Annex A
Summary of Comments and CSA Responses

The following is a summary of comments and CSA responses in respect of proposed amendments to National Instrument 81-105
Mutual Fund Sales Practices (NI 81-105) and Companion Policy 81-105CP to National Instrument 81-105 Mutual Fund Sales
Practices (81-105CP) published on September 13, 2018.

Table of Contents
PART TITLE
Part 1 Background
Part 2 General Comments
Part3 Comments on Definition of ""Member of the Organization"
Part 4 Comments on Repeal of Section 3.1 of NI 81-105
Part 5 Comments on Amendments of Section 3.2 of NI 81-105
Part 6 Comments on Transition Period
Part7 Comments on Regulatory Arbitrage
Part 8 Comments on Modernization of NI 81-105
Part9 List of Commenters

Part 1 — Background

Summary of Comments

On September 13, 2018, the Canadian Securities Administrators (the CSA or we) published for comment proposed amendments to NI
81-105 and 81-105CP and proposed consequential amendments to National Instrument 81-701 Mutual Fund Prospectus Disclosure
(NI 81-101), including Form 81-101F1 Contents of Simplified Prospectus (Form 81-101F1) and Form 81-101F3 Contents of Fund
Facts Document (Form 81-101F3), and National Instrument 31-103 Registration Requirements, Exemptions and Ongoing Registrant
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Obligations (NI 31-103), (collectively, the Proposed Amendments). The purpose of the Proposed Amendments is to implement the
CSA's policy response to the investor protection and market efficiency issues arising from the prevailing practice of investment fund
managers remunerating dealers and their representatives for mutual fund sales through commissions, including sales and trailing
commissions (embedded commissions). The Proposed Amendments:

e prohibit investment fund managers from paying upfront commissions to dealers, which results in the discontinuation of the
DSC option (the DSC ban), and

e prohibit the payment of trailing commissions to dealers who are not subject to a suitability requirement, such as dealers who
do not provide investment recommendations, in connection with the distribution of prospectus qualified mutual fund securities
(the OEO trailing commission ban).

We received 56 comment letters and the commenters are listed in Part 9. We thank everyone who took the time to prepare and submit
comment letters. This document contains a summary of the comments we received in relation to the Proposed Amendments and the CSA’s
responses. We have considered the comments received and in response to the comments, we have made some amendments (the
Amendments) to the Proposed Amendments.

This document contains a summary of the comments we received relating to the Proposed Amendments for a DSC ban and our responses to
those comments. With respect to the Proposed Amendments for an OEO trailing commission ban, a summary of the comments we received
and our responses to those comments will be provided in a subsequent CSA publication.

Part 2 — General Comments

Issue Comments Responses
DSC ban Investors and Investor Advocates
Investors and investor advocates We appreciate the support from the
overwhelmingly support the immediate commenters. We continue to be of the view
implementation of a DSC ban and rebut that the upfront sales commission payable
many of the industry stakeholder by mutual fund organizations to dealers for
comments. Their key comments are: mutual fund sales under the DSC option
gives rise to a conflict of interest that can
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Issue Comments Responses
e The DSC option is harmful to incentivize dealers and their representatives
investors and should be eliminated: to make self-interested investment
Many investors and investor advocates | recommendations to the detriment of
submit that the DSC option benefits investor interests.

only the interests of investment fund
managers and dealers at the expense of
investor interests. The upfront
commission payable on mutual fund
sales made under the DSC option
incents advisors to place investors in
funds not based on performance or “fit”
but rather based on anticipated
compensation needs of the
dealer/representative. The DSC option
also allows investment fund managers
to increase and/or maintain assets on
which to charge a management fee.
This increases the revenues to both
dealers/representatives and investment
fund manager to the detriment of
investor outcomes;

e The current use of the DSC option is
not driven by investor choice but by
dealer preference: Investor advocates
submit that the current use of the DSC
option is not driven by investor choice
but by dealer/representative preference
or acquired dependency on the upfront
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Issue

Comments

Responses

commission payment that DSC sales
provide to finance their operations and
grow a book of business. They submit
that investors are generally not
informed or not given a choice of
several purchase options by their
dealer/representative, but rather have
these choices limited and determined
by the dealer/representative based on
their revenue requirements. The DSC is
an inferior choice that allows for the
exploitation of less informed, less
advised consumers, and that needs to
be eliminated to improve the quality of
advice. More choice does not
necessarily mean better choice;

Concerns that a DSC ban would limit
access to advice are overstated:
Investor advocates remark that the DSC
option was never created for any reason
related to making advice available to
more people, but rather was created to
benefit mutual fund sellers because of
investor resistance to transparent front-
end commissions on mutual fund sales.
Moreover, investor advocates state that
industry comments regarding an advice
gap for smaller investors
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Issue

