Mutual Fund Dealers Association of Canada

Housekeeping Amendments to
MFDA Rule 3 (Financial and Operations Requirements)

Current Rule

Rule 3 sets out the minimum requirements that MFDA Mesberst observe regarding
financial and operational considerations. These inaiidenum Member capital,
segregation of client property, early warning provisidingncial filings and audit
requirements.

In particular, Rule 3.5.3 requires Members to file, throungdr tauditors, on an annual
basis, such additional information relating to affairany related Members, as considered
necessary by the MFDA.

Reasons for Amendments

Most of the amendments to Rule 3 have been proposedrify,alpdate and address
minor inconsistencies between terms used in the Rdléeams used in other contexts,
such as the Canadian Institute of Chartered Accounf&HSA”) Handbook.

With respect to Rule 3.5.3, this Rule was initially incldigieior to the establishment of the
MFDA Investor Protection Corporation. The Rule comp&ated cases where there may
be companies that are considered “related” and arecbetred by the MFDA'’s investor
protection fund, but are not both subject directly toNDA’s audit jurisdiction. Given
the fact that the MFDA Investor Protection Corparatonly offers coverage to Members
of the MFDA, Rule 3.5.3 is no longer considered relevant.

Description of Amendments
The following amendments to Rule 3 are proposed:

* MFDA Investor Protection “Fund” or “Plan” has beeranged to MFDA Investor
Protection “Corporation” (Rules 3.4.2(b)(ii)(C), 3.6.5 and.3).

» The word “inventory” has been changed to “investmetdghore accurately state the
Rule as mutual fund dealers do not typically have “invefitoalances (Rule 3.4.3).

* The word “consolidated” has been changed to “combinet@ssolidated” is a
defined term under the CICA Handbook whereas the MFDArtigarequirements
are specifically outlined in the Rule (Rule 3.5.2).

* Rule 3.5.3 has been deleted.
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* The word “Canadian” has been added where there areispefgfences to “generally
accepted accounting principles” or “generally accepted agditemdards” to clarify
that it is Canada’s standards that apply (Rules 3.5.4(b3.&nt)).

» Specific references to the CICA Handbook have beenvedhas section references
have become outdated (Rules 3.6.2(a), 3.6.2(a)(i), 3.6.26)diiB.6.4).

» Early warning “reserves” has been changed to earlpin@f'excess” to ensure
consistency of terms used (Rule 3.6.2(a)(ii)).

» The word “prove” has been changed to “substantiate”dreraccurately state the
auditor requirements and ensure consistency with CICAlbtawk terminology (Rule
3.6.2(b)(i)).

* Where terms are narrow in scope (i.e. “mutual fund’ctisigy”), amendments have
been made to clarify the requirement is broader in scépe example, “securities”
has been changed to “securities or other investmedupts’ or “assets” to ensure
that guaranteed investment certificates and other produetsonsidered (Rules
3.6.2(b)(iii), 3.6.2(b)(v), 3.6.2(b)(vi)(B) and 3.6.2(b)(iv)(C))

» Specific Rules have been updated to properly reflect chamgesliting practices
resulting from advancements in technology over timeg&816.2(b)(iv) and
3.6.2(b)(vi)).

» Additional wording has been added for clarification of ggaequirements (Rules
3.6.2(b)(v) and 3.6.2(b)(vi)(B)).

» Corrections have been made to cross-referencesfaging “(E)” to “(D)”) (Rule
3.6.2(b)(vi)).

* The words “Cash and” have been added to the Rule tatrdfle proper name of the
Report in Form 1 (Rule 3.6.2(b)(ix)).

The proposed amendments are housekeeping in nature iheépatré intended to clarify
existing requirements and the current language of the Rule.

Effective Date
The amended Rule will be effective on a date to be gulesgly determined by the
MFDA.



Mutual Fund Dealers Association of Canada
Financial and Operations Requirements (Rule 3)

On May 22, 2008, the Board of Directors of the Mutual Fundddg@ssociation of
Canada made the following housekeeping amendments to MFIRASR

3.4 EARLY WARNING

3.4.2 (b) Requirements. If a Member is designated in early warning then,
notwithstanding the provisions of any By-law or Rulége tfollowing
provisions shall apply:

(i) the Corporation shall immediately designate tharier as being in
early warning and shall deliver to the chief execubifieer and chief
financial officer a letter containing the following:

(A) advice that the Member is designated as being ify ear
warning,

(B) arequestthat the Member file its next montinigricial report
required pursuant to Rule 3.5.1(a) no later than 15 business
days or, in the discretion of the Corporation if cdased to
be practicable, such earlier time following the endhef
relevant month,

