securities legislation.

In the 2004 proposal, the CSA proposed to remove the requirement for security
holder approval for all changes contemplated under Section 5.1 of N1 81-102, except for
a change in the mutual funds investment objectives and increases in the charges to the
mutual fund or its security holders. The 2005 proposal maintained the requirement for
security holder approvals which is a positive change from the perspective of investor
protection. The 2004 proposal involved the replacement of the existing conflict of
interest and self-dealing prohibitions and restrictions in securities legislation with the
introduction of IRC reviéw. In the comments accompanying the revised May 2005

Instrument, the CSA states:
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“there was mutual fund industry support for the introduction of
independent oversight by the IRC”,...... ”Investors and investor advocates
unanimously urged us not to replace existing conflict of interest and self-
dealing prohibitions in securities legislation with an IRC whose
recommendations were non-binding”. They told us that the IRC’s lack of
“teeth” would render it ineffective in being a check and balance on a fund

manager’s conflicts of interest”.

Through the IRC, the CSA retains the conflict of interest and self-dealing
prohibitions and restrictions in securities legislation. The Instrument includes a fiduciary
duty and standard of care for the manager of an investment fund, similar to duties
imposed upon the manager of a mutual fund in most Canadian provinces, based on a

review of potential liability of IRC members*".

The Instrument requires that the fund
manager must appoint the IRC within six months of the rule coming into force. This
Instrument provides strict criteria for independence and contains a stipulation that

members of a manager’s board of directors are unlikely to be considered to be

independent.

The Instrument provides exemptions from the provisions in the proposed

Instrument and NI 81-102 that preclude certain specified transactions, provided that the

413 Letter from Davies, Ward Philllips Vineberg LLP to Susan Silma and Rhonda Goldberg, Ontario
Securities Commission, Subject Proposed National Instrument 81-107, May 2, 2005 available at:
http://www.osc.gov.on.ca/Regulation/Rulemaking/Current/Part8/rule_20050502_81-107_memorandum.pdf
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fund manager has received the approval of the IRC to proceed. The transactions include:
inter-fund trading, transactions in securities at related issues, and purchases of securities
underwritten by related underwriters. Under the Instrument, a fund manager must also
receive IRC approval under Part 5 of N1 81-102 to proceed with a change of auditor of
the mutual fund, and a reorganization of transfer of assets of the mutual fund to a mutual

fund managed by the same fund manager or an affiliate.

The IRC is required to monitor and assess the adequacy and effectiveness of the
fund manager’s written policies and procedures related to conflict of interest matters and
the fund manager’s compliance with the IRC’s instructions on these matters. The
proposal also gives the IRC the authority to communicate directly with the securities
regulatory authorities. The CSA indicates that this is intended to encourage members of
the IRC to inform the regulator of any concerns, including concerns about a fund
manager not referring conflict of interest matters to the IRC that are otherwise required to
be reported by securities legislation. In addition, the Instrument gives the IRC authority
to require the fund manager to notify security holders of the fund manager’s decision at

least 30 days before the effective date of the action.

The Instrument places assessment and reporting requirements on the IRC. The
IRC must assess the adequacy and effectiveness of the following, on at least an annual
basis: (i) the manager’s written policies and procedures, (ii) any standing instructions on
conflict of interests matters it has provided to the manager, (iii) the manager’s and the

investment’ fund’s compliance with any conditions imposed by the IRC in a
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recommendation or approval it has provided to the manager, (iv) its performance as a
committee and the contribution of each of its members based on the criteria set out in the

rule.

The IRC must prepare and deliver to the manager a written report of the regular
IRC assessment that include: (i) any breaches of the manager’s policies and procedures,
(ii) any breaches of a condition imposed by the IRC in a recommendation or approval
delivered to the manager, (iii) recommendations for any changes the IRC considers

should be made to the manager’s policies and procedures.

The IRC is required by the Instrument to prepare a report to security holders of
the investment fund on its activities for the financial year. This report is to include: (i) a
description of any known instance when the manager proceeded to act in a conflict of
interest matter referred to the IRC for which the IRC did not give a positive
recommendation, (ii) a description of each known instance where the manager proceeded
to act in a conflict of interest matter but did not meet a condition imposed by the IRC in
its recommendation or approval, (iii) the identity of each IRC member active at the time
of the report, any changes to the composition or membership of the IRC, and the
aggregate compensation paid to the IRC including any expenses or compensation outside
the recommendations of the manager. The IRC is required to maintain records of its
current written charter, meeting minutes, and written reports provided to its or made by it
and copies of material. The Instrument further requires the IRC to report an investment

fund’s principal securities regulator all instances where the manager proceeded to act in a
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conflict of interests matter but did not meet a condition imposed by securities legislation

or the IRC in its approval.

The Instrument indicates that a manager may not proceed with a proposal action
without the approval of an IRC, if the action is (i) an inter-fund trade, (ii) a transaction in
securities of a related issuer (related issuer transaction), or (iii) investment in a class of
securities of an issuer underwritten by an entity related to the manager (related
underwriter transaction). Following receipt of IRC approval, the transaction must be
completed in accordance with the requirements set out in the rule, or the requirements of
an amended Part IV of NI 81-102 for an inter-fund trade or related issuer transaction.
The transaction will then be exempt from the conflict of interest or self-dealing
prohibition of securities legislation that would otherwise apply to the transaction

provided that IRC approval is obtained.

The Instrument requires that an IRC must provide the manager with a
recommendation which the fund manager must consider before proceeding, for any other
proposed course of action that a reasonable person would consider represents a conflict of
interest for the manager. The IRC’s recommendation must be based on its view that the
proposed course of action will achieve a fair and reasonable result for the investment-
fund. The IRC has the authority to require the manager to notify security holders of a
managers’ decision to proceed against an IRC recommendation. The proposal specifies
that this notification must be sent to security holders at least thirty days before the

effective day of the proposed action.
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The CSA did not repeal existing investor protection legislation contained in the
various provincial security acts and replace these with the discretion of the IRC, fund
managers must receive approval before proceeding with related issues and related
underwriter transactions, the IRC has the authority to stop certain transactions and the
IRC has more authority and responsibilities. These changes are positive with respect to
dealing with conflict of interest and enhancing investor protection.

3.7 COMPARISON OF THE IRC WITH THE ‘GOVERNANCE AGENCY’ IN THE
CONCEPT PROPOSAL

The role of the IRC in the 2005 proposal for NI 81-107 is much narrower than the

governance agency described in the Concept Proposal. The CSA indicated:

“Our decision to narrow the role of the IRC in the Proposed Rule came
largely in response to public comment. The respondents to the Concept
proposal asked us not to cast the role of the IRC too broadly. They were
concerned that by asking the IRC to oversee management, we would

effectively dilute the manager’s role”*'*.

The CSA requested comments as to “whether the Proposal would result in mutual
funds being monitored by a governance agency that a. effectively oversees the
management of the mutual funds b. has real power and real teeth and c. adds value for

investors™'”. By reducing the role of governance agency or IRC to dealing with conflicts

44 Request for Comment 81-107, supra note 325, p. 2.
“15 Request for Comment, 81-107 supra note 325, p. 2.
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of interests only the Instrument, in Part 3, removes important protection for the mutual
fund investor set out in Section 5 of the Concept Proposal. As noted by an investment

manager “By doing this, NI 81-107 fails to meet the tests outlines above a., b., and e

An article published in October 2003 stated that the head of the OSC’s Investment
Funds Group indicated that the fund governance project changed course because the
mutual fund industry was so vigorously opposed to the Concept Proposal*'’. OSC staff
were questioned whether their approach to governance should be revised given the U.S.
scandals, but concluded that it was more important to get their current proposal

implemented rather than rethink the entire project. Stephen Erlichman stated:

“If the October 2003 article quoting the head of the OSC’s Investment
Funds Group is accurate, then industry pressure (rather than belief in what
is the right answer) has resulted in the CSA’s proposal for a much less
robust independent review committee as they key element in a Canadian

mutual fund governance regime in NI 81-107 compared to the suggestions

in the earlier concept proposal™'.

41 Michael A. Meighen, On behalf of the Independent Governors of the Cundill Funds, Re: Proposed
National Instrument 81-107, April 5, 2004.

7 Stephen Erlichman, 2004., Current legal developments in the mutual fund industry: abuses and
governance, The Law Society of Canada Special Lectures; accessed at:

http://www.fasken.com/web/fmdwebsite.nsf/AlIDoc/DE8 | 9E66A44ACT3F85256F 16005SA0C92/$File/CU
RRENT LEGAL_DEVELOPMENTS.PDF;

*® Erfichman, supra note 417.
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Further, Rebecca Cowdery, formerly of the OSC, has indicated that a strong push
back from the mutual fund industry led regulators to put aside many of the ideas outlined
in the sweeping 2002 proposal*'®. The difficulties associated with achieving consensus
from the 13 different securities regulators across Canada “is another possible reason for
backing down from the Concept Proposal”™?’. For instance, the British Columbia
Securities Commission clearly stated in its deregulation proposals that it was against
mandating any independence governance body for mutual funds, despite the fact that the
British Columbia Securities Commission was a member of the CSA which brought
forward the Concept Proposal around the same time as British Columbia’s deregulation

proposal, and the Concept Proposal did recommend an independent governance body**'
The Concept Proposal stated the role of the governance agency to be as follows:

“The role of the governance agency will be to oversee the actions of the
mutual fund manager in managing its mutual funds to see that it acts in the
best interests of investors. The governance agency’s role will be to

supervise — it will not micro-manage the day-to-day management of the

mutual funds™**.

*!% Elizabeth Church, supra note 237.
420 Ibid.
! Ibid.

22 Concept Proposal, supra note 224, p. 5
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The role of the IRC is clearly considerably narrower than that initially
contemplated in the Concept Proposal. The CSA “strongly” encourages consideration of a
“broader mandate” for IRC’s. The CSA state that they expect fund governance to
“evolve” with time and that IRCs provide “a flexible platform for future regulatory
reform.” A fund board structure may be a more appropriate mechanism than an IRC for
the CSA to expand mutual fund governance in the future and should be considered as an
alternative to the IRC in the Instrument. The CSA could also consider the incorporation
of the proposed role of the IRC within the broader framework of a fund board. The
Stromberg Report recommended that Investment funds should be required to have an

independent board stating:

“Investment funds should be required to have an independent board. The
fact that tax laws have encouraged the use of structures other than
corporations to constitute investment funds should not, in my opinion,
eliminate the basic governance mechanisms reflected in a corporate

42
structure”?>.

The term “independent board” in the Stromberg Report is defined as a board of
directors or an advisory committee or other entity with equivalent duties and
responsibilities to those of a board of directors of a corporation, which board, in either

case, is comprised of persons, the majority of whom are “unrelated persons”424. The term

423 Stromberg Report, supra note 226, p. 49.

424 Stromberg Report, Ibid., p. 158.
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“unrelated persons” refers to persons who are free from relationships and other interests
who could or could be reasonably perceived to materially interfere with the exercise of
judgment in the best interests of the investment fund”*®. The Stromberg Report indicates
that the board of directors should consist of at least five persons, a majority of whom are
“unrelated persons” within the meaning of the term as used in the Dey Report. The

Stromberg Report indicated that the board would be responsible for dealing with conflicts

of interests as expressed in the following:

“In view of the fact that it is impractical for each situation involving a
conflict of interest to be referred to security holders for approval, it is
essential that there be an independent body whose sole focus is the
interests of the investment fund and its security holders, since it is

impractical for each situation involving a conflict of interest to be referred

to security holders for approval.”426

The report of the Steering Group, formed to consider the implementation of the
recommendations in the Stromberg Report, clearly agreed with the recommendation for
independent boards in the Stromberg Report and stated: “We agree with the Stromberg
Report recommendation that investment funds be required to have an independent board,

board of governors or advisory-committee with equivalent duties and responsibilities to

23 Stromberg Report, Ibid.

#26 Stromberg Report, 1bid., p. 154.
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those of the board of directors of a corporation”427. The Steering Group Report indicated
that each fund family should have a board of at least five members, the majority of whom
are independent of the manager and an audit committee comprised entirely of
independent members of the board. A board member would be “independent” if he or
she were free of relationships and other relationships which could reasonably be
perceived by a security holder to materially interfere with the exercise of judgement in
the best interests of the funds. The Steering Group Report recommended the following:
“The Canadian Securities Administrators should develop requirements for fund managers
to create boards and audit committees to oversee the affairs of managed funds within

fund families and articulate the duties and responsibilities of such boards”**®.

The Erlichman Report, which was commissioned by the CSA to assist with the
development of the Concept Proposal, recommended the establishment of a corporate
style board for mutual funds in the following: “if the CSA conclude that they should
mandate one specific form of governance regime at this time I recommend that each
mutual fund should have a corporate style board (of directors, governors or trustees, as
the case may be)**?. The Erlichman Report indicates that it is more appropriate to have
a separate board for each mutual fund rather than one board for the entire mutual fund
complex or the entire fund family, in order to create a simple and coherent structure.

According to the Erlichman Report, the board should have the general responsibility to

7 Steering Group Report, supra note 227, p. 6.
8 Steering Group Report, Ibid., p. 56.
*® Erlichman Report, supra note 229, p.164.
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supervise the management of the business and affairs of the mutual fund in order that
decisions affecting the mutual fund are made in the best interests of the security holders
4430

of the mutual fun It is recommended in the Erlichman Report that a mutual fund

board should consist of at least three individuals, of whom a majority, and preferably at
least two-thirds, are independent of the manager. The Erlichman report indicated that the
definition of what constitutes an “independent” member should be modelled on the Dey

Report’s definition of “unrelated director”™®'.

It is suggested in the Erlichman Report**?

that independent members of the board
initially be selected and appointed by the manager, and thereafter the independent
members would be appointed by the full board, and not by the manager nor by the
independent directors alone. In the case of a corporate mutual fund they would be elected
by the fund’s shareholders as required by the fund’s governing corporate statute. It is
further suggested in the Erlichman Report that for both trusts and corporate structures, the

appointment of the independent members would be based on the recommendations of a

nominating committee comprised of at least a majority of directors who are independent

of the manager.