Comments

Responses

o gloss over the fact that an advice gap
already exists in Canada — i.e. many
advisors are disinclined or unable to
service small accounts, despite the
current availability of the DSC
option, and

o disregard or downplay innovations
that have opened significant new
avenues for serving small investors
(e.g. no-load funds offered by banks,
low-cost/trailing commission-free
funds offered by direct sellers, robo-
advisors);

Good investor discipline should be
encouraged through quality advice
rather than hardwired in a purchase
option: Investors submit that the
argument that the DSC should be
maintained because it keeps investors
invested when markets turn is not valid.
It is the role of the representative to
manage investor behavior. Good
counselling and a well-constructed
portfolio rather than a lock-in feature
built into a purchase option, are the
best defense against panic behavior.
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Issue

Comments

Responses

DSC ban

Industry Stakeholders

The vast majority of industry stakeholders
oppose the DSC ban for the following
reasons:

e Concerns with the DSC can be
addressed with existing tools and/or
additional guidelines: Many industry
stakeholders submit that the DSC
option can be a viable and legitimate
purchase option if used and regulated
appropriately and that it has a role for
certain investors, in particular those
with smaller amounts to invest. They
submit that regulatory concerns related
to the DSC option arise from the
suitability of the investment
recommendation rather than the DSC
option itself and that regulators must
continue to enforce compliance with
the suitability and disclosure
obligations where registrants fail to
comply.

e Chargeback model: In addition, some
industry stakeholders suggest allowing
the use of the DSC option only within
established guidelines and to require

We do not agree that the regulatory
concerns related to the DSC option arise
only from the suitability of the investment
recommendation. For example, redemption
fees can raise investor protection concerns
even when a proper suitability evaluation
has been conducted. We refer you to CSA
Notice 81-330 published on June 21, 2018
for an overview of the problematic
registrant practices and investor harms we
have identified in connection with the use of
the DSC option.

Requiring dealers, rather than investors, to
pay redemption fees under the DSC option
does not eliminate the conflict of interest
which stems from the payment of an upfront
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Issue

Comments

Responses

dealers rather than investors to pay the
redemption fee;

Other market and regulatory changes
are likely to impact the use of the
DSC option: Many industry
stakeholders remark that market forces
and disrupters (e.g. robo-advisors,
digital advisory solutions for dealers,
ETFs, fee-based accounts) are driving
changes independent of regulation and
are prompting a steady decline in the
use of the DSC option, which trend is
expected to continue. Furthermore, the
higher conduct standards proposed
under the Client Focused Reforms,
particularly the enhanced suitability
requirement and expanded conflict of
interest obligations as they relate to
third-party compensation, are
expected, if adopted, to further
accelerate the decline in the use of the
DSC option. Industry stakeholders
recommend that the CSA provide

commission. It also gives rise to a new
conflict of interest as dealers may attempt to
dissuade investors from making
redemptions in order to avoid paying
redemption fees.

We acknowledge that the use of the DSC
option has been in steady decline.
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Issue

Comments

Responses

guidance in the Client Focused
Reforms establishing a set of best
practices for the continued use of the
DSC option in appropriate
circumstances;

DSC ban would give rise to
unintended consequences:

o Impact on investors:

Reduce investor choice and
access to advice: Many
industry stakeholders submit
that the DSC ban would limit
choice for investors as to how
they may acquire investment
funds and pay for advice.
Fewer choices of compensation
models would limit access to
financial advice, particularly
for smaller investors, as it
would encourage the growing
tendency of dealer firms to
focus on higher-net worth
investors to maintain revenue
levels;

Other forms of compensation, including
other types of embedded commissions, will
remain available to compensate dealers for
advice. We also expect that dealers will
adapt their business models to continue
serving the needs of a wide range of
investors. We also expect that the impact of
the ban on investor choice and access to
advice will be limited as the DSC option
only represents approximatively 10.9% of
total mutual funds assets at the end of 2018.
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Issue

Comments

Responses

®  Reduce investor discipline:
Several industry stakeholders
submit that smaller mutual fund
investors may be deterred from
investing under the front-end
option (due to the front-end
commissions payable from the
purchase amount), and that this
may consequently reduce
savings rates. They also submit
that the elimination of
redemption fees further to the
DSC ban may reduce investors’
motivation to invest for the
long-term and may encourage
“short-termism” and impulsive
responses to market volatility;

o Impact on mutual fund
dealers/advisors — impede
recruitment and succession
planning: Many industry
stakeholders submit that the DSC
ban would make it more difficult for
new advisors to establish a book of
business and may consequently
impede advisor recruitment and
succession planning. This is because
newer advisors often rely on the

We are of the view that redemption fees are
not the only or most cost-effective way for
investors to discipline themselves. Dealing
representatives can use other effective ways
to encourage investor discipline.

We also believe that the front-end option,
which is a direct fee, does not present the
same investor protection concerns as the
DSC option. The research we have gathered
and reviewed suggests that investors are
more sensitive to salient upfront fees like
front-end loads and are more likely to
control such visible and salient fees that
they must pay directly.

