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March 4, 20111
To:  

Richard J. Corner 
rcorner@iiroc.ca
Vice President, Member Regulation Policy 

Investment Industry Regulatory Organization of Canada 

Suite 1600, 121 King Street West 

Toronto, Ontario   

M5H 3T9  

Angie F. Foggia 
afoggia@iiroc.ca
Policy Counsel, Member Regulation Policy 

Investment Industry Regulatory Organization of Canada 

Suite 1600, 121 King Street West 

Toronto, Ontario   

M5H 3T9  

And to:  

Manager of Market Regulation 




            marketregulation@osc.gov.on.ca
Ontario Securities Commission 

20 Queen Street West 

19th Floor, Box 55 

Toronto, Ontario   

M5H 3S8 

Dear IIROC and OSC:

Re:
IIROC Dealer-Member Rules – Proposals to Implement the Core Principles of the Client Relationship Model

The Canadian Advocacy Council
 of the CFA Institute
 Societies of Canada (the CAC) appreciates the opportunity to comment to the Investment Industry Regulatory Organization of Canada (IIROC) on the proposed Rules and amendments to the Dealer Member Rules to establish substantive requirements developed under the Client Relationship Model (CRM) Project.

RECOMMENDATIONS:

Given the recent events in the capital markets and turmoil in the investment industry, it is timely for IIROC to continue to enhance its requirements with respect to industry standards of conduct and to work to restore investors’ confidence. 

On January 13, 2011, Margaret Franklin, Chair of the CFA Institute Board of Directors, spoke at The Canadian Club in Toronto and mentioned “To start with, we need to take a hard look at what is and isn’t working with the client-advisor relationship. Obviously, investors count on their advisors to look out for their interests.  Investor protection is then a high priority for advisors.  It should be the highest priority.  With this in mind, advisors themselves must ensure they invest themselves continually in understanding new market dynamics, new market instruments, and how the changing environment affects their fiduciary responsibilities to clients.”

The CFA Institute has a long standing commitment to establishing and maintaining the highest standards of professional excellence and integrity for investment professionals.  A cornerstone of that commitment is the CFA Institute Code of Ethics and Standards of Professional Conduct (the Code and Standards). All members are required to comply with the Code and Standards as a professional obligation, and every year, each member is required to reaffirm her or his continued adherence.  In the view of the CFA Institute –

The global financial crisis of 2008 brought into focus how serious lapses in ethical behavior can have devastating effects on the global financial system. Had market participants to adhered to the strict ethical and professional principal outlined in the [Code and Standards], the events leading up to the crisis may have taken a different turn. 

Sound ethical actions are fundamental to long-term success of capital markets and the investment profession. Firm and investment professionals should serve the best interests of their investing clients, and stringent ethical and professional principles are required at all levels of the organization. When these values are embedded in the standard operational practices of an organization, all participants will know that ethics genuinely matters. 
 

The Code and Standards have always included standards that are relevant to this IIROC initiative. (See in particular, Standard III – Duties to Clients and Standard VI – Conflicts of Interest). These Standards are set out in the attachment to this letter 
  

The foundation to these requirements is the overall obligation in the Code of Ethics to put the interests of clients first. 
	Therefore, we strongly recommend that the Suitability Rule specifically and the overall Client Relationship Model regime be supplemented with an express obligation to put the clients' interests first. 


Additionally, for example, we are of the view that the Deferred Sales Commission model of advisor compensation is flawed and should be replaced with a more transparent fee structure.

We recognize that the application of the Standards may differ depending on the type of client relationship that may exist and the nature of the Dealer Member's services (such as full service vs. discount brokerage only).  Most of the responsibilities and expected conduct should be set out in the client account or relationship agreements executed between the Member Dealer and client. Useful guidance on how the obligations may vary can be found in CFA Institute publications.  For example:

The obligations can vary in three areas: loyalty, prudence, and care; acting in clients’ best interests; and disclosure of conflicts.

[Discount Brokers] When a broker serves in an execution-only capacity, the [CFA] member’s duty of loyalty, prudence, and care centers on the skill and diligence employed when executing trades, namely by seeking best execution and making the trade within the parameters set by the clients (instructions on quantity, price, timing, etc.). Acting in the best interest of the client dictates that the trade is executed on the most favorable terms that can be achieved for the client. Given this job function, the requirement of the Code and Standards for loyalty, prudence, and care clearly do not impose a fiduciary duty. The required disclosure of conflicts by CFA charterholders in this instance could be determined by the initial account documentation prepared as a condition of opening an account, if such disclosure is included in those documents. Among the conflicts brokers should disclose are whether they offer different levels of services to all clients and whether they pay referral fees to outside organizations. 