(C) a request that the Member respond to the lettezcpsred
under Rule 3.4.2(b)(iii) and confirmation that such response
together with the notice received pursuant to Rule 3.4ig(b)(
will be forwarded to MFDA Investor Protectiofund
Corporation and may be forwarded to any securities
commission having jurisdiction over the Member,

(D)  advice that the restrictions referred to in RueZb)(iv) shall
apply to the Member,

(E)  such other information as the Corporation shatiseler
relevant;

3.4.3 Restrictions. The Corporation may in its discretion, without affoiglthe Member a
hearing, prohibit a Member which is designated as beingarly warning from
opening any new branch offices, hiring any new Approweddhs, opening any new
client accounts or changing in any material respectitleeitoryinvestmenpositions
of the Member. Any such prohibitions which have begomosed shall continue to
apply until the Member is no longer designated as beinganty warning, as
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demonstrated by the latest filed monthly financial repbthe Member.

3.5 HLING REQUIREMENTS

3.5.2 CenselidatedCombined Financial Statements.In calculating the risk adjusted
capital of a Member, the financial position of the iMer may, with the prior
approval of the Corporation, bensdidatedcombinedin a manner as set out below)
with that of any related Member provided that:

(@)

(b)

(€)

the Member has guaranteed the obligations of suchaddlééenber and the
related Member has guaranteed the obligations of the bgler{such
guarantee to be in a form acceptable to the Corporatidnunlimited in
amount).

inter-company accounts between the Member and thedd&ember shall be
eliminated;

any minority interests in the related Member shalldiminated from the
capital calculation; and

calculations with respect to the Member and the r@lstember shall be as of
the same date.

;

5:83.5.

Members' Auditors

Standards. The Member's auditor shall conduct his or her exdimmaf the
accounts of the Member in accordance vitimadiangenerally accepted
auditing standards and the scope of his or her procedutidsessatficiently
extensive to permit him or her to express an opinothe Member's financial
statements in the form prescribed. Without limiting tenerality of the
foregoing, the scope of the examination shall, whemicable, include at
least the procedures set out in Rule 3.6.

Assessments

3.6 AUDIT REQUIREMENTS

3.6.1 Standards.The audit under Rule 3.5 shall be conducted in accordamgéavitdian
generally accepted auditing standards and shall includeeare¥ithe accounting
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(@)

(b)

system, the internal accounting control and proceduresafeguarding assets. It
shall include all audit procedures necessary under the Gtanoes to support the
opinions which must be expressed in the Member's awdiggorts of Parts | and |l
of Form 1. Because of the nature of the industry, sbhstantive audit procedures
relating to the financial position must be carried aufthe audit date and not as of
an earlier date, notwithstanding that the audit is @tiserconducted in accordance
with Canadiargenerally accepted auditing standards.

Scope

Tests. The scope of the audit shall include the following pdoces, but nothing
herein shall be construed as limiting the audit or péngithe omission of any
additional audit procedure which any Member's auditor woultha@eessary under
the circumstances. For purposes of this Rule teststfaltwo basic categorigas
described in CICA Handboedections 5300-111t6-5300-21)

(0 specific item tests, whereby the auditor examines ichai/ items
which he or she considers should be examined becatiseircdize,

nature or method of recordifGtCA-Handbook-Section 5300-13)

and

(i) representative item tests, whereby the auditor's tbgeds to
examine an unbiased selection of itefsction-5300-13)

The determination of an appropriate sample on a repsgs@enbasis may be made
using either statistical or non-statistical methadsaccordance with Canadian

generally accepted auditing standaf@8cA-Handbeok-Section5300-14)

In determining the extent of the tests appropriatebrsagctions (i), (i) and (ii)) of (b)
below, the Member's auditor should consider the adequdhbg si/stem of internal
control and the level of materiality appropriate in dreumstances so that in the
auditor’'s professional judgement the risk of not detectingaterial misstatement,
whether individually or in aggregate is reduced to an apptefyriaw level (e.g. in
relation to the estimated risk adjusted capital and eamipingreserveexcesk

Audit Procedures. The Member's auditor shall as of the audit date:

) compare ledger accounts with the trial balances olt&ioen the general and
subsidiary ledgers angoevesubstantiatéhe subsidiary ledger totals with their
respective control accounts (see Rule 3.6.4 below rglati&lectronic Data
Processing);

(i) account for, by physical examination and comparisoh e books and
records, all securities in the physical possessioheoMember;
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(iir) review the reconciliation of all mutual fumdcompanies and financial
institutionswhere a Member operates a nominee hame account/awd ttee
balancing of allsecuritypositions. Where a position or account is not in
balance according to the records, ascertain that ajuatéeprovision has
been made in accordance with the Notes and Instrudtomait of balance
positions embodied in Statement B of Form 1 for anyrg@tidoss;