The concern is noted. However, we expect
that the DSC ban will encourage dealers to
adapt their business models, which may
involve establishing alternative
remuneration models for new advisors.




-10-

Part 2 — General Comments

Issue Comments Responses

upfront commissions that
investment fund managers pay on
DSC sales to establish themselves
and afford the initial high cost of
establishing a new business,
whereas the more established
advisors are often able to forego the
upfront commission and instead live
off of a steady flow of trailing
commissions paid over several
years;

o Impact on competition — favouring

the vertical/bank channel: Non- We also expect that dealers who currently
deposit taker mutual fund dealer offer the DSC option will adapt their
firms and investment fund managers | business models to continue serving the
that utilize the DSC option submit needs of a wide range of investors.

that the DSC ban would further
skew the competitive balance
towards the larger, vertically-
integrated firms that generally do
not utilize the DSC. This could
encourage further industry
consolidation (i.e. banks’ continued
acquisition of independent dealers),
further consolidating market power
in bank-owned entities, which
would reduce choice and
competition for investors;
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Issue Comments Responses

e The DSC ban would not decrease
management expense ratios: Several
investment fund managers disagree
with the CSA’s stated expectation that
the elimination of the DSC option
would reduce management fees for
mutual funds.! They submit that there
is not always a direct correlation
between the upfront commission paid
to dealers and the management fee
charged by the investment fund
manager. In their view, competitive
pressures are a much greater factor in
an investment fund manager’s decision
to reduce management fees.

We expect that, since fund organizations
will no longer incur the cost of financing
upfront sales commissions to dealers on
DSC mutual fund sales, the management
fees charged to the mutual funds who
previously offered the DSC option will be
reduced in many cases.

e Guidelines and restrictions on the sale
of DSC: One industry commenter
proposed the following guidelines and
restrictions on the sale of DSC: (a)
enhanced disclosure of the DSC
schedule that is acknowledged by the

We have considered a range of potential
alternatives to a DSC ban, including
adopting enhanced rules and/or guidance to
better supervise the use of the DSC option.
We believe that these alternatives do not

adequately address the concerns we

client, (b) one commission policy S0 | jqentified with the use of the DSC option.
once a DSC schedule has been

completed on an account, the amount

! In the CSA Notice and Request for Comment for the Proposed Amendments, the CSA stated: “We expect that, since fund organizations will no longer incur the
cost of financing upfront sales commissions to dealers on DSC mutual fund sales, the management fees charged to the mutual funds who previously offered the
DSC option will be correspondingly reduced.”
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Issue

Comments

Responses

invested is not put into a new DSC
schedule at the same dealer, (¢) limit
the use of DSC at ages which are
appropriate to reduce the potential for
these fees to be incurred, (d) limit the
use of DSC to a client’s time horizon,
and (e) require advisors to ensure
clients consider establishing an
emergency fund that is not subject to a
DSC charge.

Given the Ontario government’s
opposition to the proposed DSC ban,
one investor advocate proposed that the
following interim measures that would
reduce, but not eliminate, investor
harm, until a full ban can be
implemented: (a) require written
policies by dealers to detect and
prevent mis-selling and churning of
DSC funds, (b) tighten up suitability
guidance from MFDA and IIROC, (¢)
cap the DSC redemption fee rate and
schedule and allow 10% free
redemption annually, (d) DSC money
market funds should have 0%
redemption fees and no redemption fee
schedule, (e) prohibit sales of DSC
when using leverage, (f) prohibit DSC
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Issue Comments Responses

sales to vulnerable investors, (g) one
commission policy, (h) prohibit DSC
funds in RRIF accounts, (i) no
redemption fees in the event of fund
mergers, (j) cap dealer switch fees for
DSC funds, (k) waive DSC redemption
fees in event of unitholder death, (1)
separate Fund Facts for DSC funds, and
(m) introduce standardized DSC
acknowledgement form.

Part 3 — Comments on the Definition of '""Member of the Organization"

Issue Sub-Issue Comments Responses

1. Under the Only one comment was received with We do not propose to change the definition
Proposed respect to the expansion of the definition of | of “member of the organization” in NI 81-
Amendments, “member of the organization”. The 105 in the Amendments.
we propose to commenter did not raise any objections.
expand the
definition of
"member of
the
organization"
in NI 81-105 to
capture an
"associate'', as
defined under
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Part 3 — Comments on the Definition of '""Member of the Organization"

Issue Sub-Issue Comments Responses
securities law,
of the
investment
fund manager,
of the principal
distributor or
the portfolio
advisor of the
mutual fund.