There have been several criticisms levied against the use of corporate style board
for mutual fund governance regimes, which include the potential hindrance of a mutual

fund board on the operations of a mutual fund complex. The Erlichman Report indicates

% Erlichman Report, Ibid., p. 166.
! Erlichman Report, Ibid., p. 187.
42 Erlichman Report, Ibid., p. 165.
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that it is possible for a mutual fund organization to design an effective and efficient board

which will not hinder the mutual fund complex.

3.8 COMPLIANCE PLANS

The Erlichman Report recommends that “Each mutual fund in existence today
should be required to have a compliance plan, which is filed with the CSA. Adopting a
compliance plan should be a condition precedent for a new mutual fund to be permitted

to offer its securities to the public”433

. A compliance plan is a means of assuring that a
mutual fund is being operated in the best interests of the security holders®*. A
compliance plan sets out the measures that the manager and the governance body will
apply in managing or supervising the management of the mutual fund to ensure
compliance with applicable léws and the constating documents of the mutual fund, and

includes conflicts of interest provisions. A compliance plan will cover more matters than

the compliance reports required by Part 12 of National Instrument 81-102*

The Erlichman Report indicated that “...whatever the form of corporate
governance regime that results from these recommendations, I believe it is important that
the manager, with the input of the governance body, prepares a compliance plan for each
mutual fund”*®. The CSA has not included a compliance plan in its mutual fund

governance system as recommended in the Erlichman Report to date. Without a reliable

3 Erlichman Report, supra at 13, p. 193.
“* Erlichman Report, Ibid., p. 191.
3 Erlichman Report, Ibid.

3¢ Erlichmann Report, Ibid.
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compliance plan, it will be difficult for IRCs to determine whether the fund managers are

in compliance with conflict of interest guidelines.

Erlichman indicated that in the SEC adopted a rule in requiring U.S. mutual funds
to have comprehensive compliance policies and procedures as well as to have a chief
compliance officer accountable to the fund board of directors”’. Erlichman noted that
the SEC adopted this rule three years after the recommendation in the Erlichman Report
that mutual fund managers in Canada be required to adopt compliance plans for the
mutual funds they manage and that to date Canadian mutual funds still do not have this
requirement438. Erlichman recommended that even if the CSA proceed with the
independent review committee set out in NI 81-107, the CSA should reread and

implement the recommendation in the Erlichman Report requiring the adoption of

compliance plans43 .

3.9 POINT OF SCALE DISCLOSURE FOR MUTUAL FUNDS (POS PROJECT)

The Point of Sale (POS) project is a continuation of the development of
mutual fund governance to provide investors with more meaningful and effective
prospectus disclosure of mutual funds and segregated funds**’. The CSA published

proposed rule amendments aimed at implementing all of the elements of the point of sale

47 Erlichman, supra note 417.
“ Ibid.
9 1bid.

“9 Framework 81 — 406 Point of Sale Disclosure for Mutual Funds and Segregated Funds( the Framework),
Published by the Joint Forum of Financial Market Regulators on October 24, 2008.
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disclosure regime set out in the Framework on June 19, 2009. On June 19, 2009, the CSA
published proposed amendments to National Instrument 81 - 101 Mutual Fund
Prospectus Disclosure, its Forms and Companion Policy (collectively, in this Section the
Instrument), aimed at providing investors with more meaningful and effective disclosure.
The Instrument was the first step in implemehting the point of sale disclosure framework
published in October 2008 by the Joint Forum of Financial Market Regulators (the Joint
Forum), which includes the CSA. Under th¢ framework, investors would receive key

information about a mutual fund at a time that is relevant to their investment decision**!.

The OSC believes that the disclosure required by the Instrument would provide
investors with the opportunity to make more informed investment decisions by giving
investors key information about a mutual fund, in language they can easily understand, at
a time that is relevant to their investment decision. The Fund Facts document is designed
to give investors key information about a mutual fund, in language they can easily
understand, at a time that is relevant to their investment decision. The Fund Facts
document is central to the new prospectus disclosure regime. It is in plain language, will
be no more than two pages and highlights the potential benefits, risks and the costs of
investing in a mutual fund. Investors would generally receive a Fund Facts when they

buy a fund for the first time (at or before the “point of sale”).

! CSA Staff Notice 81-319 — Status Report on the Implementation of Point of Sale Disclosure for Mutual
Funds, Canadian Securities Administrators Staff Notice 81, 319, Status Report on the Implementation of
Point of Sale Disclosure for Mutual Funds, (2010) 33 oscb 5449. June 18, 2010.
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The comment period closed on October 17, 2009 and 54 comment letters on the
Instrument were received which were posted on the Ontario Securities Commission
website at www.osc.gov.on.ca. Copies are also available from any CSA member. The
comments show that stakeholders generally agree with the benefits of providing investors
with a more meaningful and simplified form of disclosure, and support the Fund Facts as
a way of providing concise, plain language information that describes key elements of the
mutual fund under consideration. However, the OSC also received significant comments
related to operational and compliance concerns with point of sale delivery for mutual
funds. A large number of commenters also asked the CSA to implement a point of sale
disclosure regime for other types of publicly offered investment funds and other

securities at the same time.

After consideration of the comments received on the 2009 Proposal, the CSA
concluded to proceed with a staged implementation of the Framework**?. The CSA is
proceeding with a staged implementation of the project that will provide the opportunity
to continue to consult with stakeholders and to consider the applicability of the point of
sale regime for mutual funds to other types of publicly offered investment funds, with the
possible outcome of implementing a point of sale delivery requirement at the same time
for all comparable investment fund products. Stage 1 of the POS Project was completed

on October 6, 2010 when the CSA published amendments to National Instrument 81 —

“2 CSA Staff Notice 81 0 319 Status Report on the Implementation of Point of Sale Disclosure for Mutual
Funds, published on June 16, 2010.
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101 Mutual Fund Prospectus Disclosure to require the preparation, filing and posting of

the Fund Facts.

As of January 1, 2011, mutual fund companies in Canada are required to prepare
and file a Fund Facts for each class or series of each of their mutual funds and to post the

Fund Facts to their website*®. In addition, they must deliver the Fund Facts to investors

free of charge upon request.

On August 12, 2011, the OSC published for comment proposed amendments to the
National Instrument 81 — 101 Mutual Fund Prospectus Disclosure, to allow the delivery
of the Fund Facts instead of the simplified prospectus to satisfy current prospectus
delivery requirements. This comment period ended on November 10, 2011. On June 21,
2012, the OSC published for second comment changes to the proposed amendments
which focus primarily on the presentation of risk in the Fund Facts. Under the proposed

rules investment firms would have to disclose the following in annual client statements

under new rules proposed by securities regulators:

e total amount, in dollars, that a dealer or advisor was paid for advice and products

sold;

returns, in dollars and percentage terms, for a client’s investments in the current

year, and longer periods;

e some commissions on bonds.

"3 0SC, Investment Funds — Point of Sale Disclosure for Mutual Funds (POS Project),
http://www.osc.gov.on.ca/en/InvestmentFunds_point-of-sale_index.htm
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The comment period was open until September 6, 2012. A total of 32 comments were
received. The response from the OSC Investor Advisory Panel*** was supportive of the
POS project stating. “We would like to begin by reiterating our strong support for the
point-of-sale (POS) initiative. Ontario investors need clear and meaningful disclosure
about their investments at the time they are making their purchase decision. We
appreciate the efforts that are being made to improve the Fund Facts document and move
forward quickly with the POS delivery regime.”**> With regard to fee disclosure, the
panel stated: “The Panel is pleased to see the addition of clearer and more definitive
language regarding the payment of trailing commissions to dealers/advisors which takes
into account our earlier feedback to the CSA. While we appreciate the inclusion of
language alerting investors that such commission payments may give rise to conflict of
interest on behalf of dealer representatives, we think that the CSA could go further in this
respect. Other jurisdictions such as Australia and United Kingdom have completely
banned the payment of such commissions to financial services representatives on the
grounds that these payments are wholly incompatible with the provision of unbiased,
independent investment advice to consumers. It is misleading to suggest that trailing

commissions “may” create a conflict of interest, when, in fact, they do.”*46

4 OSC Investor Advisory Panel, Re: Implementation of Stage 2 of Point of Sale Disclosure for Mutual
Funds — Proposed Amendments to NI 81-101 Mutual Fund Prospectus Disclosure, Form 81-101F3

Contents of Fund Facts Document and Companion Policy 81-101CP Mutual Fund Prospectus Disclosure —
2" Request for comments._September 6, 2012.

45 Ibid.
46 Ibid.
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RBC Global Asset Management Inc. provided comments on Stage 2 point of sale
disclosure practices447. With respect to the OSC’s statement: “Adding a requirement to
confirm whether trailing commissions are paid and disclosure of any potential conflicts
arising from the payment of trailing commissions”.**® RBC replied “We are confused as
to why trailing commissions have been singled out for this type of disclosure, since the
placement of any investment for commission or fees could presumably have the same
influence.”** It may seem surprising to see this comment from RBC employee it must
have seen the study results and media exposure that indicated Canadians have the highest
MERs worldwide and that trailer fees are a significant contributor to this situation.
However, RBC raises a valid point that other areas of commissions and fees are also

important and should be evaluated as part of total expenses expressed in the MER.

The Federation of Mutual Fund Dealers represent 30 dealer firms with over 114
billion of assets under management and 17,000 licensed advisors that provide services to
more than 3.5 million Canadian investors. As they are the recipients of trailer fees, their
position on the proposed point of sale rule is important in understanding industry

perspective. The Federation of Mutual Fund Dealers provided a comment on the

7 RBC Global Asset Management Inc., RE: Request for comments — Implementation of Stage 2 of Point
of Sale Disclosure for Mutual Funds — Proposed Amendments of National Instrument 81-101 Mutual Fund
Prospectus Disclosure (“NI 81-1017), Form 81-101F3 and Companion Policy 81-101CP and Consequential
Amendments (2™ Publication) (the “Proposed Amendments”), September 6, 2012.

4“8 RBC, Ibid.
“ RBC, Ibid.



disclosure of trailing commissions*°. Their primary concerns related to the costs of the

disclosure were:

“In this section you say “We acknowledge the potential costs to industry,
but believe that informing the investing public is worth this cost.” This
seems a rather dismissive statement given the concerns expressed by
industry participants who commented previously. Our own letter !
addresses these concerns under the heading Disclosure Duplication, Cost
Burden & the Consultative Process in Appendix A attached. In addition
we believe that this statement does not satisfy (at the very least) the
Ontario Securities Commissions obligations under s.143.2 (1)7 of the
Ontario Securities Act which requires that the published notice of a
proposed rule must include “A description of the anticipated costs and
benefits of the proposed rule. We believe that it would be contrary to the
public interest not to conduct this quantitative analysis. We also believe
that the investing public would be astounded as the costs versus the
information being delivered. Dealers have already, and continue, to re-
engineer their systems to deliver quarterly statements efficiently, with
fund facts to come, and they will have to re-engineer again to deliver this

annual statement with the proposed expanded disclosure.” This further

40 Federation of Mutual Fund Dealers, RE: Notice and Request for comment on proposed Amendments to
National Instrument 31-103 Registration Requirements, Exemptions and Ongoing Registrant Obligations
and to Companion Policy 31-103CP Registration Requirements, Exemptions and Ongoing Registrant

Obligations June 14, 2012 (2"d Publication) Cost Disclosure, Performance Reporting and Client Statement,
September 7™, 2012.




contributes to an unlevel playing field for e.g. the banks and exempt
market dealers and it is unfair to continue to disadvantage the mutual fund

dealer industry.”*"

Steven Kelman questions the benefit that investors will receive from the
disclosure of the dollars that investors paid for trailer fees and the accompanying
descriptive statement of these fees.*>? His article describes the types of services that are
expected to be provided to investors for this fee, which in some cases never transpire,
while in other cases the advisors earn their trailer fees by providing investment advice to
their clients. The issue arises when investors are charged for services they don’t receive,
and the advisors receive this profit at the expense of investors. Kelman states, “Of course
dealers and fund companies may argue that it’s the fund management company’s money
that is paid to the dealer and not the investor’s. I disagree. You should consider the
trailer fee your money because if you are dissatisfied with the service you receive and
move your account to another dealer or to another advisor within the same firm, the

trailer moves with your account to compensate your advisor for the after-sales services

. 453
you may or may not receive.”

Ms. De Laurentiis, the President and CEO of IFIC was questioned referring to the

proposed POS rules that would require investment firms of all types to disclose the dollar

451 .
Ibid.
%52 Steven L. Kelman, How much did your advisors earn in trailer fees from your accounts last year?

August 17,2012, Investor Insight, assessed at:
http://cawidgets.morningstar.ca/ArticleTemplate/printArticle.htm

453 1bid.
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amount of fees paid by investors, and their personalized rates of return. Ms. De
Laurentiis stated “We’re totally supportive of both these points. We think it’s impor_tant
for the investor to understand what they’re paying for a product they’re buying, and then
how the product is serving them™>*. She further noted that at a certain point the costs to
investors exceeds the benefits, indicating that is the case with the proposed disclosure
rules, and stated “it’s a lot of information, and we are not really sure it’s going to deliver

value 59455

A large component of the advisory fee is related to trailing commissions that are
paid to advisors that sell their products and designed to compensate advisors for ongoing
client service. Current fund industry documents explain the trailing commission in terms
of the percentage of assets invested in a fund which is typically approximately 1 percent
for an equity fund and 0.5 percent for a bond fund. Ms. De Laurentiis believes that this
current level of disclosure provides a sufficient level of detail stating, “We think it gets to
the point, which is informing investors. It gives them the information they need to say [to
an advisor], by the way, tell me more about what you’re being paid”456. The proposed
disclosure rules, under the POS project, would require fund companies to show the
amount of trailing fees paid by investors expressed in terms of dollars. The data, under

the proposed format, would be provided on an annual client statement new report of

personalized returns since the account was established. This is an improvement for the

434 Ibid.
435 Ibid.
4 Ibid.
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firms that show only how much the account has changed since the last statement, while

the same for others show the change since its exception®”’.

