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1. Introduction

On December 12, 2019, the Canadian Securities Administrators (CSA) issued a news release
(News Release)! announcing that it would undertake a review of the regulatory framework for
the Investment Industry Regulatory Organization of Canada (IIROC) and the Mutual Fund
Dealers Association of Canada (MFDA).

The idea to review the regulatory framework for self-regulatory organizations (SROS) in
Canada is not new, and the merits and timing of such a review have been considered many
times by the CSA, as well as recently in public forums. The current SRO regulatory framework
has been in place for almost twenty years, and in that time, the delivery of financial services
and products has continued to evolve. In response to the evolution of the industry and
submissions formulated by a group of industry participants, the CSA believes that it is
appropriate to revisit the current structure of the SRO regulatory framework and to seek
comments from all stakeholders at this time.

While the CSA conducts this review, it is not intended to have a disruptive impact on the SROs’
ability to perform their regulatory operations, or on the activity of their dealer members to
service the investing public.

Since the issuance of the News Release, the CSA staff met with a wide variety of stakeholder
groups to informally discuss the benefits, challenges and issues of the current SRO regulatory
framework. The CSA is publishing this consultation paper (Consultation Paper) for a 120-
day comment period to seek input from all industry representatives and stakeholders, investor
advocates, and the public. The CSA is asking for general feedback on how innovation and the
evolution of the financial services industry has impacted the current regulatory framework, as
well as specific comments on the issues and targeted outcomes set out in the Consultation
Paper.

The comment period will end on October 23, 2020.

1 https://www.securities-administrators.ca/aboutcsa.aspx?id=1853
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2. Self-Regulatory Organization Regulatory Framework in
Canada and Internationally

An SRO is an entity created for the purpose of regulating the operations and the standards of
practice and business conduct of its members and their representatives with a view to promote
investor protection and the public interest. In Canada, provincial and territorial securities
regulators (Securities Regulators), operating together as the CSA, have a long history of
utilizing SROs as part of their regulatory framework. The securities industry SROs operate
under the authority and supervision of the CSA.

The current SRO regulatory framework in Canada requires investment dealers to be members
of IIROC and mutual fund dealers to be members of the MFDA, except in Québec where
mutual fund dealers are directly regulated by the Autorité des marchés financiers (AMF).?

While each SRO performs the primary oversight of investment (IIROC) and mutual fund
(MFDA) dealers, as applicable, both IIROC and MFDA members remain subject to regulation
by the CSA and must comply with national rules, such as National Instrument 31-103
Registration Requirements, Exemptions and Ongoing Registrant Obligations (NI 31-103), as
well as applicable provincial and territorial securities legislation. To avoid duplication of
regulation, IIROC and MFDA dealers are exempt from compliance with certain sections of NI
31-103 in cases where the dealers comply with the corresponding requirements under IIROC
or MFDA rules.

The Regulatory Landscape

) The Investment Industry Regulation Organization of Canada

IIROC is the national SRO which oversees all investment dealers and trading activity on debt
and equity marketplaces in Canada. IIROC is recognized as an SRO by the CSA (IIROC
Recognizing Regulators)® pursuant to applicable legislation. IIROC’s head office is in
Toronto with regional offices in Montréal, Calgary and Vancouver. Additional information

2In Québec, mutual fund dealers with operations and clients only within that province are directly supervised by
the AMF, but those operating and/or advising clients also in other Canadian jurisdictions must be members of the
MFDA.. Registered individuals in the category of mutual fund representatives must also be members of the
Chambre de la sécurité financiére (CSF), a statutory SRO under the direct supervision of the AMF with
responsibilities of maintaining discipline and overseeing the training and ethics of its members. The MFDA has
entered into a Co-operative Agreement with the AMF and the CSF to facilitate information sharing and
supervision of MFDA members with operations in that province.

3IROC is recognized by the Alberta Securities Commission (ASC), the AMF, the British Columbia Securities
Commission (BCSC), the Financial and Consumer Affairs Authority of Saskatchewan (FCAA), the Financial and
Consumer Services Commission of New Brunswick (FCNB), the Manitoba Securities Commission (MSC), the
Nova Scotia Securities Commission (NSSC), the Office of the Superintendent of Securities Service
Newfoundland and Labrador (NL), the Ontario Securities Commission (OSC), the Prince Edward Island Office
of the Superintendent of Securities Office (PEI), the Northwest Territories Office of the Superintendent of
Securities, the Nunavut Securities Office, and the Office of the Yukon Superintendent of Securities.



about 1IROC’s governance structure, enforcement practices and more, including statistical
charts, can be found in Appendix A.

Development and history of IIROC
The Investment Dealers Association of Canada

The Investment Dealers Association of Canada (IDA) was founded in 1916 as the Bond
Dealers Section of the Toronto Board of Trade. The IDA evolved into a national SRO for
investment dealers. Over the years, Securities Regulators issued orders under their respective
legislation to formally recognize the IDA as an SRO. All investment dealers were required by
provincial and territorial securities law to be members of a recognized SRO.

