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ARTICLE

Mutual Fund Embedded Compensation: The Expected, The Dramatically Unexpected
And What’s Next?

As expected ,  on  Sep tem ber 13 ,  2018 ,  the  Canad i an  Securi t i es Adm i n i st ra to rs (the  CSA) pub l i shed  d ra f t  ru l es i n tended  to  i m p l em ent the  po l i cy
d i rect i on  reached  ea rl i e r th i s yea r on  m utua l  fund  fee  re fo rm , a l so  known as the  "em bedded  com pensa t i on "  p ro j ect .  T he  d ra f t  ru l es a re  wri t ten  as
am endm ents to  Na t i ona l  Instrum en t 81 -105  Mutua l  Fund  Sa l es Pract i ces,  toge the r wi th  re l a ted  am endm ents to  Na t i ona l  Instrum en t 81 -101  Mutua l  Fund
Prospectus Di scl osu re  and  Na t i ona l  Instrum en t 31 -103  Reg i stra t i on  Requ i remen ts,  Exempt i ons and  Ongo i ng  Reg i st ran t  Ob l i ga t i ons.

T he  d ra f t  ru l es a re  i n tended  to  have  two  p ri m ary e ffects once  adop ted :

M utua l  fund  m anagers wi l l  no  l onger be  ab l e  to  pay dea l e rs any fo rm  o f  sa l es com m i ssi on  a t  the  t i m e  o f  acqu i si t i on  o f  m u tua l  fund  securi t i es.  T h i s
i s i n tended  to  wi pe  ou t  the  "de fe rred  sa l es charge" ,  " l ow l oad"  and  " l eve l  l oad"  m e thods o f  acqu i ri ng  m utua l  funds.  Instead  cl i en ts wi l l  ag ree  wi th
the i r dea l e r and  i nd i vi dua l  advi so r,  whe the r o r no t  they wi l l  pay any fo rm  o f  com m i ssi on  to  the  dea l e r/ i nd i vi dua l  advi so r.

M u tua l  fund  m anagers wi l l  no  l onger be  ab l e  to  pay d i scoun t  b roke rs (as we l l  as any o the r dea l e r tha t  i s no t  requ i red  by securi t i es l eg i sl a t i on  to
m ake  a  su i tab i l i ty de te rm i na t i on  i n  respect  o f  the  cl i en t) any fo rm  o f  t ra i l i ng  com m i ssi on .  Instead ,  d i scoun t  b roke rs,  and  the  o the r dea l e rs tha t
p rovi de  no  advi ce ,  wi l l  be  expected  to  cha rge  the i r cl i en ts d i rect l y fo r the  se rvi ces they p rovi de .

Im p l i ci t  i n  th i s po l i cy deve l opm ent (bu t  l a rge l y unsta ted ) i s the  expecta t i on  tha t  m u tua l  fund  fees wi l l  be  reduced  and  cl i en ts wi l l  take  back the  power
to  m ake  deci si ons abou t  wha t  they wi l l  pay dea l e rs and  advi so rs.

However,  a l so  on  Sep tem ber 13 ,  2018 ,  the  On ta ri o  M i n i ste r o f  Fi nance  re l eased  a  d ram at i ca l l y unexpected  p ress re l ease.  T he  p ress re l ease  sta ted
si m p l y tha t  the  On ta ri o  governm ent "does no t  ag ree"  wi th  the  CSA p roposa l s re l a t i ng  to  the  ban  on  DSC purchase  op t i ons "as cu rren t l y d ra f ted " .  I t  i s
wi de l y understood  tha t  the  On ta ri o  governm ent was ob j ect i ng  to  the  p roposed  ban  on  DSC sa l es o f  m u tua l  funds exp l a i n i ng  tha t  th i s paym ent op t i on
has a l l owed  On ta ri o  fam i l i es and  i nvesto rs to  save  towards re t i rem en t and  o the r f i nanci a l  goa l s and  shou l d  no t  be  i n te rfe red  wi th .  T he  On ta ri o
governm ent 's vi ews on  the  CSA’s p roposa l s regard i ng  t ra i l i ng  com m i ssi ons pa i d  to  d i scoun t  b roke rs and  o the rs rem a i n  unknown a t  th i s t i m e .