A recent article by Rob Carrick in the Globe and Mail evaluated whether the extra
costs of fees related to full disclosure was ‘worth the added cost’ to investors. In his
opinion, “when it comes to how our money as investors is being spent and being
managed by the financial industry it’s worth paying more to know more”.**® In Britain,
regulators banned financial advisors from accepting commissions on mutual funds and
other financial products*”. Canadian investor advocates, however, are sceptical that the
trailer fees will be banned. According to Ermenno Piscutto, Executive director of the
Canadian Foundation for Advancement of Investors Rights (FAIR), this model could
come to Canada if there were regulators with “Fire in their belly, and a mission to

improve investor protection.... But the pace of investor — protection reforms in this

country is frustrating and painfully slow”.*¢

Mr. Piscutto further stated “Canadian regulators should emulate Britain’s move in
getting rid of continuing trailer fees that advisers receive when keeping their clients in a

mutual fund. The client is essentially paying these fees, but is not aware they are paying

7 ¢ g., TD Canada Trust, www.tdcanadatrust.com

**% Rob Carrick, Investing Fees: Full Disclosure is worth the added cost, September 12, 2012, The Globe

and Mail, accessed at: http://www.the globeandmail.com/globe-investory/personal-finance/investing-fees-
full-disc...

49 Ibid.

460 Shirley Won, Canada unlikely to see ban on fund commissions, The Globe and Mail, April 1, 2010,
accessed at: http://www.theglobeandmail.com/globe-investor/funds-and-etfs/funds/canada-unlikely-to....
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these fees”.*®! Glorianne Stromberg has stated “Paying that trailing commission
g ying g

substantially cuts down on the investors reasonably expected return so it has made mutual
funds a very expensive way of investing”.*®* She further suggested that it will be hard for

Canadian regulators to ignore Britain’s initiative given that other countries are also

looking at this.

Ken Kivenko, an investor advocate, likes what Britain has done, but doubts that a
similar ban will occur in Canada, stating: “It would take real leadership...to make it
happen, and he’d be up against the banks, the mutual fund companies, the big insurance
companies. | just don’t see anyone like that. The distribution system for mutual funds is
based on embedded commissions”.*®® I note that banning of trailer commissions is not
included as part of the most recent disclosure mechanism proposal that was submitted for
comment in June 12, 2012 which is very significant since these fees are a significant
factor in the high expenses paid by Canadian mutual fund investors. Instead, the proposal

simply calls for disclosing whether the fund expenses include trailer fees.

In a 2003 article by Rob Carrick in the Globe and Mail Rob Carrick previously
stated: “Trailer fees are a major reason why MERs are as high as they are, which means
they deserve a lot more scrutiny than they usually get. In fact, the debate over high MERs

is almost as much about trailer fees as it is about the fund industry’s gluttonous

1 1bid.
42 [bid.
83 Ibid.
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tendencies when it comes to fees of all kinds.”*** Carrick observed that “The average
Canadian equity fund MER is a strikingly high 2.7 per cent, which means 2.7 per cent of
the fund’s assets go to cover expenses. It also means that if the average fund grossed 2.7
per cent in a year, the reported return to unit holders would be nil. MERs reflect all kinds
of expenses, including manager salaries, research, distribution and marketing efforts and
the cost of staging promotional golf tournaments. Trailer fees are a huge component as
well. In fact, if you eliminated the cost of trailer fees and DSC commissions from that
average Canadian equity fund, you’d get the MER down to something in the area of a
slim, trim 1.7 per cent or possibly even a little less. Don’t read this as a criticism of
trailer fees per se. Advisers deserve to be paid for continued customer care. The

. . 4
question is how much?” 6

Trailer fees, or trailing commissions, are tied to the value of client accounts and
paid to advisors, monthly, quarterly or annually. Under the POS project trailer fees are
disclosed in the Fund Facts document and summary prospectuses as a percentage of an
investor’s holding in a given fund. For a fund sold with an upfront commission, which
typically ranges from zero to S percent of the investment, the trailer fee will be as much
as 1 percent annually in most cases. When an investor buys a deferred sales charge fund,
then the trailer is typically as much as five percent. Under this proposal the trailer fees

would be expressed in dollar terms. I note that these trailer fees are typically paid to

“4 Rob Carrick, Hope you’re getting great service from the financial advisor or dealer that sold you your

mutual funds. After all, you're paying for it. The Globe and Mail, July 10, 2003, accessed at:
GlobeandMail.com

485 Ibid.
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advisors regardless of the performance of the fund. They may also be related to personal
commission where advisor sales staff receive a sales commission based on how much
product they sell, while the more product they sell the more trailing commissions they
receive. The Fund Facts format simply expresses a charge that is levied upon investors in

dollar terms. It does not provide investors any assurance to investors that they are

receiving value for this fee.

In a recent article, Rob Carrick indicates that the point of sale issued in (June
2012) proposals “include a requirement for the entire financial industry that investors be
shown the dollar amount of fees paid for products and advice, and that they be shown
how their investments have performed in both dollar and percentage amounts. Having
this information in hand would provide a huge lift to financial literacy by causing
investors to think more critically about what they own, what they pay, what services they
receive and how much they get in returns. Trailing commissions are a particularly

important aspect of all this because they are associated with mutual funds, a mass

marketing investing product.” *%

Glorianne Stromberg noted in the Stromberg Report at that time there was no
check on whether the investors were receiving the services that they paid for in the trailer

fees, stating “no one monitors whether in fact these services have been provided.”*®’ She

466 Rob Carrick, Shedding light on a hidden mutual fund fee, The Globe and Mail, June 29, 2012,

http://www.theglobeandmail.com/globe-investor/personal-finance/shedding-light-on-a-hidden-mutual-
fund-fee/article4382237/

467

Stromberg Report, supra note 226.
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also noted that “these fees may also be a factor in a sales representative not
recommending a change in the clients portfolio when it would be in the client’s interest to
make this change.”*® The Stromberg Report also recommended that the mutual fund
industry voluntarily end the payment of these fees'®. I note that the current POS project
only involves the disclosure of the trailer fees and not monitoring of whether investors
are recieving the value for services that they are paying for in trailer fees. Therefore, this

concern has not been in addressed in the current POS project and proposed (June 2012)

revisions.

While the public may not understand trailer fees, I suggest that this may not be the
only issue with associated with their high levels. I suggest that an attitude from dealers
and advisors (if this exists) that these fees are their money and not investor’s money
could also contribute to the current situation where their fees are charged to investors,
and investors are largely not even aware of what they are, let alone that they pay for them
as part of their management expenses. However, this viewpoint assumes that trailer fees
should not be banned as in the U.K. or “voluntarily” stopped by the mutual fund industry
as recommended by Glorianne Stromberg. It also assumes investors are receiving value
for the trailer fees, which has not been demonstrated by the mutual fund industry,

Canadian securities regulators, or in published academic studies.

8 1bid.
%9 Ibid.
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In both the U.K. and Australia, regulators have banned the commission model. In
Canada, the trend is towards maintaining the fee-based model and the commission, but
requiring disclosure of the expense ratios and breaking out the trailer fees which are
currently bundled with the management expenses. Rather than letting the market sort
itself out, Canadian regulators could institute a process to facilitate industry with
providing a set of fees and services instead of having advisors receive trailer fees from

the account that they were attached to, although this simplifies the situation for advisors.

My recommendation is that trailer fees not be banned in Canada, as in the U.K.,
assuming that they can be w¢ll regulated, until it has been demonstrated that they do not
add value for investors. For example, studies have found that 12b- fees in the United
States are a deadweight cost to investors. From my perspective, ‘well regulated’ does not
simply mean disclosing the dollar value that investors are paying in trailer fees on a one
page, double-sided Fund Fact document. For instance, the MERs (which include trailer
fees) were disclosed to investors and Canadian mutual fund investors still paid among the
highest mutual fees globally. As such, simple disclosure does not appear to be an

effective regulatory mechanism for fees in the mutual fund industry.

Disclosure could be an effective mechanism for regulation of conflicts of interest,
but it is currently not an effective mechanism for regulation of expenses and fees based
on the current level of fees paid by Canadian investors. As the current proposal under the
POS project is disclosure in a simpler ‘Fund Facts’ format and the desired outcome is that

investors will be aware of how much they pay, this will provide them with adequate
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background to make their investment decisions. I suggest that the format change alone
will not be enough to make investors sufficiently aware of the relevance of these values

as they will not have the context for comparison of whether these are appropriate.

If an individual investor compares MERs or trailer fees with an industry that is
high in a North American or global context, then the levels that the individual is paying
may seem appropriate to them, when in fact the entire industry has a high average level.
I therefore conclude that regulations should be developed to control the levels of fees and
expenses in Canada. This could include setting maximum levels for expenses in fees,
which could involve a comparison with pension funds. This could also involve
benchmarking fund types such as index funds as a base, and the funds could be scaled up
based on the actual services delivered to investors. Consideration could also be given to
advisors submitting invoices for their actual services, with backup, and these costs could
then be passed on to investors, instead of by the straight percentage fee levied today
regardless of the advisors’ actual activities. This regulatory approach could operate in
addition to the point of sale process, since it would not be in conflict with the disclosure

mechanism.

A fundamental factor underlying the issues being experienced with advisory fees
is establishing an appropriate compensation model. On the one hand investors desire
their fees to be as low as possible, and on the other hand advisors deserve to be
appropriately compensated for their services. The main options for independent financial

advisors are fee-based, compensation-based or a hybrid of these two options. One article
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states, “Trailer fees tend to be ‘sticky’, meaning that an advisor buying the book
continues receiving them, potentially raising the value of the book. This simplifies
matters for the advisor.” ¥’ While this may simplify things for the advisor, this is clearly
not the goal, particularly if it means that investors are paying for services that they do not
receive. Accordingly, a process should be worked out that produces an appropriate charge
to investors based on the value of services that they receive, rather than a blanket charge

to all investors regardless of whether they are receiving value for their trailer fees.

The trailer fee has historically been bundled within the MER and not visible to
investors. As Dale Jackson states, “The MER is subtracted from the fund’s total return
before it is posted. Mutual fund companies are required to display the MER prominently
when providing performance details. However, one detail tucked away within the MER
is the trailer fee — the portion that goes toward paying the person who sells you the fund,
which in most cases is the financial advisor. The amount of trailer fees varies between
companies, which raises conflicts of interests, such as whether the advisor is
recommending the fund to an investor because it is a good investment, or because they
receive higher trailer fees. Glorianne Stromberg indicates that providing incentives for

financial advisors is creating a situation where “the system doesn’t allow them to act for

anything but their own self interests.” 47

479 Al Emid, Fees vs. Commission not clear cut,, January 25, 2011, http://www.advisor.ca/news/industry-
news/fee-vs-commission-not-clear-cut-13241

' Dale Jackson, High MERs needn’t be a dirty little secret. Fund fees can add up. But sometimes, you get

what you pay for., The Globe and Mail, http://www.theglobeandmail.com/partners/free/rrsp2007/mf-
mer.htm|
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From this perspective, disclosure of trailer fees in the POS project is a positive
step, although the question remains whether they should be allowed to continue and if so,
how should they be regulated to add value to investors along with the other fees. This
situation needs to be resolved, since trailer fees make up a large portion of the
compensation of fund managers and advisors. As expressed by Rob Carrick, “Mutual
fund companies pay the trailer out of the money they charge investors who own their
products. Fact is trailing commissions account for the biggest chunk of fund fees. If an
equity fund had a management expense ratio at 2 percent, then the trailing commission

could account for up to half of that amount.” 472

An effective mechanism for investor protection would ensure that investors are
getting value for their money. The proposed approach of disclosure under the point of
sale project simply requires that fund managers disclose the trailer fee and not whether
they receive value or even that they receive services for the fee that they pay. They only

receive a potboiler statement of what a trailer fee is.

With respect to value [ should also point out that investors will pay for the ‘Fund
Facts’ disclosure document in the end as part of their MER. As stated by Jon Cockerline,
director of policy and research at the Investment Funds Institute of Canada, concerning

the disclosure of trailer fees, “We feel it’s an unnecessary and unwarranted requirement.

472

“ Rob Carrick, supra note 466.
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It probably isn’t that relevant to investors, and yet it’s going to cost the industry a fairly

large amount of money. Investors will incur the costs in the end.” 473

There have also been actions on high mutual fund fees in Canada by the federal
government. As stated in an article by the Canadian Press, “Last year, Federal Finance
Minister Jim Flaherty took on credit cards and forced long overdue changes (though
interest rates didn’t budge). Now, he’s taken a bead on the mutual fund industry,
prompted by FAIR Canada, the Canadian Foundation for the Advancement of Investor

Rights. The issue is fees.” 474

Flaherty asked the Senate Council to look into why
Canadians pay so much for mutual funds. As such this push to look into mutual fund fees
includes the Finance Minister of the Federal Government. Referring to Flaherty,
Kilpatrick further states that “As with credit card interest, he may not be willing or able
to force a cut in costs, but simply requiring transparency will give Canadians the critical
information they need to comparison shop for mutual funds and decide if we are getting

what we pay for.”*””. This comment is consistent of the focus of the point of sale project

upon disclosure.

Disclosure alone, however, will not allow investors to ‘comparison shop’ if they
read the disclosure documents and choose to shop on the basis of fee expenses, which
they have not largely done to date. The disclosure document does provide some of the

critical information for performance. I note that the current proposal for point of sale

7 Ibid.
44 Sean Kilpatrick, Ottawa tackles high mutual fund fees. The Canadian Press, October 9, 201 1.
475 -

Ibid.
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includes what I consider to be one of the most important metrics — the relationship of fees
to performance. Investors should be able to understand how well the fund is performing
relative to the feés they are paying, which is not readily apparent in ‘Fund Facts’.
Although all investors across the country could theoretically do their own ratio analysis,

this should more appropriately be done as part of the disclosure document.

The point of sale process also does not address the economies of scale of the
mutual fund industry. As previously discussed, as mutual fund assets under management
increase, the expenses per unit asset should decrease due to economies of scale. There is
a perceived issue that these cost savings are not being passed on to consumers. One way
to accomplish this is to set a scaled ceiling for expenses and fees, with increased assets
under management. Passing on economies of scale to investors has not been addressed

thus far. I recommend that this be addressed as part of a comprehensive investor

protection strategy.