The IDA initially had a dual self-regulatory and trade association mandate. In 2006, the
Investment Industry Association of Canada was organized and took on the trade association
advocacy and member activities. As a result, the sole function of the IDA was the regulation
of its members and their registered employees, which was carried out by monitoring and
enforcing compliance with IDA rules.

Market Regulation Services Inc.

Market Regulation Services Inc. (RS) was formed in 2002 to provide independent regulation
services to Canadian marketplaces and was subsequently recognized as an SRO by some
Securities Regulators. The Toronto Stock Exchange and TSX Venture Exchange then chose to
outsource to RS, through regulation services agreements, the surveillance, trade desk
compliance, investigation and enforcement functions they had historically conducted in-house.
The RS mandate was to develop, administer, monitor and enforce marketplace rules applicable
to trading practices.

Creation of IIROC

IIROC was created in 2008 through the combination of the IDA and RS into a single
organization. At the time, the creation of this new SRO was viewed as a fundamental step to
ensuring strong, streamlined, expert self-regulation of Canada’s capital markets.

IIROC carries out its regulatory responsibilities by overseeing trading activity on Canadian
debt and equity marketplaces, and through setting and enforcing market integrity rules and
dealer member rules regarding the proficiency, business and financial conduct of its member
firms and their registered representatives. The CSA has also selected 1IROC to act as the
information processor on trading in Canadian corporate debt securities.

4 Amendments to National Instrument 21-101 Marketplace Operation (N1 21-101), in force as at August 31, 2020,
subject to Ministerial approval, prescribe mandatory post-trade transparency of trades in government debt
securities. IIROC’s role as information processor will be expanded to include transactions in government debt
securities.



IIROC members also sponsor the Canadian Investor Protection Fund (CIPF), an investor
protection fund authorized to provide coverage within prescribed limits to eligible clients in
case of an IIROC member’s insolvency.

IIROC does not perform any trade association functions for its member firms or individual
representatives.

i) The Mutual Fund Dealers Association of Canada

The MFDA is an SRO responsible for the oversight of mutual fund dealers in Canada, except,
as already noted, in Québec. The MFDA is recognized as an SRO by the CSA (MFDA
Recognizing Regulators)® pursuant to applicable legislation. The MFDA head office is in
Toronto, with regional offices in Calgary and Vancouver. Additional information about the
MFDA'’s governance structure, enforcement practices, statistical charts and more can be found
in Appendix B.

Development and history of the MFDA

The MFDA was established in mid-1998 at the initiative of the CSAS® in response to the rapid
growth of mutual funds from $40 billion to $400 billion in Canada in the late 1980s. At the
time, there was a concern that the business and regulatory risks associated with dealers that
restricted their business largely to the distribution of mutual funds differed significantly from
those with market intermediaries (such as investment dealers) that distributed and advised in a
wide range of financial products and services (including equities, securities underwriting and
providing margin). The CSA determined that the mutual fund industry and investors would
benefit from a separate and distinct self-regulatory structure to accommodate for those
differences.

MFDA dealer members also contribute to the MFDA Investor Protection Corporation (MFDA
IPC), an investor protection fund established by the MFDA to provide coverage within
prescribed limits to eligible clients in case of a MFDA dealer member’s insolvency.

The MFDA does not perform any trade association functions for its member firms or individual
representatives.
i) Oversight of SROs in Canada

IIROC and the MFDA are formally recognized as SROs through their respective recognition
orders,” which are largely harmonized between each jurisdiction. The recognition orders set
out the authority of each SRO to carry out certain regulatory functions including: regulating

® The MFDA is recognized by the ASC, BCSC, FCAA, FCNB, MSC, NSSC, OSC, and PEI.

6 The CSA initiated discussions with the IDA and the Investment Funds Institute of Canada. The result of these
efforts was the establishment of the MFDA as an SRO for mutual fund dealers.

! https://www.iiroc.ca/about/governance/Pages/default.aspx#recognitionorders; https://mfda.ca/about/sro-
recognition
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dealer members, establishing and administering its rules and policies, ensuring compliance by
dealer members with SRO rules and performing investigation and enforcement functions. In
the case of IIROC, this includes monitoring trading activity, providing services to marketplace
members and registration functions.

The recognition orders also set out terms and conditions each SRO must comply with in
carrying out their regulatory functions. The terms and conditions of recognition require each
SRO to operate on a not-for-profit basis and continue to meet set criteria such as:

e ensuring an effective governance structure

e regulating to serve the public interest in protecting (i) investors and (ii) in the case
of IIROC, market integrity

o effectively identifying and managing conflicts of interest

e operating on a cost-recovery basis

e maintaining capacity to effectively (i) perform its regulatory functions and (ii)
establish and maintain rules and

e complying with ongoing reporting requirements to the applicable recognizing
regulators.

The CSA’s oversight is coordinated through separate memoranda of understanding (MoUs)
for IIROC and the MFDA.2 The objective of each MoU is to coordinate the CSA’s oversight
of the SRO’s performance of its self-regulatory activities and services, and to ensure it is acting
in accordance with its public interest mandate, specifically by complying with the terms and
conditions of recognition.