(a) Aside from One industry commenter commented that We have decided not to make any changes to
potential future | until the decision to eliminate the DSC the definition of “member of the
modernization option has been finalized, any changes organization” since the DSC option may
amendments would not be recommended. The continue to be offered in Ontario.
contemplated commenter did point out that paragraph (e)
further below, may be relevant should a dealer choose to
are there pay the fund company the gross proceeds of
additional an investor’s purchase and the fund
immediate company would deduct and send back to the
changes or dealer their sales commission as directed by
updates we the dealer.
should consider
making to the Another commenter noted that with the

definition? For
example, would
paragraph (e) of
the definition
still be relevant
further to the

repeal of s.3.1 of NI 81-105, it would not
make sense to maintain paragraph (e) of the
definition of “member of the organization”
and therefore paragraph (e) should be
repealed. The commenter did not find any
other changes to the definition to be
necessary.
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Part 3 — Comments on the Definition of '""Member of the Organization"

Issue Sub-Issue Comments Responses

elimination of
the DSC option?

Part 4 — Comments on Repeal of Section 3.1 of NI 81-105

Issue Sub-Issue Comments Responses
2. Would the One commenter was of the opinion thatno | We are of the view that the Amendments
proposed additional changes would be required to which will prohibit investment fund managers
repeal of eliminate DSC. As section 3.1 authorized from paying upfront commissions to dealers,
section 3.1 of payments of commissions from fund will result in the discontinuation of the DSC
NI 81-105 have companies to dealers, the conflicting option.
the expected element of the DSC would be eliminated.
effect of
eliminating all One investor advocate recommended
forms of the specifically adding: "For greater clarity, the
DSC option? If regulatory intent of these provisions is to
not, what other prohibit any form of a deferred sales charge
measures option for a mutual fund" in the final version
should be of the Amendments.
taken to ensure
that all forms
of the DSC
option are
eliminated?
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Part 4 — Comments on Repeal of Section 3.1 of NI 81-105

Issue

Sub-Issue

Comments

Responses

3. Would there be

any sales
practices
and/or
compensation
arrangements
with a
redemption fee
schedule and
redemption fee
that could exist
despite the
repeal of
section 3.1 of
NI 81-105?

If so, are rule
changes
required to
specifically
prohibit
redemption
fees that are
charged for
purposes other
than to deter
excessive or
short-term

One industry commenter was of the view
that a compensation arrangement could not
continue to exist once the upfront
commission was eliminated.

Another commenter wrote that segregated
funds would still exist with a DSC option as
a compensation arrangement with a
redemption fee schedule and redemption fee,
despite the repeal of section 3.1 of NI 81-
105. Further, regulatory arbitrage towards
insurance registration is a significant risk
that will negatively impact CSA registrant
AUA/AUM, and financial stability.

We are of the view that the Amendments
which will prohibit investment fund managers
from paying upfront commissions to dealers,
will result in the discontinuation of the DSC
option.
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Issue

Sub-Issue

Comments

Responses

trading in
funds?
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Part 4 — Comments on Repeal of Section 3.1 of NI 81-105

Issue Sub-Issue Comments Responses
4. We do not (a) Are there any | One industry commenter commented that if | We added section 4.1.2 of 81-105CP to
expect that the unintended dealers are not able to access the DSC provide clarification that the front-end load
repeal of consequences | option, they may be forced to increase their | option is not impacted by the Amendments.
section 3.1 of on the front- | use of front-end sales charges in order to be
NI 81-105 will end load adequately compensated for the advice and

have any
impact on the
availability
and use of
other sales
charge options,
including the
front-end load
option as it
currently exists
today.

option with
the repeal of
section 3.1
that we
should
consider?

services they provide to their clients. Front-
end sales charges reduce the amount of
initial investment into a mutual fund, which
could have long-term consequences for
investors in the form of less savings. DSC
was originally created so that investors
would not have to pay an upfront sales
charge and was the main reason that front-
end sales charges declined in popularity.

Prohibiting DSC would be a step backwards.

Another commenter could not foresee any
unintended consequences given that there is
no payment from the fund company to the
dealer but effectively a facilitation of a
payment from the client to the dealer, which
is specifically contemplated in the proposed
s.4.1.2 of 81-105CP.

One industry commenter wrote that the use
of the DSC Option in an RDSP account
allows the investor's funds to be fully
invested from day one without incurring a
direct sales charge, and since the grants and

We consider that the front-end load option to
be a sales commission paid directly by the
investor and not by the fund organization, and
thus is not within the scope of NI 81-105. The
research we have gathered and reviewed
suggests that investors are more sensitive to
salient upfront fees like front-end loads and
are more likely to control such visible and
salient fees that they must pay directly.
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Issue

Sub-Issue

Comments

Responses

bonds are based on contributions to the
account, this in turn can maximize grants
and bonds that can be provided to the
investor. In the absence of the DSC Option,
the costs of servicing these types of accounts
may rise, which will directly impact the
investors who make use of this account.

Another commenter wrote that an
unintended consequence on the front-end
load option would be an increasing shift to
the use of funds with a higher front-end
load, including those with a maximum
charge of 5%.