The Summary of Changes to the 2011 Proposal and Issues for Comment of the
June 2012 document described the key changes made to the 2011 Proposal and identified
specific issues for comment in text boxes related to specific changes that were made (in
Appendix B of document). The document indicates that “Many of the changes respond to
investor advocate comments relating to the presentation of risk in the Fund Facts.”*’®
point out, however, that there were only a limited number of investor responses,

consisting of two professional investor advocates. While the OSC may have addressed

“76 June 2012 document Appendix B.



these comments, I suggest that the greater issue is that it did not generate broad public

participation and as such may have not have a representative understanding as to whether

the point of sale disclosure mechanism is appropriate for investors.

The securities regulators further state “We have made a number of revisions to the
content of the Fund Facts. The changes respond to investor advocate comments to

provide greater detail or clarity to the disclosure, specifically regarding the presentation

of risk and performance.”477 Again, the comments of the securities regulators may give

the impression that there were numerous responses from the public when there the

responses from the public were limited to two professional investor advocates.

The changes to Fund Facts in the 2012 version included the following:

» recognized and publicly available identification codes for the class or series of the mutual

fund are required to be disclosed on the top of the first page.

« background was added on the history and relative size of the class or series of the mutual

fund in Quick Facts (e.g., related separate headings were created for the ‘Date fund

started’ and Date class/series started’.

« the percentage of each holding was added to the list of Top 10 investments to provide a

greater sense of the fund's concentration risk in a particular investment.

47 Ibid.
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» stronger warning language was mandated concerning the risks of investing in mutual

funds.

e an explanation was included about the risk scale and the relationship between risk and

losses (i.e. higher returns typically result in greater chances of losses).

The June 2012 document indicates what feedback is sought: “The proposed
explanatory text included above the risk scale is based on the assumption that fund ﬂ
managers use risk classification methodologies based on measures of market volatility,
such as standard deviation. We seek feedback on whether the proposed text will assist !
investors in understanding how to interpret the risk scale in the Fund Facts, and whether
the explanation is compatible with the risk classification methodologies used by fund

478
managers.”

I raise the question as to whether the CSA will believe that it has the feedback that
it sought if only two investor advocates and no members of the general public have
formally responded. Further given that this limited response is the case, will the CSA
then change its approach from a ‘comment and response’ format to a format that engages
the public more such as focus groups, town hall meetings, etc.? It should be stressed that
if the CSA is seeking feedback and then does not receive the feedback from the public
that it desires-then in fact it is putting forward a rule designed for the public without

public input. It is hard to imagine how a disclosure document could be developed for the

478 Ibid.




public without the appropriate level of public input, yet this was the case for the 2011

stage of the project and the CSA adopted the same approach for the 2012 process. [ also
note that the request for feedback does not include input on whether any additional items
should be added to Fund Facts related to fees and expenses. The public was not provided
with any background information on advisory fees or expenses based on academic studies
or regulatory experiences in the United States associated with the introduction of the
requirement for a streamlined prospectus. Instead, the public was asked to comment on
this document without any advance public education. Moreover there was no evaluation
of public awareness of the public comment process, that is, how many investors were

even aware of the project and the opportunity to comment.

A requirement was added to include a list of no more than four main risks of the
fund, while continuing to direct investors to the simplified prospectus for a more detailed
discussion of a fund's specific risks. The Canadian securities regulators explain that the
intent of the proposed requirement to list the fund's main risks under the heading "What
are the risks of this fund?" is to highlight for investors some of the specific risk factors
that may impact the fund's returns. In an effort to avoid lengthy boilerplate disclosure, 1
am proposing to limit the list to no more than four risk factors, as identified by the fund

manager, and to not allow any narrative description of those risks.

The Canadian securities regulators sought feedback on whether the proposed
inclusion of the fund's main risks will assist investors in better understanding the risks

associated with investing in the fund. In particular, they invite feedback on how they
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could ensure that “such descriptions convey meaningful information to investors while
remaining short, simple and in plain 1anguage”479. Investors have until September 2012 to
provide comments. If there are no comments from the public, other than investors
advocates, I suggest that this process be halted and a meaningful form of public
participation be implemented such that the public has meaningful involvement in the

development of the disclosure mechanism being designed for their use.

A comparison has been added in the June 2012 document to the mutual fund's
performance with a lower risk investment, specifically the one-year Guaranteed
Investment Certificate (GIC). The Canadian securities regulators are proposing to
compare the fund's performance to a benchmark of a one-year GIC, to assist investors in
assessing the performance of the fund relative to its associated risk. This comparison is
intended to highlight the risk of investing in a fund by illustrating how a fund may have a
higher return than a GIC in some years, but its return will generally vary from year to
year and may sometimes lose money. They seek feedback as to whether there are other

appropriate benchmarks to illustrate this comparison.

I suggest that while a GIC could be a viable comparison, a more appropriate
comparison would be market indices since the expenses charged by mutual fund
companies may result in them underperforming the market conditions (as previously
discussed), while a GIC typically has a very low rate of return for investors with very low

risk, and therefore this would be a very low performance bar for mutual funds to clear. |

7 Ibid.
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suggest that the risk-return profile would be very different between mutual funds and
GICs and therefore this benchmark would not be appropriate. Since the comments to the
proposed disclosure mechanism are largely from industry, it may be expected that the
comments from industry will be very supportive of a comparison with a GIC index since
this is a relatively low performance bar. I suggest, instead of or in addition to a GIC
benchmark, that an index fund benchmark be adopted since this represents a clearer
portrayal of market performance prior to the detraction of performance by the

applications of expenses including advisory fees.

The CSA added a requirement for the worst 3 month return to be added to thé
performance section of Fund Facts with the intent of better informing investors about the
possible loss of investing in the fund. I suggest that this is essentially a meaningless
metric, since ‘past performance is no guarantee of future performance’ and there is a
possibility that the future performance could be lower than the three month low
particularly for relatively new funds. I suggest that this metric could be misleading to

investors and should be removed.

A requirement was added to confirm whether trailing commissions are paid. A
requirement for a statement was also added regarding the potential conflicts arising from
the payment of trailing commissions. I believe that this requirement falls far short of what
is needed for effective disclosure for an investor protection mechanism since this simply
requires a disclosure of whether they are paid and not the magnitude of the trailér fees.

As previously discussed, trailer fees are a significant factor in why Canadian investors




192

pay among the highest mutual fund expenses in the world (discussed further in Section
5). A requirement should be added for disclosure of the actual dollar amount of the
trailer fees that the individual investor is paying each year, and the percentage that the

trailer fees detract from the overall performance return to investors.

The time frame for certain information disclosed in the Fund Facts from 30 days
to 45 days to allow greater flexibility for mutual fund companies to comply with the
disclosure requirements. I note that this change is beneficial for fund managers but not
beneficial for investors since they may be receiving this information up to 4 to 6 weeks

later than in the previous version of this disclosure mechanism.

The Canadian securities regulators added a cross-reference in the brochure

"Understanding Mutual Funds" which is available on the website of the Canadian

Securities Administrators.**® While a link to a brochure on a website is a step toward

investor education, this does not go far enough toward a comprehensive program of

public education, participation and involvement.

The proposed POS rules are a step forward for the disclosure mechanism at
governance in Canada from the stand point of disclosing key financial information in a
content and format that is relevant to investors — the actual costs in dollars that they pay
their mutual funds and advisor for their services. I suggest that this is not enough, on its

own, for an investment disclosure mechanism but must also involve an increased amount

480 www.securities-administrators.ca.
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of public education such that investors can understand use and the information being
disclosed. This is discussed in the section of public involvement, participation and
education (Section 3.10). Further, there must also be an effective governance agency,
with decision-making authority and ‘real teeth’ that can act in the best interests of mutual
fund shareholders when the disclosed information indicates that the fees are excessive,
such as a fund board. A discussion of a ‘governance agency’ is discussed under the
Canadian mutual fund regulation and is in place in the United States mutual fund
governance framework. In my interpretation, the POS project is a compromise position,
since rather than banning trailer fees, the securities regulators are allowing fund advisors

to change these fees continuously as long as their existance, but not the amount, is

disclosed to advisors.

[ conclude, based on the preceding analyses, that the Point of Sale (POS)
disclosure mechanism is not an effective mechanism for investor protection as proposed.
It completely ignores the fundamental issue that Canadian investors pay among the
highest mutual fund expenses globally, and fails to address this issue in the current
version of the rule. As this is a fundamental starting point for the development of a rule
that protects Canadian investors from the current state of the high expenses and fees, I
recommend that the current process of the rule and that the process be reinitiated from the

beginning to ensure that an effective disclosure mechanism is developed to contribute to

investor protection from high fees and expenses.
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3.10 EDUCATION AND PUBLIC INVOLVEMENT OF RETAIL INVESTORS

In order to evaluate the effectiveness of current public education and involvement
of retail investors in the Canadian mutual fund regime I conducted an extensive literature
review. The results of this review identified a study by Julia Black that was
commissioned by the Canadian Securities Regulators which is a focal point of this
analysis since it is a recent study focussed specifically on this subject by a world
recognized expert in corporate governance that has not yet been utilized for the

development of mutual fund governance in Canada.

The Task Force to Modernize Securities Regulation in Canada commissioned
Julia Black to undertake a research study that was prompted by an awareness that retail
investors often do not have the same economic incentives or opportunities as institutional
investors to monitor public companies and their management, and lack effective
communication channels with regulators, making it more difficult for their views and
interests to be given proper weight in consideration of different regulatory options. This
task force focussed on the four largest Securities Commissions (Ontario, British
Columbia, Alberta and Quebec) and the three regulatory organizations, including the
Mutual Fund Dealers Association (as well as the Investment Dealers Association and

Market Regulation Services Inc.).

The results of this study are provided in the report entitled “Involving Consumers

. .. . 481 . . .. .
in Securities Regulation” 8! This report examines how securities regulators in Canada

81 Black, J., (2006). Research Study Involving Consumers in Securities Regulation, June 23, 2006.
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and the UK. currently involve retail investors and determine their interests in designing
regulation and comments upon: current methods of involving and determining the
interests of retail investors; alternative methods that may have been considered and
rejected; and the views of regulators, consumer representatives on advisory panels and
consumer advocates as to the effectiveness of the current system as a method for eliciting

comment and contribution on and toward prospective policies from the retail sector.

Consumer aware;ness of the securities regulatory system is low in both Canada*®?
and the U.K.**>. In the U.K., most consumers get their information concerning financial
products from firms’ marketing literature and very few seek advice from regulators or are
aware that it is available®*. In addition there is little awareness of what the regulators
actually do. For instance, in the U.K., the results of research by the National Consumers
Council found that most consumers see regulators as a body for receiving complaints

rather than decision making for their sector.

Effective retail consumer involvement, according to Black, improves the
democratic accountability of the regulator, builds trust and confidence, widens the range
of information on which decisions can be based, and leads to a better quality of decision
making. As such there are significant advantages to effective consumer involvement in
the development of the Canadian mutual fund governance regime. Black indicates that

consumer involvement in the regulatory process takes the four forms of: information;

B2 OSC, Stakeholder Satisfaction Survey, Wave 3, Final Report, Toronto, 2004.
¥ gwareness of the FSA, CRPR, 39, London, 2005.
B3 ESA, Levels of Financial Capability in the U K.: Results of a Baseline Survey, London (2006).
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education; consultation; and, participation. Black further notes that these form a pyramid "

where as the degree of active engagement increases, the number of consumers decreases
along with the opportunities for engagement. For example, opportunities for information
and education are open and available to more consumers than consultative and

participative processes. According to Black, consumers and the wider public can be

involved through any of the four forms.

The current consultation through notice and comment processes in the
development of Canadian securi‘ties regulation, according to Black, offers the potential
for involvement, but on its own does not provide a real opportunity. She indicates that
“commenting on proposed changes to securities laws requires a level of interest,
knowledge and time that most consumers simply do not have.” The securities regulators
have indicated that although numbers are not kept, there is a low level of consumer
responses to consultations, usually in single figures®®. This is consistent with the low

levels of public involvement in providing comments on the draft national instruments for

mutual fund regulation in Canada.

There are also weak levels of satisfaction with and low readership of reports that
have been provided as part of the development of the proposed national instruments for

mutual fund regulation. For example, a Compas survey found weak levels of satisfaction

85 Black, supra note 481, p. 572.
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with the reports that were being provided under the regulatory requirements for proposed

National Instrument 81-106 with low levels of readership**®

The launch of the Fair Dealing Model by the OSC in 2002 utilized an interactive
website that used animation software to bring client-advisor relations to virtual life,
including enactments of virtual investor-advisor interactions, examples of how advisors
could deliver their services and provided documents that firms could use in the new
relationships, and a sample document for investors outlining the expectations for services
they could receive and fees they would pay. The site received 10,000 hits and although a
relatively small proportion of individuals submitted comments, 20 percent of these were
from individual investors*®’. This number of responses is more than the number of
perso‘ns that responded to proposed National Instrument as part of the comment process.
It is also considerably more than would formally respond to the formal consultation
processes488. The more usual method for piloting has been to use focus groups*®. The
Alberta Securities Commission utilized focus groups discussions on proposed changes to

the prospectus and exemption rules*. It should be noted that most of this research to

date has been associated with the Fair Dealing initiative.

86 Compas, National Instrument 81-106: Final Report for the Ontario Securities Commission, May 2003.
87 0SC Annual Report, 2003-2004.

88 Black, supra note 481, p. 590.
** Ibid.

49 National Instrument 52-109, MI 52-111.
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In 2002, the OSC, together with the BCSC, commissioned a Compas survey to
conduct research into consumer’s understanding concerning the financial and non-
financial aspects of an investment fund, with a focus on continuous fund disclosure and
mutual fund reporting. The survey asked questions concerning the ideal form of content
with respect to content, formatting and frequency, and evaluated how changes in
reporting could affect behaviour. Other projects that the CSA utilized for focus groups
include the registration reform project and the mutual fund point of sale project. The
point of sale project is a CSA and Joint Forum of Financial Markets Regulators project,
with the CSA component of the project being led by the OSC and the BCSC. ;l“he
disclosures were tested at locations across Canada in order to determine if there were
regional differences to be taken into account. The proposals of the SRO rule committee
on the registration reform project were tested using focus groups, which is the first time
that any of the SROs used focus groups for this type of research. Despite these localized
attempts at involving the public for research purposes, there remains a low level of public

involvement in rule development across the Canadian mutual fund regulatory system.