Retail Brokers. Retail brokers may provide research reports and other services to individuals, including financial advice. The conduct required by the duty of loyalty, prudence, and care under the Code and Standards in these cases is determined by the nature of the relationship between the broker and client, as generally outlined in the client agreement. For those who work in a sales capacity rather than a true advisory role, the client relationship is often based on the understanding that the range of investment advice is limited to that firm’s proprietary products or to other firms with distribution agreements with the brokerage firm. ...Where the client agreement clearly states the nature of these conflicts, the client is deemed to understand that he will receive selective and potentially conflicted investment advice. Loyalty to client in this context requires that investment advice as to the purchase or sale of proprietary products be consistent with the client’s investment objectives and risk tolerances. Prudence requires assessment and integration of client-risk tolerances and the likely risk profiles of recommended products. A duty of care requires that advice be preceded by the appropriate due diligence to understand the client’s needs and the attributes of the product to be recommended. The broker is expected to act in the best interest of the client within the context of the client relationship as defined by the client agreement. The broker puts client interests first by disregarding any firm or personal interest motivating a particular transaction. [The broker] must disclose the potential conflicts of interest in limiting investment choices to those for which the broker is compensated. Best practice would also require disclosure of the amount of compensation.
 

In June 14,2010,  the President & CEO of IIROC, Susan Wolburgh-Jenah, spoke at the annual national conference of The Canadian Institute of Financial Planners and said:  "Putting clients first is at the core of regulatory reform in Canada and elsewhere.  To promote confidence in the quality and integrity of investment advisors as a “profession”, putting clients first needs to be the priority for industry participants as well”.

	We strongly recommend that there be a clear delineation in regulatory categories between those representatives at Dealer Members who can fulfill their role without conflicts of interest and those who do not.  

Those who meet the requisite standard should be registered or approved in a category (such as Advisor) that clearly identifies this contractual relationship in the minds of clients and be the only ones who may use such label. Those representatives who cannot respect such obligation should be registered and carry a different label (such as Broker or other similar title) so as to prevent any confusion in the relationship.


The CFA Institute Financial Market Integrity Outlook Survey was conducted in January of 2011 to seek input from CFA Institute members around the world on the outlook for ethical markets in 2011.  This survey helps the CFA Institute assess the ethical framework of our profession and note any ethical “hot spot” facing the financial services industry.

Nine of the sixteen priority markets in the survey (such as Canada, Australia, USA, Germany, Switzerland) said the integrity of financial advisors is the most serious issue facing their local market in the coming year.

	We recommend that the rights and obligations of Dealer Members, Approved Persons and clients should be clear, publicly available and set out in an easy to understand format.  This should ensure every client has a common understanding of the parameters of the relationship and so that accountability can be assured.  


Specific Comments

We have the following specific comments on the noted aspects of the Proposals

1. 
Relationship disclosure 

We believe that a well designed and comprehensive account opening and “Know Your Client” process should aid the effectiveness of the relationship between the client and the Dealer Member.  The client must be given sufficient information about the Dealer Member to understand the services that are to be provided, while the Dealer Member needs full information about the client to be able to recommend the most appropriate account type, asset mix and risk tolerance for the (prospective) client. 

The client must receive a complete (easy to understand) account opening document outlining the Dealer Member’s obligation with respect to reporting (at a minimum trade confirmations and monthly account statements). A copy of the firm’s current fee schedule should be included. The schedule should include clear information on all charges that an account holder may receive.

However, in the drive to ensure clients are given "full" information in the process of opening new accounts, care has to be taken to ensure that this doesn't devolve into providing every possible bit of relevant information, which might overwhelm the client, thereby negating the original aim – an informed investor. Information overload serves no one's best interests. 

For example, it may not be necessary and may possibly be counter-productive to require a menu of all possible account options be provided to all clients. However a description of other services and products should be available to clients on request.  This full menu should be available (at a minimum) on the Dealer Member’s website, which would minimize the costs of making an up to date version generally available. This would be of particular assistance to smaller dealers with limited marketing resources.  

Further, while we believe that clients ideally should be provided with regular report on the performance of their investments, we note that it may be difficult to create an accurate benchmark for many investors’ portfolios.  In particular, portfolios of securities that are transferred in or single positions for non-advisory clients may pose practical challenges.  There is a risk that misinterpretation of a performance report may cause some clients to make inappropriate investment decisions.

Finally, we are concerned about the proposed three year implementation period.  Clients should get the benefit of the new relationship disclosure requirements in the shortest time practicable.  This is the general policy of the CFA Institute and we recommend that IIROC mandate a shorter period within which the Member Dealers must comply with the new rules. Why should investors wait when a better answer is known?  