An industry commenter wrote that there are
three significant unintended consequences.
First, it will drive customers away from the
independent advice distribution channel.
Eliminating this option is not in the best
interest of investors. Second, overall costs to
investors will increase. Rather than have the
possibility of incurring a sales charge under
the DSC option, investors are likely to incur
such a cost where some up-front
compensation is needed for the investor to
receive personal financial advice. Third, the
front-end load option reduces the amount
available to be invested by the customer.
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Issue

Sub-Issue

Comments

Responses

(b) Are there
any other
types of
sales charge
options that
will be
impacted by
repealing
section 3.1?

Only one comment was received. The
commenter could not foresee any other types
of sales charge options being impacted.

We thank the commenter for their feedback.

Part 6 —- Comments on Transition Period

Issue

Sub-Issue

Comments

Responses

5. A transition
period of 1
year from the
date of
publication of
the final
amendments is
sufficient time
for registrants
to
operationalize

DSC Ban — Many industry stakeholders
submit that the 1-year transition period
proposed for the implementation of the DSC
ban should be extended to a minimum of 2
years, with some stakeholders proposing a
transition of up to 3 years. The extra time is
required to allow impacted dealers/advisors
to change their business models to
accommodate alternative compensation
arrangements, including new internal
compensation a.rrangernents.2

We agree with industry stakeholders that a
transition period of 2 years is required to
provide sufficient time for dealer firms and
representatives who currently make use of
the DSC option to transition their practices
and operational systems and processes.

2 Independent mutual fund dealers that participated in in-person consultations held in Québec submitted that the DSC ban may lead them to change the current
compensation arrangements with their senior advisors to reduce their payouts (generally around 80% of the commissions paid by the investment fund manager)
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Part 6 — Comments on Transition Period

Issue Sub-Issue Comments Responses
the Proposed
Amendments.

Are there any
transitional
issues for fund
organizations
and
participating
dealers with
implementing
the Proposed
Amendments
within the
proposed 1-
year transition
period?

If so, please
provide details
of the relevant
operational,
technological,
systems,
compensation
arrangements
or other

in order to increase the compensation of new advisors. This would take time as it would require an important change in culture, a new way to work in a team
(senior advisors and new advisors) and negotiations with the impacted senior advisors.
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Issue Sub-Issue Comments Responses
significant
business
changes

required, and
the minimum
amount of time

changes to the
disclosure in
the simplified
prospectus and
fund facts
documents
within the

material change. As a result, the final rule
should provide a mechanism to permit
revised disclosure to be included in the next
prospectus renewal with a future effective
date indicated.

reasonably
required to
operationalize
those changes
and comply
with the
Proposed
Amendments.

6. With the One commenter expressed that the Proposed | As discussed in the accompanying
implementatio Amendments would constitute a material Multilateral CSA Notice, we take the view
n of the change for the mutual fund depending upon | that the discontinuance of the DSC option
Proposed the specific facts applicable to each fund would be a material change as defined in
Amendments, organization. For example, if the final rule National Instrument 81-106 Investment
would the results in the capping of, or the ceasing to Fund Continuous Disclosure (NI 81-106).
required offer, a specific series, it may constitute a Accordingly, amendments to both the

simplified prospectus and fund facts
documents would be required to indicate
that the DSC option is no longer available.
In lieu of such amendments, prospectuses
and fund facts documents receipted prior to
the Effective Date may provide disclosure
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Issue Sub-Issue Comments Responses
proposed 1- Finally, disclosure of the DSC option would | indicating that the DSC option will not be
year transition have to be included in fund offering available as of the Effective Date.
period documents until the final redemption
necessitate schedule runs out to address disclosure for The simplified prospectus form
amendments those investors who purchased under the requirements require disclosure of sales

outside of a
mutual fund's
prospectus
renewal
period? Would
these changes
be considered
to be material
changes under
NI 81-106?

DSC option and switch to another fund
within the same fund family. The fund
offering documents would have to indicate
that the DSC option is not available for new
purchases.

Other commenters agreed that this would
necessitate amendments outside of a mutual
fund’s prospectus renewal period and that
these changes would be considered material
under NI 81-106. Making amendments
outside of the prospectus renewal schedule
will be expensive, with unitholders
ultimately bearing that expense.