The BCSC conducted research into the victims of the Enron mortgage scam in
2005 in order to determine how investors had been fooled by this scam for so long*".
Again, these actions initially involved research. The results of this research, however,
resulted in improvements to investor education, to reduce susceptibility to scams, which

is an addition mechanism for public involvement beyond research.

! Neil Boyd, Enron Mortgage Study, April 2005, Vancouver, accessed at:
http://www.bcsc.bc.ca/uploadedFiles/Enron_Research_Study.pdf
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Canadian securities regulators have also engaged in research on the impact of
securities regulation of the behaviour of investors and firms. The ASC and BCSC’s
Capital Market Project evaluated the introduction of broader exemptions for the issuance
of securities targeted at small and medium sized issuers. The Commissions consulted
with industry through focus groups and information sessions to obtain views and
comments directly. The use of the exemptions was monitored by the ASC and BCSC
after it was released in order to determine if there was an increase in percentage of capital

raised by small and medium sized firms.

The following provides brief tests as to the degree of consumer involvement in
the CSA program associated with the development of the Canadian mutual fund
governance regime. The information available to consumers during the development of
the Canadian mutual fund governance regime was passive and limited to reports posted
on the CSA website and did not include outreaching for public education. As such, this
program did not include even the basic elements of consumer involvement. There was a
consultation process in this program, however, the design of this encouraged participation
almost solely from the mutual fund industry which lobbied in their interest. Accordingly,
this consultation process was counterproductive for consumer involvement. Although the
program did include an opportunity for the public to provide comments on the proposed
regulation, there was not an opportunity for the public to take an active role in the process

such as sitting on advisory boards as consumer representatives.
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The main methods used by U.K., Australian and Canadian securities regulators,
according to Black, are notice and comment processes*’%. This was the primary process
for comments on proposed national instruments 81-106 and 81-107. Public meetings and
more focussed consultations with groups of investors through focus group research are
common in the U.K. and Australia*”. In Canada, only one regulator has held an open
public meeting specifically for retail investors to air their views (the Ontario Securities
Commission’s Investor Town Hall). Focus groups have been held in the U.K., Australia
and Canada. However, there have been no focus groups associated with the introduction

of national instruments in Canada, based on the information published on the CSA and

OSC websites.

There is active participation in investor advisory committees and consumer panels
in the UK. and Australian securities regulation, and more recently within Canada.
Consumer representatives have been introduced and included by two Canadian
regulators, the RS and the OSC, in their committee structures. The RS has invited an
academic to serve on its main policy group advisory committed to give a retail investor’s
perspective. The OSC has created the OSC Investor Advisory Committee (IAC). Based
on my review of mutual fund governance, this has not been put in place for mutual funds
to date. I suggest that this advisory committee would be beneficial for mutual funds and
should be established to enhance public involvement. [ further suggest that Canadian

security regulators should include consumer representatives in their committee structures

2 Supra note 481, p. 554.

“% Black, supra note 481.
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for mutual fund regulation in order to foster public participation and involvement as is

being undertaken elsewhere.

Regulators have been experimenting with alternative forms of active participation
such as citizen’s juries and other deliberative panels, which Black notes are an increasing

feature of health, bio-technology and environmental regulation*®*. For these approaches,

the participants are provided with an education on the subject matter and how to

communicate and present on formal policy procedures, and this is fed into the regulatory
development process. Again, this is much more consumer focussed than the approach

used in the past to develop mutual fund governance regulation in Canada.

Alternate forms of active participation, such as citizen’s juries and deliberative
panel approaches have not been employed in securities regulation in Canada. I suggest
there is an opportunity to adopt best practices from other industries into securities and
mutual fund governance in Canada. Black®” states “there is no real, coherent, national,
well-resourced consumer voice representing the interests of all Canadian retail investors
in securities regulation.” She notes that this is in contrast to the practice in Australia, the
UK. and the EU*. In Canada, there are few advocacy groups even though there are

many active and committed consumer advocates®’.

“**Black, supra note 481, p.555.
5 Black, supra note 481.

“ Ibid.

“7 Ibid.
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In her report, Black®®® stresses the importance of embedding consumer interest in
regulatory decision making and states that in Canada “regulators are recognizing that
engagement with retail investors can be valuable and are starting to seek active ways of
achieving it. Some of these initiatives are in their infancy, and many regulators are unsure
as to which strategies are likely to be the most effective”*”. Black indicates that the first
step is the break down of involvement into the four main modes®® and that the next stage
is recognizing that each mode of involvement serves a different purpose with different
advantages and disadvantages, and that selecting which of these to target would depend
upon the objectives. I recommend that public involvement in the development of the
regulatory framework for mutual funds in Canada consider the framework suggested by
Black of information, education, consultation and participation to better embed

consumer’s interests in regulatory decision-making.

3.11 DISCUSSION

It is my conclusion, based on my review of the process for the national
instruments as part of the literature review for this dissertation, that the development of
the regulatory framework for mutual fund governance has not had adequate public
involvement and has been limited to largely request for comments on the Concept
Proposal and proposed national instruments. My literature review of the public comment

process associated with the introduction of national instruments has indicated that the

8 1bid., p. 555.
* Ibid., p. 556.

3% 1Y information 2) education 3) consultation 4) participation
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responses to the requests for comments were largely from mutual fund industry

companies, which dominated the process, and not strong public involvement.

I suggest that an improved public consultation processes for the creation of
national instruments for the mutual fund governance regime in Canada would include
public meetings and focus groups in addition to the existing notice and comments
processes. This would serve, for example, to offset the dominance of industry in the
comment process in the development of previous national instruments and provide an
improved medium for the voice of the public. Public participation has been weak in the
development of national instruments for mutual funds, except for some participation from

investors in focus groups, for example, as part of the POS project.

In her report Black states “knowing what investors need means involving them,
and being involved with them.” OV Tt is my perspective, based on my evaluation, that one
of the primary outcomes of the lack of meaningful public involvement is that the
Canadian securities regulators do not fully know and understand what protection
investors need, and as a result it is not possible for them to effectively fulfill their
mandate. Further, according to Black “consumers are usually only vaguely aware of the
existence of securities regulation and rules, or the regulator that created them, let alone
the content of the rules themselves. ... The consumer, however, is usually only vaguely

aware of the existence of these rules, or indeed of the regulator who formed them, let

0! Black, supra note 481, p. 564.
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alone their specific content.” 392 As such, there needs to be increased investor awareness

of both the Canadian regulator and regulations.

In my opinion, the above calls into question the effectiveness of the national
instruments for the regulation of mutual funds in Canada. I suggest that since the
securities regulators have not achieved meaningful public involvement and were
therefore not aware of what is required for investor protection; how can there be certainty
that the rules for disclosure or the independent review committee are effective for
investor protection? Moreover, I submit the question: how can Canadian securities
regulators be certain that investors are aware of these regulations and the level of
protection afforded to them if they do not fully understand investors’ knowledge or
needs? One means of establishing the level of awareness of mutual fund investors’
knowledge of regulation and avenues for their protection would be the completion of a
public survey, which has not been conducted to date, based on published information.
Without this level of protection, it calls into question how the Canadian securities
regulators could believe that they can complete proper due diligence to determine
whether the public was aware of the securities regulations and the specific rules which

have been put in place for their protection.

Regulators need to take proactive steps with the public given that few investors
actively involve themselves in securities regulation, to achieve their involvement and

understand what investor protection is required. [ maintain that this clearly has not been

02 Ibid., p. 565.
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achieved to date through the development of the concept proposal and the subsequent
national instruments, as previously discussed. It also brings into question how Canadian
securities regulators can serve the public interest without having effective public
involvement, or knowing what the public requires for investor protection. Black’®
indicates that this involves “being consulted on the rules, policies and practices or the
regulator” and “active participation in the rule making and implementation of the
regulatory system”. It could be argued that there was a public consultation process since
there was the opportunity for public comment on proposed national instruments.
However, there was not active participation in this process as evidenced by the low
number of responses from the public. For instance, in the public comment process for the
Point of Sale (POS) project, of the 54 comments, there we none from the public and only

two from persons representing retails investors.

It is currently assumed that mutual fund ‘investors will vote with their feet’ and
that this affords a degree of market protection. The question arises with regard to this
assumption is whether investors have sufficient knowledge to vote with their feet,
particularly when they have not been educated by securities regulators through a public
involvement program. In addition, relying on investors ‘voting with their feet’ by exiting

the fund is not an effective mechanism for corporate governance.

5% Ibid., p. 565.
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The results of multiple surveys by financial regulators in Canada, and elsewhere,
show a low degree of awareness of the regulator amongst the public®®. From this I
interpret that not only are the Canadian public not receiving meaningful involvement in
the development of regulations, or public education, most are not even aware of the
regulator. This is also common to other countries, as a survey by the Financial Services
Authority in the U.K. found that 43 percent of people who had bought an FSA-regulated
product where not aware that a financial product existed’®, despite the fact that there are

numerous benefits to involving consumers*.

Consumer involvement in the mutual fund regulation should be a continuum from
information, to education, to consultation, to participation. In practice, this has largely
been comprised of ‘information-giving’ where consumers receive one-way
communications from the regulator, (e.g., reports, information of website and bulletins)
and have limited opportunity to participate, which has largely consisted on the
opportunity to comment on draft national instruments. Further, my evaluation of the
proposed national instruments, previously discussed in this chapter, is that there has not
been an opportunity for consumers to be involved in the development of mutual fund
regulation at an early stage of this process such that their needs are fully understood, prior

to the development of the regulation.

% Ibid.
5 ESA, 2005, Awareness of the FSA, CRPR 39, London.

3% National Consumers Council, Involving Consumers: Everyone Benefits (London, 2001), accesssed at:
http://www.ncc.U.K./involvingconsumers/index.htm#invcon.
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Education is becoming increasingly important for financial regulators in
Australia, the UK. as well as Canada®®’. In practice information and education are
interrelated prerequisites for public consultation and participation. People cannot
contribute effectivly to the regulatory process without the requisite knowledge
concerning both the regulatory system and the financial market. As such, from my
perspective, it is not a surprise that the degree of public involvement in the development
of the Canadian national instruments for mutual funds was so low-since I submit that they
did not have the requisite knowledge to participate in the process, as the opportunity was
not provided by the securities regulator. Therefore, I hold that public education is an
important component of engaging the public in the mutual fund investor protection,
which is in the public interest and should be an important part of the future framework for
mutual fund governance in Canada. I conclude that effective and meaningful public
education has not been part of the development of the mutual fund governance regime in
Canada to date; based on my analysis carried out as part of this dissertation. I recommend
that that enhanced public education should be introduced as part of the future

development of the Canadian mutual fund governance regime to improve investor

protection.

Consultation involving a dialogue between the public and the regulator provides a
mechanism through which the public can give their responses to policy proposals being

developed by securities regulators. Black®® indicates that these may involve: public

397 Black, supra note 481 p. 566.
% Ibid., p. 567.
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notice and comment and consultation papers; questionnaires and opinion surveys; public
meetings; toll-free telephone lines; targeted briefings; web-based
questionnaires/comment facilities; focus groups; multi-stakeholder negotiations; and,
web-based reference groups’ % The consultation program for the development of mutual
fund national instruments in Canada included primarily notice and comment process and
not the other potential avenues. Clearly, the securities regulators should consider the
involvement of the other consultation practices to improve public consultation in the

development of an effective framework for mutual fund governance in Canada.

Public participation is a more active and direct form of involvement than
consultation which involves consumers or consumer organizations being directly engaged
with the policy making processes of defining the issues, setting the agenda and shaping
the policy debate to assist with government decision-making. Some of the methods
include: participation by consumer representatives in consumer panels, committees or
other forums that advise or comment on regulators work; consumer or multi-stakeholder
workshops; citizen’s juries; consensus conferences and web-based reference groups’'?.
Black notes that relatively few countries have begun to explore these forms of public

participation in securities regulation. As such, there is an opportunity for Canada to take a

leadership role in these areas.

3% OECD, Citizens as Partners: Information, Consultation and Public Participation in Policy Making,
Paris 2001.

%1% Black, supra note 481, p. 567




An enhanced public participation program will assist securities regulators in
protecting the public since they will not know how to best protect investors unless they
have information and are educated with respect to the consumers’ knowledge, skills
behaviours and needs. In order for this to occur, consumers will need to be educated so
that they can participate meaningfully in the process. This knowledge will allow
securities regulators to shape the strategies for ensuring meaningful consultation and

participation.

Being involved, accordingly to Black’'' includes “receiving information or
education from regulators, either directly or indirectly”... “being consulted on the rules,
policies and practices or the regulator”. Black’s study is relevant to the mutual fund
governance regime established in Canada as this was ostensibly a public process but was
dominated by mutual fund industry with very little feedback from private citizens and the
public in general as previously discussed. As Black states: “Knowing what investors

need means involving them and being involved with them™'%.

Black points out that all securities regulators considered in her report have the
mandate to protect investors but that without knowing what protection that investors need
it is not possible to fulfill that mandate effectively. In the case of the development of the
mutual fund governance regime, such as NI 81;107, [ suggest that there was inadequate

stakeholder consultation, and as a result the securities regulators were not fully aware of

S bid., p. 565.
2 Ibid., p. 564.
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the protection that investors need. It follows that the rules that were constructed using the

approach do not fully protect investors as they were made without being fully aware of

the protection that they need.

Black indicates that few citizens actively involve themselves in securities
regulation; regulators need to take proactive steps to engage with them. Black states “As
many regulators are recognizing, this means doing far more than following the traditional
practices of basic information provision and paper-based notice and comment
processes™'>. As previously indicated, the public process in the development of the
mutual governance regime (e.g., NI 81-107) utilized a traditional process involving
paper-based notice and public comment. Based on Black’s assessment, the regulators

must do far more to reach citizens as few actively involve themselves in securities

regulation.