Implications for Industry Participants

Notwi thstand i ng  the  end  o f  sum m er d ram a i n  On ta ri o  regu l a to ry ci rcl es,  i t  i s cl ea r tha t  the  CSA, i ncl ud i ng  the  On ta ri o  Securi t i es Com m i ssi on ,  a re
con t i nu i ng  wi th  the  consu l ta t i on  on  the  d ra f t  p roposed  am endm ents.  Com m ents on  the  p roposed  am endm ents to  NI  81 -105  a re  due  on  Decem ber 13 ,
2018 .  We consi de r i t  i m portan t  to  p rovi de  i npu t  to  the  CSA, no t  j ust  on  wha t  i s p roposed  (and  readers shou l d  no te  tha t  the re  a re  o the r m ore  techn i ca l
am endm ents p roposed  to  NI  81 -105),  bu t  a l so  on  wha t  i s no t  p roposed ,  bu t  quest i oned .  In  add i t i on  to  pub l i sh i ng  d ra f t  ru l es desi gned  to  ach i eve  the
si gn i f i can t  m u tua l  fund  fee  changes,  the  CSA a re  aski ng  fo r i npu t  i n to  a  num ber o f  m odern i za t i on  am endm ents to  NI  81 -105 ,  i ncl ud i ng  fo l d i ng  the
concep ts beh i nd  NI  81 -105  i n to  NI  31 -103 .  In  ou r vi ew, m odern i za t i on  o f  NI  81 -105  i s l ong  ove rdue ,  g i ven  tha t  i t  was wri t ten  fo r a  speci f i c t i m e  and  to
address speci f i c i ssues i nheren t  i n  the  m utua l  fund  i ndustry p ract i ces o f  the  l a te -1990s.  I f  no th i ng  e l se ,  m uch  gu i dance  has been  p rovi ded  by the  sta ff
o f  the  CSA si nce  the  adop t i on  o f  NI  81 -105  and  we  consi de r i t  h i gh  t i m e  tha t  tha t  gu i dance  be  pub l i shed  fo r com m ent by way o f  CSA po l i cy.

I t  i s a l so  vi ta l  tha t  i ndustry pa rt i ci pan ts consi de r ca re fu l l y the  "cl i en t  focused"  re fo rm s pub l i shed  i n  June  2018 ,  and  the  com m enta ry and  gu i dance
around  paym ent o f  t ra i l i ng  com m i ssi ons by fund  m anagers and  the  con f l i cts o f  i n te rest  i nhe ren t  on  dea l e rs accep t i ng  paym ent o f  such  com m i ssi ons.  We
consi de r tha t  i t  wi l l  be  ve ry d i ff i cu l t  i ndeed  to  pu t  i n to  p ract i ce  som e o f  the  gu i dance  o f  the  CSA a round  f i rm s addressi ng  con f l i cts o f  i n te rest  i n  the  best
i n te rests o f  cl i en ts.  Wha t does th i s rea l l y m ean  when  a  dea l e r f i rm  wi shes to  accep t  t ra i l i ng  com m i ssi ons i n  respect  o f  i ts d i st ri bu t i on  o f  m u tua l  fund
securi t i es?  What m ust  a  dea l e r and  an  i nd i vi dua l  advi so r do  to  avo i d  o r m anage  these  con f l i cts o f  i n te rest ,  pa rt i cu l a rl y g i ven  sta tem en ts abou t  the
d i ff i cu l t i es o f  m anag i ng  con f l i cts o f  i n te rest  th rough  d i scl osu re  a l one?  Co l l ect i ve l y,  the  cl i en t  focused  re fo rm s and  the  NI  81 -105  am endm ents wi l l
resu l t  i n  a  si gn i f i can t  t ransfo rm at i on  o f  how m anagers and  dea l e rs,  as we l l  as o the r i ndustry pa rt i ci pan ts,  m anage  the i r busi ness re l a t i onsh i ps.
Com m ents on  the  cl i en t  focused  re fo rm s a re  due  by October 19 ,  2018 .