Each MoU provides for a separate oversight committee comprised of staff from the IROC and
MFDA Recognizing Regulators. For purposes of efficiency and to reduce burden on the SROs,
a principal regulator is assigned to lead and coordinate the CSA’s oversight of each SRO. Each
MoU sets out a coordinated oversight program which includes: annual risk assessments,
oversight reviews, review and approval of rule proposals, review of various periodic reports
and information filed by the SROs, and discussion of ongoing issues with the SROs, among
other oversight activities.

iv)  Other Registration Categories Regulated Directly by the CSA
CSA members are responsible for the direct regulation and oversight of registrants in the

category of exempt market dealer (EMD), portfolio manager (PM), scholarship plan dealer
(SPD)® and investment fund manager (IFM). For a complete description of these categories,

8 https://www.iiroc.ca/about/governance/Documents/MemorandumOfUnderstanding_en.pdf;
https://www.bcsc.bc.ca/Securities _Law/Policies/PolicyBCN/PDF/MFDA Memorandum_of Understanding JR
RP__October 10 2013/

% In Québec, registered individuals in the SPD category must also be members of the CSF.
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please refer to Part 7 of the Companion Policy to NI 31-103.2° Appendix C also contains
statistical information on various registration categories.

The CSA carries out oversight of directly regulated registrants on a harmonized basis through
the application of consistent requirements set out under securities laws. Regulated firms must
have effective compliance systems, meet certain business conduct requirements, and are
subject to financial reporting, working capital, insurance and bonding requirements. The
registration requirements and ongoing requirements of registration for both firms and
individuals are set out in NI 31-103.11

The CSA accomplishes its oversight by activities such as conducting on-site and desk reviews
of firms, monitoring capital requirements, participating in "sweep reviews" of targeted issues,
and providing guidance through staff notices and outreach. Compliance practices are aligned
across Canada to the extent possible by using common examination programs and harmonizing
compliance initiatives related to monitoring the activities of regulated firms.

If an individual or firm is not complying with applicable securities laws and the matter is not
satisfactorily resolved, a number of actions are possible including the imposition of terms and
conditions on a registration, or where appropriate, enforcement actions.

EMDs and their registered dealing representatives may act as a dealer or underwriter for any
securities that are distributed to investors in reliance on a prospectus exemption, including
securities of a reporting issuer.1? EMDs are not permitted to act as a dealer or underwriter in a
distribution that is being made under a prospectus. Purchasers of securities of issuers that are
not reporting issuers may not have the benefit of ongoing information about the security that
they are buying or the company selling it, and there may be limited resale opportunities. An
EMD is not permitted to participate in the resale of securities that are freely tradeable, if the
securities are listed, quoted or traded on a marketplace.

SPDs and their registered dealing representatives may only act as a dealer in respect of a
security of a scholarship plan, an educational plan or an educational trust. An SPD typically
pools contributions from numerous investors who purchase scholarship plan units through a
group registered education savings plan. An IFM affiliated with the SPD typically manages
the pooled funds. The units in the pool represent the investor’s share of the plan. SPDs are
required to provide scholarship plan investors with a plan summary that provides key
information highlighting the benefits and risks of the plan.

PMs and their advising representatives provide advice to clients, and typically manage
investment portfolios on a discretionary basis on behalf of their clients and based on each
client’s investment profile. PMs manage investment portfolios on behalf of individual clients,
investment funds, foundations, pensions and other institutional clients.

10 https://www.bcsc.bc.ca/SecuritiesLaw/Policies/Policy3/PDF/31-103CP__ CP__ December 4 2017/

11 https:/ivww.besc.be.ca/Securities_Law/Policies/Policy3/PDF/31-103_ NI June 12 2019/

12 https://www.bcsc.bc.ca/Securities Law/Policies/Policy4/PDF/45-106 NI October 5 2018/
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IFMs direct the business, operations or affairs of an investment fund. They organize the fund
and are responsible for its management and administration. IFMs do not have individual
registrants other than an ultimate designated person and a chief compliance officer.

The CSA can also place restrictions on a dealer or adviser category of registration. For
example, a restricted dealer may be limited to specific activities or be allowed to carry on a
limited trading business. Similarly, a restricted portfolio manager might be limited to advising
in respect of a specific sector, such as oil and gas issuers. CSA registrants can also be registered
in more than one category of registration depending on their business activities.

V) Selected International Regulatory Models
United States (U.S.) - Financial Industry Regulatory Authority (FINRA)

SROs have formed part of securities regulation in the U.S. since 1939 when the National
Association of Securities Dealers (NASD) was created in response to the Great Depression
through the Maloney Act of 1938. In 2007, the NASD merged with the self-regulatory function
of the New York Stock Exchange (the NYSE Regulation, Inc.) to become FINRA which
regulates the largest number of securities firms and their brokers in the U.S. today.*® Additional
information about FINRA’s governance structure, enforcement practices and more can be
found in Appendix D.

For FINRA specifically, and its predecessor, the NASD, the rationale in the U.S. for self
regulation was to find a balance that was mutually beneficial to the government and securities
industry.