Based on the preceding analysis I conclude that retail investors should be more
involved in the development of a mutual fund governance regime for Canada. I further
conclude that retail investors have a low level of knowledge of the mutual fund industry
including the fees that they pay to their advisors. I suggest that this is a key reason why
disclosure is currently not an effective mechanism of fund governance in Canada, since
investors are not sufficiently knowledgeable about their investments to understand the
information that is being disclosed. I further suggest that the Point of Sale (POS) project

will not achieve the desired results for mutual fund governance since simplification of

31 Ibid.




211

information alone will not provide investors with an understanding of the fees that they
are paying relative to other fees in Canada, the United States and internationally. In order
for disclosure to be effective as a governance mechanism and for the POS project to
achieve the desired results, I conclude that there must be increased public education.
Further, I conclude that there must be improved public involvement and participation in
the development of the Canadian mutual fund regime, in order to develop a governance

mechanism that will meet the needs of retail investors.

The Canadian mutual fund governance regime was revised, in part, in response to
mutual fund scandals in the United States, as well as late trading and market timing
scandals in Canada that received widespread attention from the media and general public.
As with the SEC in the United States, there was pressure upon the Canadian Securities
Regulators to respond to these scandals by introducing new legislation that would prevent
scandals resulting from conflict of interest. The result was the development and
implementation of the main mechanisms of the Canadian mutual fund governance regime
which are disclosure (under the newly developed National Instrument 81-106) and the

Independent Review Committee (IRC) (under the newly developed National Instrument

81-107).

In my review of the information provided by the OSC or CSA, I have not found
any reference to a mandate for the IRC to address high excessive advisory fees. I
therefore conclude that this mandate does not exist. My analysis of mutual fund expense

ratios and advisory fees demonstrated that Canadian mutual fund investors pay the
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highest mutual fund‘expenses in the world and more than fifty percent more than the
United States in a North American context. [ therefore conclude that the IRC does not
protect investors against excessively high advisory fees, even though this is what I
believe to be one of the most significant issues in mutual fund governance in Canada that
translates into billions of dollars annually being taken from the pockets of Canadian

investors and put into the pockets of mutual fund management companies and advisors.

I suggest that high expense ratios and advisory fees in Canada could have been
addressed in the mandate of the IRC since this relates to the inherent conflict of interest
discussed in the history and structure of mutual funds where the advisor has a
responsibility to maximize the financial returns to both the mutual fund company and its
shareholders. Conflicts of interest, as defined in National Instrument 81-107, are where a
manager “has an interest in the matter that is different from, or conflicts with the best
interest of the mutual fund.” However, this does not explicitly refer to excessive advisory

fees. I conclude that excess advisory fees are not being addressed by the IRC since this is

not referred to in the Instrument.

As previously discussed, high expense ratios and advisory fees are not being
addressed by the disclosure mechanism since there is an insufficient investor knowledge
and comparison with relevant benchmarks, and the éosts are bundled and not disclosed in
such a way that sophisticated retail investors could make a reliable determination of
whether the fees are in fact excessive. Based on this identified gap in investor protection,

I recommend that the Canadian mutual fund governance regime be enhanced to include a
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regulatory mechanism to address high expense ratios and excessive advisory fees. This

mechanism could involve a mandate for an expanded mandate for the IRC to include high

expense ratios and excessive advisory fees.

It is clear from my analysis of the Morningstar Reports of 2009 and 2011 that
Canada has very high expense ratios, which is likely due largely to the trailer fees which
result in increased advisory fees. The high mutual fund expenses and fees, like the market
timing and late trading scandals, have received broad media attention as well. The
Canadian Securities regulators, however, have not created a mechanism to protect
investors from these high fees. Like the early OSC regulation previously discussed, the
securities regulators prefer to leave it to the investor to decide whether the expenses are
too high and to ‘vote with their feet’. Canada received a high rating in the Mormingstar
study for transparency and disclosure, largely because of the prospectus and the delivery
of this to investors. The disclosure mechanism is being modified to provide a simplified
Fund Facts document to investors within two days after the purchase and the Prospectus,

only upon request, and accordingly the rating may actually have been lower with the new

disclosure mechanism in place.

The existing mechanism of disclosure would not be an effective vehicle for
addressing the high expenses and advisory fees, such as trailer fees, since this involves
only the disclosure of the bundled expense ratios and not data that would allow a
determination of the actual advisory fees. In addition, the rule only requires that the

expense ratio is disclosed without relevant benchmark data. Even if Canadian benchmark
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data was disclosed this would not be appropriate since this would involve comparison
against other expense ratios that are amongst the highest in the world. Benchmarks
comprised of expense ratios and advisory fees would be more appropriate for investors
such that they are no longer locked into to an insular comparison. The IRC is focussed
upon conflicts of interest and its mandate currently does not involve high advisory fees
although these could be construed to result from the inherent conflict of interest between
managers seeking to maximize their own returns at the expense of their investors.

Accordingly, there is currently no effective investor protection mechanism for the high

mutual fund expenses and fees in Canada.

There needs to be a greater public involvement in the development of the
Canadian mutual fund governance regime in the future. In the past, this has been limited
to public comment on proposed rules and the public has not participated much in this and
may not have been sufficiently knowledgeable to do so. The securities regulators should
consider the recommendations in the report by Julia Black, which they commissioned but
have not yet acted upon. A public involvement, participation and education program
should be developed that is linked with the development of mutual fund boards in
Canada. This should include more meaningful participation of investors in the rule
development instead of the request for comments. This would allow the development of a
fund board that would address investor’s needs and be appropriate for their capabilities,

since they were involved in the development process.
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The results of my analysis of the literature lead me to conclude that the
independent review committee falls short of the governance agency in the Concept
Proposal. I further conclude that a fund board may be the most appropriate mechanism
for fund governance and investor protection. In order to understand the required
evolution of the mutual fund governance regime, I undertook an evaluation of fund
governance in the United States. The fund governance regime includes independent
directors, such as that contemplated as the ‘governance agency’, in the Erlichman and

Stromberg reports. Funds boards in the United States are discussed in Section 4 of this

dissertation.

4.0 UNITED STATES MUTUAL FUND GOVERNANCE

I undertook a comparative analysis of mutual fund governance in the United
States from a number of perspectives to assist with the evaluation of the strengths and
issues with mutual fund governance in Canada, and to determine if there were potential
practices in the United States that could be adopted in Canada to enhance investor
protection. This comparison is relevant in particular from a number of perspectives. It is
relevant from the standpoint of mutual fund fees since the analysis in this dissertation has
demonstrated that advisory fee§ in United States are fifty percent lower than those in
Canada (see Section 5) and there may be a reason for this from a governance perspective.
Unlike Canada, the United States does include investor protection for excessive advisory
fees in the regulatory regime. As will be discussed in this chapter there have been several

challenges on excessive mutual fund fees in United States courts which are analysed to
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evaluate their implications for mutual fund governance in Canada. Further the mutual
fund governance regulations in the United States were modified in response to mutual
fund scandals that occurred in North America generally and these developed differently
in the two countries. It is relevant also from the perspective that the governance agency
that was recommended by the Erlichman Study for Canada mutual fund governance was
a fund board, comparable to that which was adopted in the United States, in contrast to
the more limited IRC which was ultimately implemented in Canada. As discussed in the
following the United States moved to a focus on director independence for fund board
directors and chairman that was highly controversial and analysis of this was conducted

in order to evaluate whether Canada should also include this in its governance regime.

My following analysis of mutual fund governance in the United States was based on a
comprehensive review of United States regulations, releases by the SEC, the ICI and
other bodies, proceedings of hearings and commissions, academic literature,
documentation from courts concerning litigation on excessive fees, as well as public

media sources.

41 THE INVESTMENT COMPANY ACT OF 1940

Investment companies were regulated under a piece of New Deal legislation that
arose from the Stock Market Crash of 1929 and the subsequent Great Depression. A
study by the SEC of the operations of investment companies was authorized by the Public
Utilities Holding Company Act of 1935. The SEC investigation, which discovered a

number of abuses, resulted in the passage of the Investment Company Act of 1940.



The Investment Company Act of 1940 originated in response to congressional

concern that the Securities Act of 1933°'*, and the Securities Exchange Act of 193413,
were inadequate for protection of the purchasers of investment company securities® .
Congress directed the SEC to study the structures, practices, and problems of investment
companies with a view toward proposing further legislation. After four years of study of
the industry, the Investment Trust Study was published with recommendations of
legislation to address the problems and issues and abuses it identified in this study. The

Investment Company Act of 1940 was adopted following congressional consideration.

The act also regulates the election of directors to the board of investment
companiesm. Specifically, the Investment Company Act requires that at least fourty
percent of investment company board of directors be independent outside directors’'®.
The requirement for outside directors was expanded to a majority requirement by the
SEC in 2001°". That requirement for a majority outside directors was added through the
back door by the SEC by requiring such a board for investment companies become

eligible for exemptions from SEC conflict of interest rules’®

514 48 Stat. 74, 15 U.S.C. § 77a et seq.

515 48 Stat. 881, 15 U.S.C.§ 78aet seq.

516 § 30 of the Public Utility Holding Company Act, 49 Stat. 837, 15 U.S.C. § 79z-4
SITICA, Ibid., § 80a-16(a).

318 [CA, Ibid., § 80a-10(a). 15 U.S.C. § 80a-15(f)(1)(A) (2000).

3% Role of Independent Directors of Investment Companies, 66 Fed. Reg. 3,734, 3,736 (Jan. 16,2001)
(codified at 17 C.F.R. pts. 239, 240,270, and 274).

520 Exemptions permit mutual funds with majority outside directors to purchase securities in an initial
public offering in which an affiliated broker-dealer is acting as an underwriter; permit the use of fund assets
to pay distribution expenses;allow securities transactions between a fund and another client of the fund's
advisor; and permit funds to issue multiple classes of voting stock as well as other items.
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The SEC also used its exemption authority as a stick for creating. other
governance requirements including how board meetings are to be conducted’®'. This
pervasive regulation is considered to be justified on the ground that unlike most business
organizations, mutual funds are typically organized and operated by an investment

advisor that is responsible for the day-to-day operations of the fund®*.

Investment advisors generally organize and manage investment companies
pursuant to a contractual arrangement with the company. The advisor selects the
company's investment portfolio and supervises it in return for a management fee. The
investment advisor is typically separate and distinct from the fund that it advises, with a
primary responsibility and loyalty to its own shareholders. The external management of
mutual funds, however, presents inherent conflicts of interest and potential for abuses

since external management must seek to maximize the return for both its firm and its

shareholders™>.
As the Supreme Court has noted:

“Congress consciously chose to address the conflict-of-interest problem through
the Act's independent-directors section, rather than through more drastic remedies
such as complete disaffiliation of the‘ companies from their advisers or
compulsory internalization of the management function” Congress' purpose in

structuring the Act as it did is clear. It "was designed to place the unaffiliated

52! See, e.g., 17 C.F.R. § 270.15a-4(b)(1)(ii) (2006).
522

Role of Independent Directors of Investment Companies, 66 Fed. Reg., supra note 519, at 3,736.
5% Role of Independent Directors of Investment Companies, 66 Fed. Reg., supra note 519, at 3,736.
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directors in the role of 'independent watchdogs,” who would "furnish an

independent check upon the management” of investment companies®>*”.

This "watchdog" control was chosen in preference to the more direct controls on
behaviour exemplified by the options not adopted. When by 1970 it appeared that the
"affiliated person" provision of the 1940 Act might not be adequately restraining conflicts
of interest, Congress turned not to direct controls, but rather to stiffening the requirement
of independence as the way to "remedy the act's deficiencies." Without question, "[the]
function of these provisions with respect to unaffiliated directors [was] to supply an

independent check on management and to provide a means for the representation of

shareholder interests in investment company affairs."**

The role of investment advisors was deemed so sensitive that another statute was
layered on top of the regulation of mutual funds-by the Investment Advisers Act of 1940.
That act imposes a registration requirement, imposes books and records and disclosure

regulations and places limits on the fees that may be charged by the advisor.

4.2 LATE TRADING AND MARKET TIMING

Mutual funds were not really the target of the Investment Company Act of 1940
since they were simply too young to have played any significant role in the abuses that
led to that legislation. However, mutual funds became increasingly popular beginning in

‘the 1940s and soon replaced the closed-end fund as the investment vehicle of choice for

324 Burks v. Lasker, 441 U.S. 471, 483-84 (1979).
2 Ibid.
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most individual investors. By 1970, some 360 mutual funds held $47 billion in assets in

the United States®?®.

In the early 2000’s, there were about 8,000 mutual funds holding almost $7
trillion in assets for ninety-five million investors®*’. However, the bursting of the market
bubble in 2000 resulted in a sharp drop in the NAV of equity based mutual funds and
mutual funds trading equities experienced a $1.4 trillion drop in the value of their assets
between 2000 and 2002. This reduction in NAV was due largely a reduction in portfolio
values, resulting from the drop in stock prices during the downturn, which caused many

investors to pull their assets out of long term mutual funds. The number of redemptions

from such mutual funds increased from an annual rate of 21.7% in 1999 to 27.9% in

2002.

Mutual funds began to allow mﬁrket timing and late trading by hedge funds in
order to compete against other investment oppbrtunities. The SEC sought to regulate
market timing and late trading in 1968 when it enacted a "forward pricing" rule®®. This
rule required redemptions and purchases to be priced after receipt of the order from the
customer generally using the closing price for the stocks that were set at the end of that
trading day®*®. There were other concerns with using mutual funds for quick in-an-out-

trading seeking short-term profits through market timing. The SEC had long sought to

526 fnvestment Company Institute, 2004 Mutual Fund Fact Book, (2004), accessed at:
http://www.ici.orglpdf/2004factbook.pdf.

27 Ibid.
528 44 Fed. Reg. 29,644, 29,647 (May 22, 1979) (codified at 17 C.F.R. § 270.22c-(a).)

¥ Ward, D. (2005). Protecting mutual funds from market-timing profiteers: forward pricing international
fund shares, 56 Hastings Law Journal 585, 589.
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prevent mutual fund salesmen from recommending market timing in mutual funds to
retail customers because sales loads, and time and place disadvantages, made such
trading unsuitable for them. The SEC thus prohibited the practice of "switching" mutual
fund investors in and out of different mutual funds in order to generate commissions.
Such transactions were usually accompanied by promises of short-term profits from
trading opportunities that sought to anticipate favourable market moves and make quick-
in-and-out profits®*’. It was possible for a knowledgeable investor to purchase shares in a
rising market at the current price with the advance information that the next day's price
would be higher. He could thus be guaranteed an immediate appreciation in the market

value of his investment.