We u rge  f i rm s to  consi de r the  p roposed  t ransi t i ona l  p rovi si ons,  as we  expect  the re  wi l l  be  consi de rab l e  cha l l enges i n  opera t i ona l i zi ng  the  fo l l owi ng
proposed  ru l e  changes:

A year t ransi t i on  f rom  adop t i on  o f  the  ru l e  un t i l  the  e ffect i ve  da te

No  new DSC sa l es a f te r the  e ffect i ve  da te

DSC schedu l es m ay con t i nue  to  run  down

No t ra i l i ng  com m i ssi ons payab l e  to  d i scoun t  b roke rs on  and  a f te r the  e ffect i ve  da te  (d i scoun t  b roke rs wi l l  be  expected  to  "m ove"  cl i en ts to  a  t ra i l i ng
com m i ssi on -f ree  cl ass o f  secu ri t i es o f  the  app l i cab l e  funds,  a l though  no  gu i dance  i s p rovi ded  on  how th i s cou l d  be  accom p l i shed).

Fi na l l y,  we  consi de r i t  i m portan t  to  quest i on  the  CSA’s p roposa l s to  ban  t ra i l i ng  com m i ssi ons to  be  pa i d  to  "o the r"  dea l e rs tha t  a re  no t  requ i red  by
securi t i es l eg i sl a t i on  to  m ake  a  su i tab i l i ty de te rm i na t i on  i n  respect  o f  the  cl i en t ,  g i ven  the  consi de rab l e  l ack o f  cl a ri ty as to  the  m ean i ng  and
app l i ca t i on  o f  tha t  concep t .

What’s Next

Fo l l owi ng  the  cl ose  o f  com m ent pe ri ods fo r bo th  the  cl i en t  focused  re fo rm s and  the  m utua l  fund  fee  p roposa l s,  we  expect  the re  to  be  a  fu rthe r pe ri od  o f
regu l a to ry i n t rospect i on  — one  tha t  i nvo l ves governm ents,  a t  l east  i n  On ta ri o ,  bu t  a l so  po ten t i a l l y e l sewhere .  A l l  tha t  can  be  sa i d  abou t  "wha t ’s next"  i s
tha t  th i s pe ri od  o f  i n tensi ve  regu l a to ry consi de ra t i on  o f  Canada ’s f i nanci a l  se rvi ces i ndustry i s de f i n i te l y no t  ove r.

We wou l d  be  p l eased  to  d i scuss the  ways you  can  l ea rn  abou t  and  ana l yze  the  co l l ect i ve  re fo rm s i nheren t  i n  the  cl i en t  focused  re fo rm s and  the  m utua l
fund  fee  re fo rm s.  We p l an  to  p rovi de  ou r com m ents on  bo th  p roposa l s and  wou l d  be  p l eased  to  work wi th  you  on  p rovi d i ng  com m ents.

ttp://www.osc.gov.on.ca/documents/en/Securities-Category8/csa_20180913_81-105_mutual-fund-sales.pd
ttps://news.ontario.ca/mof/en/2018/09/statement-on-the-ontario-securities-commissions-proposal-regarding-the-mutual-funds-industry.htm


For fu rthe r i n fo rm at i on ,  o r to  be t te r understand  the  d i rect  i m pact  these  p roposa l s wi l l  have  on  your busi ness,  p l ease  con tact  any o f  the  au tho rs o f  th i s
bu l l e t i n ,  o r any m em ber o f  BLG’s Investm en t M anagem ent Group.
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