(iv)  review bank reconC|I|at|onsA#eFaMewng—at—leas{—ten—buﬂness—days to
Hhes d

eredlt—maqqe&dmeeﬂyem#qe—bankand by approprlate audlt procedures

substantiate on a test basis the reconciliatiortstivi ledger control accounts
as of the audit date;

(v) where a Member operates a nominee name accounats its own securities
or investment productensure that all custodial agreements are in place for
seeuritiethoselodged with acceptable locatioasd that such agreements
satisfy the minimum requirements of the Corporation

(vi)  obtain written confirmation with respect to the doling:
(A)  bank balances and other deposits;
(B) cash,nominee nameseecuritypositions and deposits with clearing

houses and like organizations and cash randinee nanseeurity
positions with mutual fund companiesd financial institutions

(C) cash andsecuritiegivestmentsloaned or borrowed (including
subordinated loans) together with details of collatezakived or
pledged, if any;

(D) accounts with brokers or dealers;

(E) accounts of directors, partners or officers of the lemield by the
Member where the Member operates a nominee nameracco

(F)  accounts of clients where a Member operates a nonmae®
account;

(G) statements from the Member's lawyers as to thestdiawsuits and
other legal matters pending which, if possible, shoultud® an
estimate of the extent of the liabilities so diselisand

(H) all other accounts which in the opinion of the Menséwuditor
should be confirmed.
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Compliance with the confirmation requirements shatiéemed to have been
made if positive requests for confirmation have beerlecsent by, and
returned directly tothe Member's auditem-an-envelope-bearing the-auditor’'s
returp—addresand second requests are similargiiecsentto those not
replying to the initial request. Appropriate alternatieefication procedures
must be used where replies to second requests have naebewed. For
accounts mentioned iE) and (F) above, the Member’s auditor shall (1)
select specific accounts for positive confirmationedasn their size (all
accounts with equity exceeding a certain monetary amaithtsuch amount
being related to the level of materiality) and othlearacteristics such as
accounts in disputeand—neminee—name—aceouyntand (2) select a
representative sample from all other accounts of giriti@xtent to provide
reasonable assurance that a material error, ifstsexvill be detected. For
accounts in DE) and (F) above that are not confirmed positively, the
Member’s auditor shathaiisendstatements with a request that any differences
be reported directly to the auditor. Clients' accountBout any balance
whatsoever and those closed since the last audit ddtalsb be confirmed
on a test basis using either positive or negative rcoafion procedures, the
extent to be governed by the adequacy of the systemeofal control;

(vii)  subject the Statements in Part | and Schedul&am Il of Form 1 to audit
tests and/or other auditing procedures to determine thataigin and capital
requirements, which are used in the determination abttess (deficiency) of
risk adjusted capital are calculated in accordance witRdltes and Form 1 in
all material respects in relation to the financiatements taken as a whole;

(vii)  obtain a letter of representation from thaise officers of the Member with
respect to the fairness of the financial statemeolsding among other things
the existence of contingent assets, liabilities admitments;

(iX) complete and report on the results of applying thegileed procedures
contained in the Report on Compliance for Segregati@asi an&ecurities
in Form 1.

3.6.3 Insurance—and-SubseguentEvenfditional Reporting. In addition, the
Member's auditor shall:

(@) complete and report on the results of applying thecpibesl procedures
contained in the Report on Compliance for Insuranée®mm 1; and

(b) report on any subsequent events, to date of filimgzmhave had a material
adverse effect on the excess (deficiency) of risk astjusapital.

3.6.4 Systems Review.The Member's auditors' review of the accounting systém
internal accounting control and procedures for safeguardmgities prescribed in
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3.6.7

the above Audlt Requlrements should encompass any in- boseence bureau EDP
operations. &
@ﬂ%%%@&ﬂ%%ﬁe%eﬂﬂe&@%@% a result of such
review and evaluation the Member's auditor may be tableduce the extent of
detailed checking of clients and other account statertetrigl balances and security
position records.

Retention. Copies of Form 1 and all audit working papers shall bénezteoy the
Member's auditor for seven years. The two most tegesrs shall be kept in a
readily accessible location. All working papers shaliade available for review by
the Corporation and the MFDA Investor ProtectdsCorporatiorand the Member
shall direct its auditor to provide such access on request.

Reliance.The reports and audit opinions required in respect of abdeonder this
Rule 3.6 shall be addressed to the Corporation and the MR@&tor Protection
PlarCorporatiornin conjunction with the Member who shall be erditie rely on them
for all purposes.