Timing transactions in mutual funds by professional traders was not viewed by
the SEC to be a matter of concern since the professionals could look after themselves or

the investors whose money they were managing’>'

. Further, the restriction on buying and
selling mutual fund shares at their net asset value was a practical barrier to market timing
even by professional traders. Nevertheless, during the 1980s, there were some fifty
money managers who specialized in market timing mutual funds for even small investors

in amounts as low as $2,000°*%. These market timers charged fees of two percent or more

on assets under management, which was in addition to any mutual fund sales loads.

%39 United States v. Nat'l Ass'n of Sec. Dealers, Inc., 422 U.S. 694, 707 (1975).

33! See generally Markham, J. W. (1995) Protecting the Institutional Investor-Jungle Predator or Shorn
Lamb? 12 Yale Journal on Regulation, 345 (describing SEC views toward institutional investors).

532 J. L. Reid, Choosing tactics in the war against risk, 17 Money 83, 83.




Money Magazine conducted a study in 1988 of the five-year performance of

market timing by mutual fund money managers. It found, for example, that clients of J.D.
Reynolds Co. experienced compound returns of more than twenty percent. Most market
timing managers were not that successful, but two-thirds of those managers did better
than the Lipper mutual fund average. They were particularly successful in preserving
investor capital during market downturns. However, these earlier market timers were not
over night arbitrageurs like those involved in the Spitzer-generated scandals. For
example, J.D. Reynolds Co. engaged in less than four market timing transactions per
year . This was because the goal of the market timers in the 1980s was to move
investment funds between equity and fixed income funds in anticipation of changes
between those two markets. For example, if interest rafes were expected to increase and
equities to decline, the market timer would move money out of stocks and into bonds™*.
These market timers were not popular with mutual fund sponsors because when market-
timing money managers move millions of dollars at a time in or out of funds, as they
often do, they force mutual fund managers to buy or sell large blocks of stock at

inopportune moments>>>.

Some no load mutual funds (a mutual fund that does not charge an investment
management fee) sought to discourage market timers by limiting the number of switches
that an investor could make, so the market timers moved to load funds which charged

management fees and were less likely to impose such restrictions because of the incentive

533 Ibid.
534 1bid.
333 Ibid.




223

of those fees. That was only a temporary solution. Market timers became more active
during the 199057, and created issues for mutual funds that had to deal with their
liquidations. Some mutual funds imposed redemption fees on traders engaged in market
timing in order to discourage such activity. Those fees had been allowed by the SEC, up
to two percent, since 1979°*". The number of funds imposing such fees increased
substantially in the 1990s when the market run up was encouraging day trading and other
speculative trading®®. Some mutual funds threatened to suspend the redemption
privileges of traders engaged in market timing. "Fair value pricing" was also used to
discourage market timers in international funds that presented arbitrage opportunities
because foreign markets might still be open when NAV was computed. Fair value pricing

sought to set a fair price on foreign holdings at the close of trading in the United States in

order to reduce those arbitrage opportunities.

These attempts at .curbing market timing were described in mutual fund
prospectuses. To an outside viewer of those disclosures, it appeared that the mutual funds
were opposed to market timers because they were disruptive and harmful to the funds. As
the new century began, however, a new market timer appeared-the hedge fund that found

a way to entice mutual funds into welcoming their trading.

%36 Tim Quinson, Market-timers fiddle around with fund assets, News & Record (Greensboro)
337 See Robert McGough, Junk funds believe it's time to strike back at 'timers', Wall Street Journal.

>3 See Tim Quinson, Mutual funds install fees to deter those who cash out quickly, Dallas Morning News.
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4.3 SEC RESPONSE TO MUTUAL FUND SCANDALS

The investigation enforcement action against mutual fund market timing and late
trading scandals initiated by New York Attorney General Eliot Spitzer in 2003 led to
settlements from industry participants that totalled over $4.25 billion®*®. Spitzer's actions
however were considered to be controversial and thought to undercut the role of the
Securities and Exchange Commission (SEC), since it had been given primary and

widespread regulatory authority over mutual funds in the Investment Company Act of

19404

Earlier Spitzer prosecutions of financial analyst conflicts on Wall Street and by
accounting scandals at Enron and elsewhere had embarrassed the SEC**'. In those
scandals, the entities had all been under the jurisdiction of the SEC who had done nothing
to identify or prevent this. The actions taken by Spitzer in response to the mutual funds
made the SEC appear ineffective. In response to the growing perception of its
ineffectiveness and related concerns, the SEC imposed additional regulations on mutual
funds, including a requirement to increase the number of outside directors on their boards
and split the role of chairman and chief executive. Hence, from the outset, the
introduction of the requirements for independent directors and chairperson was

reactionary in response to perceptions concerning its effectiveness, as opposed to

5% Bullard M. E., (2006). The mutual fund as a firm: frequent trading, fund arbitrage and the SEC's
response to the mutual fund scandal, 42 Houston Law Review. 1271; Bullard, M.E., (2005). Insider
trading in mutual funds, 84 Oregon Law Review 821; Hurst, T. R., (2005). The unfinished business of
mutual fund reform, 26 Pace Law Review 133.

4 pyb. L. No. 76-768, 54 Stat. 789 (1940) (codified at 15 U.S.C. §§ 80a-1 to 80a-64 (2000).

! Markham J. W., (2006). Mutual fund scandals — a comparative analysis of the role of corporate
governance in the regulation of investments. 3 Hastings Business Law Journal 67 2006-2007.
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comprehensive studies that indicted that this would be an effective mutual fund

governance regime.

The actions taken by the SEC at this time were highly publicized subject to
discussion. Critics argued that there was no evidence indicating that this requirement
would have prevented the mutual fund scandals or assured better performance. Further,

these new corporate governance rules®® that were introduced by the SEC were struck

down twice by the District of Columbia Court.

The SEC's proposals were in response to regulatory actions by Spitzer and a
regulatory scheme for mutual funds under the Investment Company Act of 1940,
including requirements for outside directors that already existed. The question, therefore,
is whether the requirement for independent directors and chairman actually increases
investor protection. There is a perception that these restrictions provided little or no
protection to mutual fund shareholders and that the corporate governance model for
mutual funds simply has failed. This raises the issue of whether the governance structures
recently introduced for mutual funds in Canada by CSA are effective in providing
shareholder protection. It further raises the question of whether there are other

governance structures for mutual funds which would afford more effective investor

protection®.

342 Chamber of Commerce of the United States v. SEC, 412 F.3d 133, 142 (D.C. Cir. 2005) and Chamber of
Commerce of the United States v. SEC, 443 F.3d 890, 909 (D.C. Cir. 2006).

5 Joint study by the American Enterprise Institute for Public Policy ("AEI") and the Brookings Institute.
See Ronald A. Cass & Henry G. Mann, SEC a la Donaldson, Wall Street Journal, July 1, 2005, at A8,
accessed at: http://www.aei-brookings.orglpolicy/page.php?id=220.
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Widespread publicity was given to the actions of New York Attorney General
Eliot Spitzer associated with the financial scandals occurring after the market downturn
in 2000. His charges against prominent financial analysts _that resulted in a massive $1.4
billion settlement with the firms where they worked made headlines. Spitzer charged
Edward J. Stern and the hedge fund that he managed, Canary Capital Partners, LLC, with

improper market timing and late trading in shares of the Strong mutual fund complex.

To settle these charges, Canary Capital Partners was required to pay $40 million,
part of which was to be used for restitution to mutual fund investors and Edward Stern
also agreed not to trade in mutual funds or manage any public investment funds for ten
years. Bear Stearns also agreed to pay $250 million to the New York stock Exchange and
the SEC to settle late trading charges in its mutual funds. Subsequently, Spitzer brought
several other suits against mutual funds for allowing or engaging in market timing and
late trading that resulted in large fines and media exposure™**. After gaining exposure

from these charges, Spitzer ran for the governorship in New York.

The charges filed by Spitzer created controversy since it was not clear why a state
attorney general was seeking to regulate mutual funds that were under the regulatory
control of the SEC. More controversy resulted from Spitzer’s actions to regulate mutual
funds by requiring them to reduce their fees as part of their market timing and late trading
settlements. Previously, those fees had been regulated under the Investment Company

Act by NASD under oversight of the SEC as mandated by Congress. The NASD Rules

¥ See Markham J., (2006). A Financial History of Modern Corporate Scandals, from Enron to Reform,
400-434.
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of Fair Practice place a ceiling on the 'sales load,’ or the sales commission, for
transactions in shares of open-end companies that an NASD member may charge to
investors. The limits placed on mutual fund sales loads are in sharp contrast to the free
competition with regard to brokers' commissions generally. The ceiling on sales loads is
in accordance with Investment Company Act section 22(b)'s mandate that the price
allowed by NASD rules 'shall not include an excessive sales load but shall allow for
reasonable compensation for sales personnel, broker-dealers, and underwriters and for
reasonable sales loads to investors.' Under these rules a fund is limited to a maximum
sales charge of 7.25 percent, subject to mandatory quantity discounts, unless it offers
additional services which in the aggregate carry a maximum additional 1.25 percentage

point value.

Spitzer ignored the NASD rules and created his own public utility regulatory
program governed solely by his personal views on what constitutes appropriates fees.
Spitzer received further criticism for ‘criminalizing” what were common business
practices, since market timing in mutual funds was occurring prior to and at the time of
his actions.The SEC's reputation had been tarnished by the accounting scandals at Enron
Corp. and several telecoms, such as WorldCom Inc despite its authority, regulations and
reputation as an aggressive regulator. The SEC had failed to prevent or detect those
problems. In fact, the SEC had read about market timing and late trading scandals in the
press before becoming involved. Spitzer added to the increasing public perception of the
SEC’s incompetence by charges against the financial analysts that were also regulated by

the SEC and by the late trading and market timing scandals. Spitzer even disparaged the
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SEC and other federal agencies, stating that they had been so "beaten down" and
"neutered" and diminished that they had been "rendered incapable of fulfilling their
fundamental mandate" and that they had "been sapped of the desire to regulate®*”. In an

effort to maintain and regain credibility, the SEC filed its own suits for late trading and

market timing, often in parallel with Spitzer.

The SEC's charges on market timing, however, were somewhat hesitant. For
example, the SEC indicated that market timing was not "illegal per se”> but argued that
it could be detrimental to investors. The SEC indicated that the market timing could
damage the mutual fund because (a) it can dilute the value of their shares if the market
timer is exploiting pricing inefficiencies, (b) it can disrupt the management of the mutual
fund's investment portfolio, and (c) it can cause the targeted mutual fund to incur costs
borne by other shareholders to accommodate the market timer's frequent buying and
selling of shares®®’ . With regard to late trading, the SEC was more emphatic about late
trading, charging that such "trading violates Rule 22c-l(a) under the Investment Company

Act™® and defrauds innocent shareholders in those mutual funds by giving to the late

345 Hannah Bergman, Spitzer: is OCC blocking N. Y.'s probe of lenders, American Banker (May 19, 2005).

3 Mutual Fund Redemption Fees, 70 Fed. Reg. 13,328, 13,330 (Mar. 18,2005) (codified at 17 C.F.R. pl.
270); Disclosure Regarding Market Timing and Selective Disclosure of Portfolio Holdings, 68 Fed. Reg.
70,402, 70,404 (Dec. 17) (codified at 17 C.F.R. pts. 239 and 274). .

*7 In re Strong Capital Mgmt., Inc., Securities Exchange Act Release No. 49,741, Investment Company
Act Release No. 26,448, 2004 SEC Lexis 1044 (May 20, 2004).

*#% Rule 22c-1(a) states in part that: “No registered investment company issuing any redeemable security,
no person designated in such issuer's prospectus as authorized to consummate transactions in any such
security, and no principal underwriter of, or dealer in, any such security shall sell, redeem, or repurchase
any such security except at a price based on the current net asset value of such security which is next

computed after receipt of a tender of such security for redemption or of an order to purchase or sell such
security”. 17 C.F.R. § 270.22¢-1 (2006).
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trader an advantage not available to other shareholders, and harms shareholders when late

trading dilutes the value of their shares®®.

The SEC's actions against market timers and late traders, however, were
encountering resistance in the courts. For example, in SEC v. Pimco Advisors Fund
Management, LLC,55 0 a federal district court dismissed the SEC's fraud claims involving
Canary Capital's late trading and market timing. The court stated that the market timing
agreement with Canary, standing alone, could not be considered per se a fraudulent
device intended to defraud investors. The court recognized that SEC did not allege, nor
could it, that market timing practices are per se illegal, since many individual and
institutional investors, as part of not uncommon investment strategies, continue to

attempt to time markets with varying degrees of success™'.

In another action, a federal district court dismissed SEC charges against two
senior executives at Columbia Funds Distributors, Inc. who had allowed market timing in
mutual funds that were being sold under prospectuses which stated that such trading was
barred by the mutual fund. The court stated that "market timing arrangements are not the
kind of sham transactions which have been held to qualify as schemes to defraud®>. The

SEC subsequently revised its action to charge that investors were misled by fund

¥ In re Theodore Charles Sihpol 11, Securities Act Release No. 8624, Securities Exchange Act Release
No. 52,591, Investment Company Act of 1940 Release No. 27113, 2005 SEC LEXIS 2633 (Oct. 12,2005).

%% SEC v. PIMCO Advisors Fund Mgmt. LLC, 341 F. Supp. 2d 454 (S.D.N.Y. 2004).
3! Ibid.
2 SEC v. Tambone, 417 F. Supp. 2d 127, 136 (D. Mass. 2006).
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prospectuses that claimed the funds were hostile to market timing553 . A survey by the
Investment Company Institute found that most investors did not read their mutual fund

prospectuses and those that did were focused on other issues.