2. 
Conflicts of interest management/disclosure

Standard VI (A) of the Code and Standards governs conflict of interest disclosure:

Disclosure of Conflicts. Members and Candidates must make full and fair disclosure of all matters that could reasonably be expected to impair their independence and objectivity or interfere with respective duties to their clients, prospective clients, and employer. Members and Candidates must ensure that such disclosures are prominent, are delivered in plain language, and communicate the relevant information effectively.

The IIROC rule is written to suggest the procedure for dealing with conflict occurs in an orderly sequence: (a) identification of a conflict; (b determining the best way to avoid or address it; and (c) making any necessary disclosures to affected clients. It would seem that the only conflict that can truly be avoided is a conflict that may arise in future, but has not yet manifested itself (a potential conflict) so the language in the rule referring to avoiding a conflict should be clear that it only applies to avoiding a potential conflict.  In any other scenario the conflict is in place and the affected clients need to be provided with enough information to make their own judgment as to whether the conflict has been addressed to the clients' satisfaction. It's not just an obligation of the Approved Person and the Dealer Member to decide if a conflict is addressed appropriately; the conflict must be disclosed in a full, plain and true manner so the client can make an independent assessment. We recommend a strong emphasis on disclosure of any material conflicts and see no reason why a conflict should not be disclosed immediately.

3. 
Suitability assessment

We support proposed enhancements to the suitability requirements.  We note that the Standard III (C) of the Code and Standards addresses client suitability as follows:

1.
When Members and Candidates are in an advisory relationship with a client, they must:

a. 
Make a reasonable inquiry into a client’s or prospective client’s investment experience, risk and return objectives, and financial constraints prior to making any investment recommendation or taking investment action and must reassess and update this information regularly.

b. 
Determine that an investment is suitable to the client’s financial situation and consistent with the client’s written objectives, mandates, and constraints before making an investment recommendation or taking investment action.

c. 
Judge the suitability of investments in the context of the client’s total portfolio.

2. 
When Members and Candidates are responsible for managing a portfolio to a specific mandate, strategy, or style, they must make only investment recommendations or take only investment actions that are consistent with the stated objectives and constraints of the portfolio.

This standard goes further than the proposed IIROC suitability requirements by requiring that the information on which suitability decisions are based must be reassessed and updated regularly. 

As proposed, Know Your Client information is to be updated when trigger events occur (transfers/deposits into account; material change in client circumstances; change in account representative). Accordingly, the IIROC proposals do not go far enough because heavy reliance is still being placed on the client giving timely notice to the Member and/or Approved Person of a material change in the client's circumstances.  The proposed rules indicate that an Approved Person should conduct "due diligence" at the time of an order; but the term “due diligence” is vague and undefined.  It is not clear whether this due diligence must include specific questions regarding a client's personal circumstances at the time or comparing the trade against (potentially outdated) KYC information. 

In Attachment G, IIROC identifies "best practices" in which Approved Persons actively inquire about changes to KYC information and review the suitability of positions held  on a regular basis i.e., at points in time other than the trigger events outlined in the Notice.  While we appreciate that there may be significant cost associated with performing account-by-account reviews, we recommend that IIROC strengthen the guidance provided to better protect investors by ensuring that Approved Persons and Dealer Members are meeting their obligations to investors. For example, IIROC should consider specifying that "due diligence" includes making “reasonable inquiry” into a client’s circumstances, including whether the circumstances have materially changed.

4. 
Account performance reporting

While we understand the desire on the part of IIROC to be flexible in the implementation of the overall CRM regime, we do not agree with the proposal to permit the use either dollar-weighted or time-weighted calculations for the rate of return in performance reporting by member dealers.  We recommend that only time-weighted returns should be used.

Our objection is based on several reasons:

1)
Rates of return normally are used for comparative purposes.  Clients look at their reported rate of return and will compare them to the rates of return advertised by others, such as mutual funds.  Using a different type of return calculation than one used by mutual funds may result in clients making decisions based upon a comparative analysis of “returns” and not comprehending how a dollar-weighted return calculation differs from a time-weighted calculation.

2)
The popular understanding of rates of return is ‘time-weighted’, whether it is Canada Savings Bonds, credit cards, car leases or mortgages, the “percentage” quoted refers to a time-weighted return.

3)
The CFA Institute has worked on perfecting performance standards for twenty years and issued Global Investment Performance Standards
 that require member to use time-weighted returns; specifically, 

“Firms must calculate time-weighted rates of return that adjust for external cash flows. both periodic and sub-period returns must be geometrically linked. external cash flows must be treated according to the firm’s composite-specific policy.”  

As a result, individuals who are members of the CFA Institute, including CFA charterholders, who are the advisor of record for the client, will not be permitted to send their clients statements with dollar-weighted returns.