Another commenter noted that there may be
diverging practices in the context of the NI
81-105 amendments and it would be in the
best interests of clients if the regulators state
whether an amendment is required. The
commenter felt that amendments should not
be required and that one year would
generally be sufficient to change the
prospectus and Fund Facts documents.

options available for purchase. While fund
managers may opt to continue to include
disclosure about the DSC option in fund
offering documents until the final
redemption schedule runs out, it is not a
simplified prospectus form requirement.
However, fund managers may choose to
include this information on their website for
the benefit of investors who have previously
purchased the funds under this option.
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Issue Sub-Issue Comments Responses
7.At this time, the Several commenters did not support We agree with commenters that mutual fund
CSA is requiring existing DSC holdings to be investments purchased under the DSC
allowing converted to the front-end load option or option prior to the Effective Date will not
redemption sales charge option and requested that the have to be converted to the front-end load
schedules on DSC schedules of existing holdings should | option or other sales charge option. Instead,
existing DSC be allowed to run to maturity. By proposing | the redemption schedules on those existing

holdings as of
the effective
date of the
Proposed
Amendments
to run their
course until
their scheduled
expiry, and
fund
organizations
to continue
charging
redemption
fees on those
existing
holdings that
are redeemed
prior to the
expiry of the
applicable

amendments to convert DSC holdings
earlier than their normal redemption
schedule, the CSA would be interfering with
the commercial arrangement that was
established between investment fund
managers, dealers and investors at the time
the mutual fund units were purchased by the
investor.

Other commenters supported allowing
redemption schedules to run their course and
indicated that redemption charges should
still apply even if regulations require a
quicker transition out of DSC fund units.
They noted that the economics of the
compensation arrangement have already
been agreed to and should not be changed by
regulatory intervention. This would be
consistent with the approach taken by the
UK Financial Conduct Authority as part of
its Retail Distribution Review.

DSC holdings as of the Effective Date
would be allowed to run their course until
their scheduled expiry. Fund organizations
would therefore be allowed to charge
redemption fees on those existing holdings
that are redeemed prior to the expiry of the
applicable redemption schedule.
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Issue Sub-Issue Comments Responses
redemption One commenter stated that for clients that
schedule. are invested in a mutual fund with a DSC,
additional time may be required for clients
Should the to complete the redemption schedule
CSA propose without paying the DSC charge if they were
amendments to forced to switch to another purchase option
require due to the Proposed Amendments. The
existing DSC commenter felt that there should also be

holdings as of
the effective
date of the
Proposed
Amendments
to be converted
to the front-
end load option
or other sales
charge option?

If so, are there
any
transitional
issues for fund
organizations
and
participating
dealers with
converting
existing DSC

guidance regarding transfers-in of holdings
from other dealers in the Proposed
Amendments for clarity.

One commenter indicated that if a switch to
front-end is required immediately, it would
be unfair to not permit the fund manager to
charge any redemption fee.

One investor advocate wrote that switching
to F class (or equivalent) should take place
on a no cost, tax-free basis no later than the
effective date. Switching should actually
take place now given the financial harm that
investors are enduring. The downside of a
conversion is that the fund assets would be
subject to higher trailing commission after
conversion, unless offset by a reduced MER.
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Issue Sub-Issue

Comments

Responses

holdings to
another sales
charge option?

What would be
an appropriate
transition
period?

Part 7 — Comments on Regulatory Arbitrage

Issue

Comments

Responses

8.We understand that the elimination
of the DSC option may give rise to
the risk of regulatory arbitrage to
similar non-securities financial
products, such as segregated
funds, where such purchase option
and its associated dealer
compensation are still available.
Please provide your thoughts on
controls and processes that
registrants may consider using,
and on specific measures or
initiatives that the relevant
regulators should undertake, to
mitigate this risk.

Many industry stakeholders commented that
the DSC ban would encourage regulatory
arbitrage to similar non-securities financial
products, such as segregated funds, where the
DSC option is still available, and that the CSA
should liaise with other financial regulators
before proceeding with any policy initiative
that will cause a difference in treatment
among similar retail investors.

We did not receive any comments on
controls and processes that registrants may
consider using, or on specific measures or
initiatives that the relevant regulators
should undertake, to mitigate the risk of
regulatory arbitrage. Accordingly, the
Amendments do not propose any specific
measures or initiatives in this respect.
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9. CSA may consider future
amendments to modernize NI 81-
105, an instrument that has been
in place since May 1998. Given
that NI 81-105 aims to restrict
compensation arrangements that
can conflict with registrants'
fundamental obligations to their
investor clients, and given that the
proposed Client Focused Reforms
introduce the requirement for
registrants to address conflicts of
interests, including conflicts
arising from third-party
compensation, in the best interests
of clients or avoid them, should
the modernization of NI 81-105
entail a consolidation of its
requirements into the registrant
conduct obligations of NI 31-103?

Several commenters were of the view that
although NI 81-105 should be modernized
and updated, it is not necessary to
consolidate it into the registrant conduct
obligations of NI 31-103, as it would be
potentially confusing.

Some industry commenters recommended
that the CSA finalize their amendments to
NI 31-103 and allow this NI 81-105
consultation to run its course before
entertaining any ideas of consolidation of, or
further change to, the National Instruments.
Industry will require time and resources to
implement the final amendments and the
CSA will require time to assess the efficacy
of the amendments prior to undertaking
another consultation of these National
Instruments.