Though other models have been considered by the U.S. Securities and Exchange Commission
(SEC), including repatriation of FINRA’s functions, the SEC has generally concluded that an
SRO would best serve the U.S. markets. The SEC considered multiple SROs to be less
favourable because of the increased risk of regulatory capture, where the SRO struggles to act
in the public interest or effectively enforce their rules due to funding concerns or other
influence from their members. Additionally, the SEC determined that a multiple SRO structure
could contribute to market fragmentation.t*

There are some registrants in the U.S. that are not required to be members of an SRO.
The U.K. Financial Conduct Authority (FCA)

Unlike the U.S., the United Kingdom (U.K.) has moved away from an SRO model by recently
establishing two statutory regulators: the FCA, which is the conduct regulator for financial
services firms and markets in the U.K., and the Prudential Regulation Authority (PRA), which
acts as the prudential regulator for large investment firms, among others. Additional
information about the FCA’s governance structure, enforcement practices and more can be
found in Appendix E.

13 https://www.sec.gov/news/press/2007/2007-151.htm

14 https://www.sec.qgov/rules/concept/34-50700.htm



https://www.sec.gov/news/press/2007/2007-151.htm
https://www.sec.gov/rules/concept/34-50700.htm

Originally, securities regulation in the U.K. was performed by three separate SROs: the
Securities and Futures Authority, the Investment Management Regulatory Organization, and
the Personal Investment Authority. This was viewed as overly burdensome by industry and
parliament, resulting in duplicative costs and regulatory fragmentation. Consequently, the
Financial Services and Markets Act 2000 dissolved these SROs, with a single statutory
regulator, the Financial Services Authority (FSA), taking their place from 2001 — 2013.

The FSA was abolished by the Financial Services Act 2012*° in favour of the FCA and the
PRA due to failures identified during the Great Recession of 2008 - 2009. Since its
establishment in 2013, the FCA has been tasked with monitoring conduct, supervising trading
infrastructures, and operating the U.K. listing regime,'® while the PRA is tasked with enforcing
rules related to sufficient capital and the related risk controls.’

15 http:/ivww. legislation.gov.uk/ukpga/2012/21/contents/enacted

16 https://www.fca.org.uk/about/sector-overview

17 https://www.bankofengland.co.uk/prudential-requlation
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3. Informal Consultation Process

Stakeholders Consulted

As noted in the introduction, in late 2019 and early 2020, the CSA completed informal
consultations with a wide variety of stakeholder groups in order to solicit views regarding the
current SRO regulatory framework. In response to the News Release, CSA staff met with a
variety of stakeholders, including those who made a request.

The stakeholder groups included SROs, investor protection funds, groups representing various
registrant categories, investment industry associations, and investor advocacy groups.

The objective of the informal consultations was to solicit feedback from stakeholders on the
benefits, strengths and challenges of the current SRO regulatory framework as well as to
identify opportunities for improvement. The feedback from these informal consultations
informed the drafting of this Consultation Paper.

Consultation Questions

The following questions were used to facilitate the informal consultations:

1. What are the benefits of the current SRO regulatory framework?

2. What are the challenges of the current SRO regulatory framework?

3. Overall, how efficient and how effective is the current SRO regulatory framework in

Canada?

Is the status quo viable in the shorter (under 5 years) or longer (5 years +) terms?

5. What are the key developments in the industry (i.e. innovation, technology, advice,
products, consolidation, etc.) since the advent of the two SRO structure and the impact
these have had on the current SRO regulatory framework?

6. Is the convergence of registration categories a significant issue? Are there other
registration issues that need to be addressed?

7. If there are issues with the current SRO regulatory framework, what options are available
to resolve or manage issues?

a) What are the pros and cons of each?

b) What could be the unintended consequences and the likelihood that they could be
realized?

c) How could these unintended consequences be mitigated?

8. If not already expressed, what is the ideal solution for the Canadian SRO regulatory
framework?

e

Common Themes

Stakeholders were largely supportive of the informal consultation process. Industry groups and
associations, as well as investor advocates all expressed a desire for change to the current
regulatory framework given changes that have occurred in the business environment, client
needs and expectations, and registrant demographics. Some stakeholders generally prefaced
this desire for change with an equal desire for a realistic and achievable plan, potentially
considered in several phases.



Although many of the stakeholders commended the SROs’ specialized expertise and the
benefits of their national scope and reach, they also expressed concerns respecting the current
structure. Specifically, stakeholders expressed concern that duplicative costs and a lack of
common oversight standards have resulted in multiple compliance teams and differing
interpretations of similar rules. Operationally, using different platforms and back-office
services have also contributed to higher costs. From an investor standpoint, layers of regulation
have contributed to investor confusion as clients are unable to access a broad range of products
from one representative or are unsure where to turn to if an issue arises. Lastly, certain
stakeholders considered this project an opportunity to enhance the SROs’ governance
structures to clearly focus on their public interest mandate and strengthen complaint resolution
mechanisms.

Though many stakeholders provided suggestions to resolve the challenges with the current
regulatory framework, there was no consensus or overall theme noted for solutions, largely
due to differing perspectives of the stakeholders.

10



4. Benefits and Strengths Identified during the Informal
Consultations

During the informal consultations, stakeholders identified various benefits and strengths of the
current SRO regulatory framework.