Two standards in stating rates of return will confuse the public and do nothing to increase the level of confidence of retail investors in their IIROC advisor.

For the last twenty years, a body of knowledge and rules on performance calculation and presentation standards have been developed and implemented around the investment industry worldwide.  You are invited to look at: http://www.cfainstitute.org/ethics/codes/gipsstandards/Pages/index.aspx for a description of the standards. Mr. Garvin Deokiesingh, a Toronto-based CFA member who chairs the Canadian Investment Performance Council will seek to contact you and he will be able to provide you with useful information on world practices.

Concluding remarks

We thank you for the opportunity to provide the foregoing comments. We would be happy to address any questions you may have and we appreciate the time you are taking to consider our point of view. Please feel welcome to contact us at chair@cfaadvocacy.ca.

Yours respectfully,

	(signed ‘Claude Reny’)

Claude Reny, CFA

Chair,

Canadian Advocacy Council

1-514-288-5900


CFA Institute Code of Ethics and Standards of Professional Conduct

(Extracts)

Code of Ethics

Members of the CFA Institute (including CFA Charterholders) and candidates for the CFA designation must:  ...

· Place the integrity of the investment profession and the interests of clients above their own personal interests ...



Standards of Professional Conduct

III.
Duties to Clients

A.
Loyalty, Prudence, and Care. Members and Candidates have a duty of loyalty to their clients and must act with reasonable care and exercise prudent judgment. Members and Candidates must act for the benefit of their clients and place their clients’ interests before their employer’s or their own interests.

B.
Fair Dealing. Members and Candidates must deal fairly and objectively with all clients when providing investment analysis, making investment recommendations, taking investment action, or engaging in other professional activities.

C. 
Suitability.

1.
When Members and Candidates are in an advisory relationship with a client, they must:

a. 
Make a reasonable inquiry into a client’s or prospective client’s investment experience, risk and return objectives, and financial constraints prior to making any investment recommendation or taking investment action and must reassess and update this information regularly.

b. 
Determine that an investment is suitable to the client’s financial situation and consistent with the client’s written objectives, mandates, and constraints before making an investment recommendation or taking investment action.

c. 
Judge the suitability of investments in the context of the client’s total portfolio.

2. 
When Members and Candidates are responsible for managing a portfolio to a specific mandate, strategy, or style, they must make only investment recommendations or take only investment actions that are consistent with the stated objectives and constraints of the portfolio.

D. 
Performance Presentation. When communicating investment performance information, Members and Candidates must make reasonable efforts to ensure that it is fair, accurate, and complete.

...

VI. 
Conflicts Of Interest

A. 
Disclosure of Conflicts. Members and Candidates must make full and fair disclosure of all matters that could reasonably be expected to impair their independence and objectivity or interfere with respective duties to their clients, prospective clients, and employer. Members and Candidates must ensure that such disclosures are prominent, are delivered in plain language, and communicate the relevant information effectively.
� 	The CAC represents the 12,000 Canadian members of CFA Institute and its 12 Member Societies across Canada. The CAC membership includes portfolio managers, analysts and other investment professionals in Canada who review regulatory, legislative, and standard setting developments affecting investors, investment professionals, and the capital markets in Canada. See the CAC's website at � HYPERLINK "http://www.cfaadvocacy.ca/" �http://www.cfaadvocacy.ca/�


� 	With offices in Charlottesville, VA, New York, Hong Kong, and London, CFA Institute is a global, not-for-profit professional association of more than 96,000 investment analysts, portfolio managers, investment advisors, and other investment professionals in 133 countries, of whom nearly 83,000 hold the Chartered Financial Analyst® (CFA®) designation. The CFA Institute membership also includes 136 member societies in 57 countries and territories. � HYPERLINK "http://www.cfainstitute.org/aboutus/index.html" ��http://www.cfainstitute.org/aboutus/index.html�


� 	Extract from the Guiding Principles, CFA Magazine, July-Aug 2010, 


� 	The full Code and Standards may be found at :  � HYPERLINK "http://www.cfainstitute.org/ethics/codes/ethics/Pages/index.aspx" �http://www.cfainstitute.org/ethics/codes/ethics/Pages/index.aspx�


� 	From What’s a broker to do? CFA Magazine, Nov-Dec 2010


� 	The Institute's Global Investment Performance Standards can be found at: � HYPERLINK "http://www.cfapubs.org/toc/ccb/2010/2010/5" �http://www.cfapubs.org/toc/ccb/2010/2010/5�


� 	Full Code and Standards can be found at: � HYPERLINK "http://www.cfainstitute.org/ethics/codes/ethics/Pages/index.aspx" �http://www.cfainstitute.org/ethics/codes/ethics/Pages/index.aspx�
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