A few commenters opposed the
consolidation of NI 81-105 requirements
into NI 31-103. One commenter indicated
that NI 81-105 is designated specifically for
retail-oriented mutual funds and provides
simplicity by having the requirements
contained in one National Instrument
focused on this specific product. Given the
detail and length of NI 31-103 and 31-

We thank commenters for their feedback.

These comments will be taken in

consideration should the CSA decide to

modernize NI 81-105 at a future date.
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103CP, including NI 81-105 would create
undue complexity and confusion for
industry participants.

One commenter expressed that although the
current Proposed Amendments do not affect
Section 5.4, the CSA should revisit these
restrictions and move away from naming
specific providers (i.e., IFIC and the IDA),
and requiring exemptive relief.

Other commenters indicated that NI 81-105
should represent a comprehensive code for
compensation arrangements, even if there is
duplication of other National Instruments.
Payments that are substantively similar to
those that are proposed to be discontinued
should also be terminated to ensure
consistent and fair competitive dynamics
and investor choice. In addition, the CSA
should work with their insurance and other
counterparts to view segregated funds and
the universal life portion of insurance
policies. Regulators may also wish to
examine in more detail the compensation
practices and benefits provided to
scholarship plan dealers.




29.

Part 8 — Comments on Modernization of NI 81-105

Issue

Comments

Responses

One investor advocate expressed that NI 31-
103 and NI 81-105 are intertwined so a
consolidation into NI 31-103 makes sense.
Without consolidation, if there is a conflict
between the NI 31-103 and NI 81-105, then
NI 31-103 should have precedence.

10.NI 81-105 currently applies only

to the distribution of prospectus
qualified mutual funds. In our
view, the conflicts arising from
sales practices and compensation
arrangements that are addressed
by the provisions in NI 81-105 are
not unique to the distribution of
prospectus qualified mutual funds
and also arise in the distribution of
other investment products, either
sold under a prospectus or a
prospectus exemption. Are there
other types of investment products
that are not currently subject to
NI 81-105, such as non-
redeemable investment funds,
certain labour-sponsored
investment funds, structured notes
and pooled funds that should also
be subject to NI 81-105? If not,
why should these investment

One commenter was of the view that the
scope of NI 81-105 should not be extended
to include alternative investment products.
The types of investors who purchase non-
prospectus offered alternative investment
products, including non-redeemable
investment funds, are sophisticated investors
who understand the terms of their
investments and are given the opportunity to
negotiate the terms of the offering. Also,
alternative investment funds typically rely
on relationship-based investing with their
clients and distribute their own investment
product. If the CSA were to extend the
scope of NI 81-105 to include non-
prospectus offered alternative investment
products, it would be departing from the
approach that it has historically taken even
though the rationale for regulating them
differently than mutual fund securities
distributed pursuant to a prospectus or
simplified prospectus will not have changed.

We thank commenters for their feedback.

These comments will be taken in
consideration should the CSA decide to
modernize NI 81-105 at a future date.
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products, their investment fund
managers and the dealers that
distribute them, remain outside
the scope of NI 81-105?

Another industry commenter also agreed
that exempt products should remain outside
the scope of NI 81-105, as the industry
needs to maintain some sort of
compensation structure for those selling
these higher-risk products. Private capital
raises for new and existing businesses that
drive employment, technology and
innovation are needed for these firms to
succeed. The elimination of up-front
compensation for exempt market product
sales would effectively eliminate this form
of capital raising.

Two industry commenters wrote that pooled
funds should not be subject to NI 81-105.
These types of products are sold pursuant to
prospectus exemption and are not subject to
other mutual fund rules such as National
Instrument 81-101 — Mutual Fund
Prospectus Disclosure, National Instrument
81-102 — Investment Funds or National
Instrument 81-107 — Independent Review
Committee for Investment Funds. Further,
Client Focused Reforms seem to enhance
the existing conflict of interest obligations in
a manner which would capture any concerns
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associated with the sale of other types of
investment products.

Some industry commenters were of the view
that it is unnecessary to have products such
as structured notes and pooled funds
included in NI 81-105. For IIROC firms,
most of these products are portfolio
managed, discretionary solutions
predominantly aimed at higher net worth
clients. As such, these portfolio managed
services and products are not usually
purchased by middle income Canadians, the
key investors that both the Client Focused
Reforms and the Proposed Amendments are
designed to protect. Furthermore, costs of
offering these products will likely increase if
more regulatory requirements are placed
upon them.

Another commenter noted that it may be
useful to consider expanding the scope to
other public funds, but only after
consultation and research into industry
practice in conjunction with a complete
review and modernization of NI 81-105. It
should not be expanded to private pool
funds at this time, unless the CSA determine
that, after carrying out research and
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consultation, the same concerns about sales
practices exist in respect of pooled funds, as
for public mutual funds.