National scope of SROs

Numerous stakeholders, including some investment industry associations and investor
advocates, agreed that the national structure of an SRO is important in light of the provincial
and territorial regulation of the securities industry in Canada. They stated that national SROs'®
provide for a more uniform level of regulation and supervision across the country with one set
of rules applicable to all SRO members.*®

An investments industry association noted that the national structure of the SROs is also
important for providing a single point of cooperation with foreign regulatory authorities, such
as FINRA, which has a close working relationship with 1IROC.

Specialized industry expertise of SROs

Numerous stakeholders commented that SROs’ specialized expertise and proximity to the
industry enables them to develop appropriate rules, and as needed, propose amendments to
those rules in response to changes in the industry. In addition to each SRO having equal
numbers of industry and independent board members, both IIROC and the MFDA have
industry advisory committees?? that serve as a forum for advising the SROs on regulatory and
policy initiatives, industry trends and practices, as well as voicing industry concerns directly
to the regulators. Furthermore, it was noted that SRO staff have developed specialized skills
and expertise in their roles, assisting them in delivering oversight of the industry.

18 As previously noted in section 2 of this Consultation Paper, the current SRO regulatory framework in Canada
requires investment dealers to be dealer members of IIROC. Mutual fund dealers are required to be members of
the MFDA, except in Québec where registered firms are directly regulated by the AMF. See footnote 2 for details.
Furthermore, with respect to the CSA recognition, while 1IROC is recognized by all 10 provinces & 3 territories,
MFDA is only recognized by AB, BC, MB, NB, NS, ON, PEI, SK.

B Aas previously noted in section 2 of this Consultation Paper, while IIROC and the MFDA respectively perform
the primary oversight of investment dealers and mutual fund dealers, both IIROC and MFDA dealer members
remain subject to regulation by the CSA and must comply with applicable securities legislation, such as NI 31-
103. IIROC/MFDA dealers are only exempt from compliance with certain sections of NI 31-103 in cases where
they comply with the corresponding requirements under IIROC or MFDA rules (see Part 9 of NI 31-103 for a
complete list of exemptions).

20 Currently, I1IROC has six advisory committees: National Advisory Committee; Conduct, Compliance and Legal
Advisory Section (CCLS); Proficiency Committee; Financial and Operations Advisory Section (FOAS); Fixed
Income Advisory Committee; and Market Rules Advisory Committee (MRAC).

The MFDA has the Policy Advisory Committee comprised of officers and senior employees of MFDA dealer
members and Chairs of the MFDA Regional Councils.

11



Benefits of a two SRO framework
Fit for purpose regulation

Some stakeholders noted that a two SRO model might be well-suited to address the unique
aspects of IROC and MFDA membership whose business models and risks are typically quite
different. For example, IIROC dealers are able to offer clients the ability to trade securities and
other investment products on margin, or engage in institutional or proprietary trading, which
generally results in more complex risks than MFDA dealers who service primarily retail clients
and facilitate the trading of fully paid mutual funds. In addition, some IIROC dealer members
engage in the business of securities underwriting, and some MFDA dealer members are dually
licensed as EMDs or insurance brokers. Historically, IIROC and the MFDA have been able to
accommodate these differences through customized rule-making and regulation.

Investor access to two SRO protection funds

As noted in section 2 above, there are two separate member-sponsored investor protection
funds in Canada that protect investor assets held by dealer member firms within prescribed
limits in the event that the firms become insolvent. IIROC dealer members sponsor CIPF%,
and MFDA dealer members contribute to the MFDA IPC.?2 Some stakeholders commented
that this structure is beneficial for investors with accounts at both IIROC and MFDA dealer
member firms, as such investors may have access to coverage by both protection funds.

Marketplace surveillance

In the current SRO regulatory framework, the debt and equity marketplaces in Canada have
outsourced their responsibility for monitoring trading activity to IIROC. As part of its mandate,
IIROC conducts market surveillance and trading review analysis for these markets to ensure
that trading is carried out in accordance with Universal Market Integrity Rules (UMIR) and
applicable jurisdictional securities law. Several stakeholders noted that, overall, marketplace
surveillance by IIROC works well.

2L http://cipf.ca/
22 http://mfda.ca/mfda-investor-protection-corporation/mfda-ipc-coverage/

12
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5. Issues Identified During the Informal Consultations

During the informal consultations, stakeholders were asked to provide their perspective on key
issues with the current SRO regulatory framework. The issues stakeholders identified generally
fell into three broad categories:

Issues At-a-Glance
Structural inefficiencies

Duplicative operating costs for dual platform dealers
Product-based regulation

Regulatory inefficiencies

Structural inflexibility

o

Investor confidence

5. Investor confusion
6. Public confidence in the regulatory framework

Market surveillance

7. Separation of market surveillance from statutory regulators

13




6. Issues, Targeted Outcomes and Public Consultation

The issues raised by stakeholders have been summarized in this section, and as noted, grouped
under the following three categories: structural inefficiencies, investor confidence, and market
surveillance. Additionally, these were further subcategorized into seven distinct issues, as
informed by those consultations. For each issue, the CSA has noted a targeted regulatory
outcome. As this section contains the results of the informal consultations, the views expressed
by stakeholders may not necessarily represent the views of the CSA.