In another case, a federal district court dismissed aiding and abetting charges
brought by the SEC over market timing. However, that court and two other district courts
allowed fraud claims against defendants who had used subterfuges and deceptive devices
to avoid mutual fund restrictions on such activity. The SEC and Spitzer were to obtain
settlements totalling over $4.25 billion in penalties, disgorgement and reduced mutual
fund fees by the end of 2005, despite their lack of success in Court™*. The SEC also
began adopting proposed regulations that its staff thought would prevent market timing
and late trading, which was less than successful. One failed proposal by the SEC to
regulate mutual fund late trading was the adoption of a rule requiring a "hard close" of
mutual funds that would prevent the filling of any purchase or redemption requests after
4:00 p.m., with orders received after that time having to be filled at the close of the next
day. This proposed approach was considered to be too complex. Another failed proposal
required mandatory redemption fees™> when the SEC adopted a rule that ‘allowed’ but

556

did not ‘require’ a two percent redemption fee " . Other rules proposed by the SEC were

33 SEC Again Charges Former Execs in Columbia Funds Market Timing Case, 38 FED. SEC. REG. & L.
REP. (BNA) 920 (May 29,2006). Most Mutual Fund Investors Ignore Prospectuses, ICI Survey Finds, 38
FED. SEC. REG. & L REp. (BNA) 927 (May 29, 2006).

534 Bloomberg News, Money manager agrees to settle regulators' market-timing case, N.Y. Times, July 25,
2006, at CI.

% Mandatory Redemption Fees for Redeemable Fund Securities, 69 Fed. Reg. 11,762, 11,763 (Mar.
11,2004) (codified at 17 C.F.R. pt. 270).

%% Mutual Fund Redemption Fees, 70 Fed. Reg. 13,328, 13,330 (Mar. 18,2005) (codified at 17 C.F.R. pt.
270).
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adopted”®’ such as requirement for required mutual funds to disclose the effects of market

timingsss.

In 2006, the SEC adopted rule amendments requiring mutual fund boards to
consider whether to impose a fee of up to two percent on redemptions within seven days
of the purchasessg. Those amendments required mutual funds to enter into agreements
with broker-deals holding shares on behalf of other investors in omnibus accounts. Those
agreements must allow the mutual funds to access information about transactions in those
accounts in order to enforce restrictions on late trading and market timings®®. In 2006,
Prudential Financial Inc. agreed to pay $600 million and admitted to criminal fraud under

a deferred prosecution agreement; and agreed to pay $52 million to settle market timing

claims and to cut fees by $25 million.

Another rule required broker-dealers to give mutual funds access to information
on trading in omnibus accounts that hold funds of several customers so that the mutual
funds could determine if market timing was occurring in those accounts®®'. The rule

adopted by the SEC that required the chairman of mutual fund boards to be independent

%7 SEC v. Gann, No. 3:05-CV-0063-L, 2006 U.S. Dist. LEXIS 9955, at *23 (N.D. Tex. Mar. 13, 2006).

See also SEC v. Druffuer, 353 F. Supp. 2d 141, 153 (D. Mass. 2005); SEC v. JB Oxford Holdings, Inc.,
No. CV-04-07084, 2004 U.S. Dist. LEXIS 29494, *23 (C.D. Cal. Nov. 9, 2004).

% Disclosure Regarding Market Timing and Selective Disclosure of Portfolio Holdings, 69 Fed. Reg.
22,300, 22,301 (Apr.23, 2004) (codified at 17 C.F.R. pt. 239, 274).

%71 Fed. Reg. 58257 (Oct. 3, 2006).
38 [bid.

! Markham, J. W. (2006). Mutual fund scandals, 3 Hastings Business Law Journal 95 2006-2007 Fall
2006 95.
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from the chief executive officer and increased the majority requirement for outside

directors to seventy-five percent was highly controversial.

The SEC had long pursued efforts to increase participation by outside directors in
public corporations as a check on management excesses, although there was no evidence
that such a corporate governance structure was more efficient or provided greater
shareholder protection. The requirement for independent directors was common for
corporate reformists over the last quarter century, which was magnified following the
Enron Corp. scandal. The ensuing corporate reform resulted in the New York Stock
Exchange (‘'NYSE') and Nasdaq requiring that at least a majority of the board of directors
of their listed companies be composed of outside directors and that nominating and

compensating committees be composed entirely of such directors®®.

Audit committees at public companies had been required since 1977 to be
composed entirely of outside directors; however that requirement did nothing to check
the audit-based scandals at Enron and elsewhere that arose after the market downturn in
2000°%. There was also no empirical evidence to support requirements for boards with a
majority of outside directors. Despite the lack of evidence for the effectiveness of

independent boards, this requirement was adopted by the SEC for mutual funds.

%62 See N.Y. stock exchange NYSE listed company manual § 303(A)(.01), (.04) (2004), accessed at:
http://www.nyse.comiRegulationFrameset.htm1?nyseref=http%3 Allwww.nyse.comlaudiencellistedcomp
anies.html&displayPage=laboutilisted1022221393251 .html; NAT'L Assoc. of SEC. Dealers, Nasd Manual,

Marketplace Rule 4350 (2006), accessed at: http://nasd.complinet.comlnasd/display/display.htmi?rbid= |
89&elemenUd= 1159000635.

363 Cunningham, L. A., (2003). The Sarbanes-Oxley yawn: heavy rhetoric, light reform (and it just might
work), 35 Conneticut Law Review 915, 947.
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The boards of directors at Enron and WorldCom, for instance, as well as other
scandals were comprised of large percentages of prominent outside directors who were
unable to do anything to prevent the problems at those companies. The requirement for a
majority of outside directors that was already in place did nothing to prevent the late
trading or market timing scandals. Several other mutual funds scandals emerged in the
wake of the late trading and market timing cases involving "shelf space" payments to
sales staff to prefer one mutual fund over another in their recommendations to customers;
failure to disclose breakpoints (commission discounts based on the size of the

investment); and lavish entertainment provided to investment advisors as an incentive to

direct mutual fund trades to broker-dealers>®*.

Edward Jones paid $75 million to settle claims that it was sharing revenues with a

group of mutual funds in 2004 and another $127 million in 2006 over shelf space

565

payments™ . Morgan Stanley agreed to pay the SEC $50 million to settle charges in

connection with its sale of mutual funds, which included directing customers to mutual
funds based on commissions paid for those funds, instead of the appropriateness of the
investment for the customer. Certain "preferred" funds paid higher commissions to
Morgan Stanley registered representatives as an incentive to push those products. The

Morgan Stanley sales force was failing to disclose "at the point of sale" that its Class B

%4 See for example: In re PA Fund Mgmt. LLP, Securities Exchange Act Release No. 50384, Investment
Company Act Release No. 26598, 2004 SEC LEXIS 2085 (Sep. 15, 2004); In re Mass. Fin. Services Co.,
Investment Advisors Act of 1940 Release No. 2224, Investment Company Act Release No. 26409,2004

SEC LEXIS 734 (Mar. 31, 2004); In re Rudney Associates, Inc., Investment Advisors Act of 1940 Release
No. 2300, 2004 SEC LEXIS 2147 (Sep. 21, 2004).

%65 Edward Jones agrees to settle 9 lawsuits, Wall Street Journal, Sept. 1, 2006, at C2.
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mutual shares of certain of its proprietary funds charged higher fees for large
transactions’®®. However, the Sixth Circuit Court dismissed class action claims against

Morgan Stanley for this conduct, finding no duty to disclose®®’.

Congress required the SEC to provide justification®® for their proposed
requirement for splitting the role of chairman and chief executive officer at mutual funds.
The SEC did not provide this justification and instead it passed the independent chairman
and seventy-five percent outside director rule by a 3-2 vote’®. The SEC mutual fund
governance rule was then challenged by the U.S. Chamber of Commerce and was set
aside by the District of Columbia Court of Appeals. This court concluded that the SEC

had the authority to adopt such a proposal, but held that the SEC had not adequately

considered its costs or available alternatives®’°.

In response, the SEC reintroduced the same rule one week after it was stricken
down, without waiting for the mandate of the Court of Appeals. The re-passage of the
rule was approved once again over the dissenting votes of two Republican
commissioners, one of whom apologized to the Court of Appeals for the majority's high-

handed approach®’’.  This action could have been because SEC chairman William

%6 In re Morgan Stanley DW Inc., Securities Act Release No. 8339, Securities Exchange Act Release No.
48789, 2003 SEC LEXIS 2732 (Nov. 17, 2003).

%7 Benzon v. Morgan Stanley Distribs., Inc., 420 F.3d 598, 614 (6th Cir. 2005).

588 Consolidated Appropriations Act, 2005, Pub. L. No. 108-447, 118 Stat. 2,809, 2,910 (2004).
% Investment Company Governance, 69 Fed. Reg. at 46,390.

57 Chamber of Commerce vs. US., 412 F.3d at 136.

" Investment Company Governance, 70 Fed. Reg. 39,390, 39,398 (July 7, 2005) (codified at 17 C.F.R. pt.
270).
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Donaldson was leaving the SEC and there would no longer be a majority of activist

commissioners focusing on the rule. That act set off a storm of controversy and did even
further damage to the already tarnished reputation of the SEC"2

The new rule was challenged and was set aside once again by the Court of

Appealsm.The Court held that the SEC should have sought public comment before

adopting the rule so quickly after the Court's prior ruling. The Court did stay its judgment

for ninety days in order to allow the SEC to seek public comment, which the agency did.

In 2006, a Harvard Business School study by Tufano et al’™ revealed that mutual
funds were still wrongly pricing their mutual fund assets, which was publicized in media
causing more embarrassment to the SEC’". The Tufano et al study found that, while
most mutual funds calculated NAV by using the closing price on the day of the pricing,
they applied that value to the shares held on the previous day. That could result in

substantial differences in pricing, depending on market conditions.
4.4 THE SEC’S NEW RULES

The response of the SEC to the mutual fund scandals may have relieved some of

the public pressure on the SEC to act since they may be perceived as at least “doing

7 |bid.

3 Chamber of Commerce of the United States v. SEC, 443 F.3d 890, 909 (D.C. Cir. 2006).

™ Tufano, P., M. Quinn & R. Taliaferro (2006). Live Prices and stale quantities: T+1 accounting and

mutual fund mispricing, at 24 (March 13, 2006), available at
http://papers.ssrn.comlsol3/papers.cfm?abstract-id=881615.

> Mark Hulbert, Uh-Oh. Something else is stale at mutual funds, N.Y. Times, Feb. 12, 2006, at B6.
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59376

something The SEC’s position was that the current mutual fund industry problem

was addressed by the new rules by augmenting the accountability of the investment
advisor to the independent directors and independent chair, thus decreasing abusive and
illegal practise. It is not clear whether this would include the activities associated with
the mutual fund scandals, such as late trading, as this has not been indicated the SEC.
Some proponents of the New Rules have indicated that eighty percent of the boards had
inside chairs at the time of the scandals, suggesting that this demonstrates the need for
change. The use of this statistic is misleading; however, since approximately 80 percent
of all fund firms have interested chairpersons suggesting only that funds with inside
chairs are involved in the scandals, while in fact they represent the majority of firms. The

SEC cited this questionable comparison by not comparing equivalent proportion of firms

with inside and independent chairs.

There are potential advantages to independent chairs minimizing potential
conflicts of interest associated with the inherent conflicts of interest faced by fund
managers of maximizing their financial returns and those of their investors, while
maximizing returns to the mutual fund investors. At the same time, an inside chair offers
several advantages through their familiarity with the fund and may accordingly be more

aware of potential conflicts of interest than an independent chair, for instance an

576 Eckerle, S.T., (2007). Three strikes you’re out: the effect and controversies of the SEC’s attempted
mandate for greater independence of mutual fund boards, 40 /ndiana Law Review 149 p. 163.
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dissenting commissioners noted that a common feature of the mutual fund scandals is that

boards were not told of the formal or informal arrangements permitting market timing®’".

The New Rules may also not prevent future mutual fund scandals that have
involved mutual funds working with entities that are subject to the exemptive New
Rules.’”® For example, many of the mutual fund scandals that created the impetus for the

New Rules involved hedge fund advisors that have participated in the late trading and

market timing of mutual funds®™.

The hedge fund advisors reportedly agreed with
mutual fund managers to overlook prohibitions and restrictions on market timing in order
for the investment advisor to receive sticky assets, which occur when hedge fund advisors
deposit assets into other funds managed by a mutual fund advisor which resulted in the

exploitation of mutual fund shareholders®®. The SEC has stated that almost fourty hedge

funds and at least eighty-seven hedge fund advisors have been involved in mutual fund

scandals or were under investigation with these scandals’®'

The SEC’s New Rules added additional oversight to only those transactions that
are covered by the excemptive rules, such as the rule (Rule 17a-7) that allows a mutual
fund to conduct securities transactions with other mutual funds that have common

officers, directors, or investment advisors with the approval of a majority of independent

377 {nfra note 587, Dissent of Glassman and Atkins.
S8 Chamber 1, 412 F.3d 133, 140-41 (D.C. Cir. 2005).

37 Registration Under the Advisors Act of Certain Hedge Fund Advisors, 69 Fed. Reg. 72,054, 72,056
(Sec. and Exch. Comm’n, Dec. 10, 2004).

% Ibid., pg 30 at 72, 056 — 057.

38! Registration Under the Advisors Act of Certain Hedge Fund Advisors, 69 Fed. Reg., supra note 579, at
71, 057.
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directors’®. The question arises as to whether the mutual fund scandals are effectively

addressed by the additional requirement for majority of independent directors and an
independent chairman given that these scandals could occur outside of their mandate.
The same question arises with respect to the effectiveness of the IRC in Canada,

particularly since it is focussed upon conflicts of interest.

In the mutual fund scandal involving the hedge fund Canary Capital Partners
(Canary), and its investment advisor Canary Investment Management, LLC’®, Canary
was able to participate in late trading and market timing, by working with numerous
mutual funds, resulting in mutual fund shareholders losing millions of dollars, with fund

managers receiving significant management fees and Canary reaping tens of millions of

584

dollars™". In one instance Canary worked with one of the largest mutual fund managers

in the U.S. Federated Investors, and after 6 months Canary received $1.6 billion in

585

market timing transactions While hedge funds such as Canary would not have been

able to conduct these illegal activities with the participation of mutual fund chairman and

independent directors, the expected enhanced oversight provided by ‘independence’ may

82 Rule 71a-7, 17C.F.R., 270, 17a-7(2005).

3% Registration Under the Advisors Act of Certain Hedge Fund Advisors, Investment Advisors Act of 1940
Release No. 2266, 2004 WL 1636422, pp. 5-6 (proposed July 20, 2004).

%% Ibid.

%% In re Federated Inv. Mgmt. Co., Federated Sec. Corp. and Federated S’holder Serv. Co., Investment

Advisors Ac