One industry commenter wrote that the CSA
should consider separately managed
accounts (SMAs) and unified managed
accounts (UMASs) as they are considered
fee-based accounts and are becoming
increasingly popular, particularly among the
banks. They are not subject to the same
disclosure requirements as mutual funds and
there is little disclosure of the performance
of these accounts, although investors do
receive reporting after they buy these
products. There is also no publicly available
price information about these products.
Investors may not be aware that a higher
portion of the fee goes towards advisor
compensation than the commissions on a
mutual fund. Rather, SMAs and UMAs are
typically pitched as cheaper and superior
alternatives to mutual funds, but in many
cases, they are not.

Another commenter indicated that the goal
should be to regulate products that are either
mutual-fund-like or that are sold alongside
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mutual funds by the same representatives in
the same manner as mutual funds.

Another commenter suggested that NI 81-
105 should apply more broadly to include
other investment products, not just
prospectus qualified mutual funds. New
types of investment products have been
developed since NI 81-105 was adopted in
1998, and they should be subject to similar
controls on sales practices and other
arrangements if they are not captured
elsewhere. However, this should be part of
an overall review that would seek to
modernize the instrument and reduce the
burden of overly prescriptive requirements.

One industry commenter suggested that
ETFs should be brought within the scope of
NI 81-105.

11.We seek feedback on whether we
should change the term "trailing
commission' to a plain language
term that investors would better
understand and would better
describe what a trailing
commission is. If so, what are
some suggested terms?

One industry commenter opposed changing
the term “trailing commission” because the
current term is appropriate because a trailing
commission trails after the advisor after the
sale.

Other commenters also opposed changing
the term “trailing commission” and pointed
out that term is used in a number of

We thank commenters for their feedback.
These comments will be taken in
consideration should the CSA decide to
modernize NI 81-105 at a future date.
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documents including compliance manuals,
in prospectuses, Fund Facts documents and
CRM2 reporting. Changing the term would
result in unnecessary costs to revise the
disclosure and reporting documents with no
demonstrable benefit. Introducing a new
term may only increase client confusion as it
may raise questions as to whether it is a new
fee. Consistency and continuity of the term
helps to provide clarity.

One commenter indicated that there has
been much discussion of trailing
commissions in the media so it is a fair
assumption that investors understand the
term generally.

Another commenter strongly opposed the
proposed definition for NI 81-105 in section
1.1. The commenter suggested that the
definition of trailing commission should
capture what the investor is specifically
paying for and should not justify payments
by an investor for continuing to hold the
fund but not receiving any services or advice
in respect of continuing to own the fund.

One commenter suggested that an
explanation be provided alongside the term
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“trailing commission”, and/or redirect
investors to where more explicit information
is available. Broadening the definition to
include any services provided to the client,
not limited to advice, will require clear
language so firms and advisors understand
what “services” are (or are not) captured as a
trailing commission.

Some commenters were open to the CSA’s
efforts to improve consumer understanding
of fees. One commenter suggested the term
“ongoing annual commission” — or
something similar. Another commenter
suggested “service fee” or “advice fee” and
another suggested “perpetual sales charge”
or “ongoing sales charge” to help investors
understand that the size of the fee grows at a
compound rate.

One investor advocate suggested the terms
“distribution commission” or “service
charge” but noted that any terminology
employed would require investor testing.
The commenter also suggested amending
the definition to: A trailing commission is
any payment by a mutual fund company to
an investment dealer that is part of a
continuing series of payments directly
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related to a client's ownership of a mutual
fund.

12.The definition of "participating
dealer" in NI 81-102 carves out a
principal distributor. As a result,
principal distributors are not
subject to the provisions of NI 81-
105 that apply to participating
dealers. Should the modernization
of NI 81-105 contemplate the
inclusion of principal distributors
in the application of all the
provisions of NI 81-105?
Alternatively, are there specific
provisions in NI 81-105 that
should also apply to principal
distributors? Please explain.

Two industry commenters commented that
the conflicts around payments by fund
managers to participating dealers that NI 81-
105 is designed to moderate are not as
apparent in connection with principal
distributors. Any decisions to expand or
change NI 81- 105 should only be done in
conjunction with a complete review of its
terms and provisions with a view to
modernizing it.

One commenter wrote that the prohibition
on the payment of trailing commissions
where no suitability determination is made
should apply to principal distributors as well
as participating dealers; otherwise, dealers
that are principal distributors would have an
unfair advantage over participating dealers.
Also, OEO dealers could become principal
distributors of mutual funds offered by an
affiliated investment fund manager in order
to receive trailing commissions.

Two industry commenters supported
expanding the scope of NI 81-105 to include
principal distributors to ensure a level
playing field as dealers engaging in similar

We thank commenters for their feedback.

These comments will be taken in

consideration should the CSA decide to

modernize NI 81-105 at a future date.
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forms of activities should fall under similar
regulations. Integrated financial institutions
involved in both the manufacturing and
distribution of a mutual fund product should
not be exempt from the requirements
applicable to third party dealers.
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