In providing comments, some stakeholders referenced various publicly accessible documents
to support their views. A collection of those documents is listed in Appendix F. The views,
opinions or conclusions expressed in those documents do not necessarily represent the views
of the CSA.

General Consultation Questions:

A. The CSA is seeking general comments from the public on the issues and
targeted outcomes identified, as well as any other benefits and strengths not
listed in section 4 that should be considered. In addition, please identify if
there is any other supporting qualitative or quantitative information that could
be used to evidence each issue and/or quantify the impact of the issues noted
in the Consultation Paper.

B. Are there other issues with the current regulatory framework that are
important for consideration that have not been identified? If so, please
describe the nature and scope of those issues, including supporting
information if possible.

C. Are any of the CSA targeted outcomes listed more important from your
perspective than other outcomes? Please explain.

D. With respect to Appendix F, are there other documents or quantitative
information / data that the CSA should consider in evaluating the issues in
light of the targeted outcomes noted in this Consultation Paper? If so, please
refer to such documents.

Issue 1: Duplicative Operating Costs for Dual Platform Dealers

Dual platform dealers are entities with affiliated firms that are registered with each of IIROC
and the MFDA in order to service different segments of the investing public. As at December
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31, 2019, there were 169 active IIROC dealer members and 88 active MFDA dealer members,
of which 25 were dual platform dealers.

Stakeholders indicated that dual platform dealers experience higher operating costs and
difficulty in realizing economies of scale. Higher operating costs affect the ability of the dual
platform dealers to minimize costs for investors and enhance innovation in the delivery of
products and services.

An SRO, an investor protection fund, and two investment industry associations expressed
concerns about duplicative costs for dual platform dealers, and that these costs are ultimately
borne by investors. Examples of increased operating costs for dual platform dealers include:

i) Separate compliance functions

Dual platform dealers typically maintain separate compliance and supervisory functions. The
need to maintain separate compliance and supervisory staff for each platform is the result of
differences in requirements and nuances for each registration category, which make it difficult
for dealer supervisory staff to effectively monitor for both SRO requirements. In some
instances, compliance staff may be required to register with both SROs in order to perform
their roles. As the business in each platform continues to grow, compliance and supervision
costs grow without the opportunity to capitalize on economies of scale.

i) Information technology systems

As dual platform dealers are subject to two different sets of rules, their compliance systems
and the underlying internal controls are typically different and necessitate separate information
technology (IT) back-office systems. Consequently, the associated costs with system upgrades
or enhancements are duplicated across both platforms. These upgrades may be required in
order to respond to cybersecurity needs or to deliver an enhanced client experience to remain
competitive. The prevalence and frequency of these IT changes are expected to increase over
time.

iii) Non-regulatory costs

Dual platform dealers, operating as distinct entities may also maintain other separate
administrative departments such as financial reporting, legal services, and human resources
(HR). The impact of these duplicative costs can be significant, impacting their ability to adapt
to an increasingly competitive industry.

iv) Multiple fees

Dual platform dealers incur both IIROC and MFDA membership fees and contribute via
quarterly assessments to the respective investor protection funds. Stakeholders indicated that
these costs are duplicative and may not be indicative of a corresponding increase in regulatory

15



valuez®. Furthermore, stakeholders noted the incremental cost of maintaining financial
institution bond coverage for separate dealers is a regulatory burden.

Targeted Outcome for Consideration

A regulatory framework that minimizes redundancies that do not provide corresponding
regulatory value.

Consultation Questions on Duplicative Operating
Costs for Dual Platform Dealers

Question 1.1: What is your view on the issue of duplicative operating costs,
and the stakeholder comments described above? Are there other concerns in
respect of this issue that have not been identified? If possible, please provide
specific reasons for your position and provide supporting information,
including the identification of data sources to quantify the impact or evidence
your position.

In addressing the question above, please consider and respond to the following, as
applicable:

a) Describe instances whereby the current regulatory framework has
contributed to duplicative costs for dealer members and increased the cost
of services to clients.

b) Describe instances whereby those duplicative costs are necessary and
warranted.

c) How have changes in client preferences and dealer business models
impacted the operating costs of dealer member firms?

Question 1.2: Is the CSA targeted outcome for issue 1 described
appropriately? If yes, how can the targeted outcome be best achieved? If no,
what outcome(s) do you suggest and how can they be best achieved?

Issue 2: Product-Based Regulation

Stakeholders noted that there are different rules, or different interpretations of similar rules
between each SRO, and also between the SROs in general and the CSA with respect to similar
products and services. Stakeholders noted that the products and services offered to clients by
different registration categories appear to be converging. Stakeholders also noted that these
issues have created an unlevel playing field and opportunities for registrants to take advantage

23 This concern is further described in Issue 3: Regulatory Inefficiencies.
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of the differences in rules and interpretations between each SRO and between the SROs and
the CSA.

) Converging registration categories

Many stakeholders including the SROs, the investor advocacy groups, an investor protection
fund, and several investment industry associations noted that registrants in different
registration categories are providing similar products and services to similar clients but are
overseen by different entities (i.e. the SROs and the CSA) and subject to different rules.
Specifically, two investment industry associations felt that there is a lack of rule harmonization
among each of the SROs and with the CSA, and although regulatory initiatives like the client
focused reforms are intended to harmonize registration-related rules, the application and
interpretation of those rules across the SROs and the CSA may nevertheless be materially
different. For example, the same two investment industry associations noted that the SROs
apply similar regulatory requirements (e.g. know-your-client (KYC) and suitability
requirements) differently with respect to the same products. They noted that IIROC’s rules are
more principles-based while the MFDA tends to be more prescriptive. Also, they asserted that
a dealer distributing mutual funds may encounter a different level of compliance oversight
depending on whether they are a mutual fund dealer or an investment dealer because the SROs
evaluate the risks associated with the distribution of retail mutual funds differently.

Two investment industry associations also noted different approaches across the SROs with
respect to other significant issues including how client securities are registered (e.g. in client
name vs. nominee name) and the permissibility of directed commissions.?* In addition, an
investment industry association and an SRO expressed concerns that there is investor
confusion regarding the different registration categories, and that client preferences for “one-
stop financial solutions” have evolved beyond the current registration categories. These
concerns are described in more detail in Issue 5: Investor Confusion. Possibly due to the
concerns cited above, one investor advocacy group noted that the current SRO regulatory
framework has not succeeded in promoting the majority of mutual and eligible investment
funds to be distributed by one registration category, and under the oversight of one SRO, as
originally intended.

i) Regulatory arbitrage

Two investment industry associations stated that inconsistent application of rules and
approaches to compliance between the SROs, and between the SROs and the CSA, create an
unlevel playing field and opportunities for registrants to take advantage of these differences.

For the purposes of this Consultation Paper, an activity where registrants can exploit
differences in regulatory frameworks to their advantage, in ways that the Securities Regulators
did not intend, is referred to as “regulatory arbitrage”.

24 Directed commissions refer to the ability to have commissions paid to personal corporations.
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Stakeholders provided some examples of potential regulatory arbitrage where different
registration categories are subject to different rules and different oversight. For example:

e mutual funds can be sold by mutual fund dealers, investment dealers, and exempt
market dealers,?®

e exempt market securities can be sold by exempt market dealers, mutual fund
dealers,?® and investment dealers, and

o discretionary portfolio management services can be provided by both investment
dealers and portfolio managers.

The same product or service offered by multiple registration categories creates many
opportunities for regulatory arbitrage, which can result in inconsistent treatment for registrants
engaging in similar activity, and different experiences for investors trying to access similar
products and services.

Targeted Outcome for Consideration

A regulatory framework that minimizes opportunities for regulatory arbitrage, including the
consistent development and application of rules.

Consultation Questions on Product-Based Regulation

Question 2.1: What is your view on the issue of product-based regulation, and
the stakeholder comments described above? Are there other concerns in
respect of this issue that have not been identified? If possible, please provide
specific reasons for your position and provide supporting information,
including the identification of data sources to quantify the impact or evidence
your position.

In addressing the question above, please consider and respond to the following,
as applicable:

a) Are there advantages and/or disadvantages associated with distributing
similar products (e.g. mutual funds) and services (e.g. discretionary
portfolio management) to clients across multiple registration categories?

b) Are there advantages and/or disadvantages associated with
representatives being able to access different registration categories to
service clients with similar products and services?

25 sold under an exemption to the prospectus requirement.

26 |f the mutual fund dealer is also registered in the category of exempt market dealer.
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c) What role should the types of products distributed and a representative’s
proficiency have in setting registration categories?

d) How has the current regulatory framework, including registration
categories contributed to opportunities for regulatory arbitrage?

Question 2.2: Is the CSA targeted outcome for issue 2 described
appropriately? If yes, how can the targeted outcome be best achieved? If no,
what outcome(s) do you suggest and how can they be best achieved?

Issue 3: Regulatory Inefficiencies

Stakeholders noted that there is inefficient access to certain products and services for some
registration categories. Stakeholders also noted inefficiencies and duplicative costs for the
CSA in overseeing two SROs, and duplicative fixed costs and overhead at the SROs.

) Product access by registrants

The SROs and an investment industry association stated that mutual fund dealers are not able
to easily distribute exchange traded funds (ETFs) because they have limited access to the
necessary back-office and clearing systems servicing primarily investment dealers. These
stakeholders stated that although mutual fund dealers can use cumbersome workarounds to
service clients (including referring the investor to another dealer, entering into a service
arrangement with an IIROC dealer or advising the client to purchase an investment fund that
wraps ETFs), these are typically more costly for the investor and, consequently, inefficient
alternatives. One investment industry association noted that the barrier to distributing ETFs
had more to do with the cost and complexity of integrating different back-office systems
between dealers.

i) Regulatory costs and other inefficiencies

One SRO noted that the current regulatory framework, with multiple registration categories,
makes it difficult for any one regulator (i.e. an SRO, a statutory regulator, or the CSA
collectively) to identify or effectively resolve issues that span multiple registration categories.
Coupled with similar investment products available outside the securities industry to the same
clients (e.g. insurance segregated funds), from a regulatory perspective, it is difficult and costly
to determine if patterns exist that would warrant regulatory intervention.

An SRO and an investment industry association noted the regulatory burden and inefficiencies
associated with the CSA’s oversight of two SROs.?’” They noted potential redundancies
associated with two SROs that oversee similar dealer activity. For example, there may be
duplicative costs related to non-regulatory functions such as HR, IT, and administration.

27 See section 2 for a summary of the CSA process for overseeing the SROs.
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Another SRO noted that the degree of overlap in issues and initiatives among the CSA and the
SROs results in more time and resources required for coordination, rather than for regulatory
action, resulting in regulatory inefficiencies.

Targeted Outcome for Consideration

A regulatory framework that provides consistent access, where appropriate, to similar products
and services for registrants and investors.

Consultation Questions on Regulatory Inefficiencies

Question 3.1: What is your view on the issue of regulatory inefficiencies and
the stakeholder comments described above? Are there other concerns in
respect of this issue that have not been identified? If possible, please provide
specific reasons for your position and provide supporting information,
including the identification of data sources to quantify the impact or evidence
your position.

In addressing the question above, please consider and respond to the following,
as applicable:

a) Describe which comparable rules, policies or requirements are interpreted
differently between IIROC, the MFDA and/or CSA; and the resulting
impact on business operations.

b) Describe regulatory barriers to the distribution of similar products (e.g.
ETFs) available in multiple registration categories.

c) Describe any regulatory risks that make it difficult for any one regulator
to identify or effectively resolve issues that span multiple registration
categories.

Question 3.2: Is the CSA targeted outcome for issue 3 described
appropriately? If yes, how can the targeted outcome be best achieved? If no,
what outcome(s) do you suggest and how can they be best achieved?

Issue 4: Structural Inflexibility

Stakeholders noted that evolving business models are limited by the current regulatory
framework. Stakeholders also noted that structural inflexibility is creating challenges for
dealers to accommodate changing investor preferences, as well as limiting investor access to a
broader range of products and services from a single registrant. Lastly, stakeholders noted that
the current regulatory framework limits opportunities for professional advancement.
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) Business models

Most stakeholders noted that evolving business models are limited by the current regulatory
structure. For example, two investment industry associations noted that the current regulatory
structure is creating succession planning challenges for mutual fund dealers and their
representatives due to the limited product shelf they can offer to clients. Specifically, these
stakeholders noted that many mutual fund dealer representatives who are in the earlier stages
of their careers want to provide their clients with access to a broader range of products but are
only able to do so by transferring to an investment dealer. As a result, more experienced mutual
fund dealer representatives are limited in available options for succession planning for their
business. In addition, investment dealers are limited in their ability to grow their business by
attracting mutual fund dealer representatives due to the additional proficiency requirements.

The SROs noted that the regulatory framework has not evolved to accommodate the changing
scope of advice sought by clients. Specifically, one SRO noted that the complexity of the
current regulatory framework affects the ability of its members to launch and grow new
business models to meet evolving client needs.

An SRO and an investment industry association noted that the inability for representatives of
investment dealers to direct their commissions to be paid to personal corporations creates an
unlevel playing field and, in some circumstances, discourages some representatives of mutual
fund dealers from transferring their registration and client accounts to investment dealers.

Furthermore, one investment industry association stated, in respect of the IIROC proficiency
upgrade rule requirement?® that requires an individual to be qualified within 270 days of
approval as a representative on the IIROC platform, that: (i) the requirement is a burdensome
barrier, and (ii) the 270 days to upgrade seems like an artificial time period. That stakeholder
also noted that these issues were creating barriers to the ability of investment dealers to attract
representatives from mutual fund dealers.

An SRO noted that the current regulatory structure prohibits mutual fund dealers from trading
for clients on a limited discretionary basis?® which has prevented mutual fund dealers from
creating certain business models.

i) Investor preferences

An investment industry association noted that many investors are demanding more
transparency and control in the wealth management process, and the ability to move seamlessly
between different types of services without having to transfer back and forth across business
lines and open new accounts. For example, they noted that under the current regulatory
framework, investors need to create and manage separate accounts across different lines of
business at the same financial institution in order to access both dedicated full-service and
order-execution-only services.

28 |IROC Dealer Member Rule 18.7
29 MFDA Rule 2.3.1(b)
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In addition, two investment industry associations indicated that there are several barriers to
transferring accounts within a dual platform dealer, including:

e the need to re-paper the client account (e.g. by re-collecting KY C information), and

e loss of historical performance data for client securities and accounts transferred
from one of the dual platform dealers to its affiliate (as the SROs consider the
holdings transferred to be in a new account).

iii) Access to advice

One investor advocacy group and an investment industry association expressed concern about
how the current regulatory framework is affecting clients’ access to a broader range of products
and services. For example, investment dealers are able to provide clients with access to a
broader range of products and services than mutual fund dealers; however, a client’s access to
an investment dealer may depend on the market value of that client’s investment account. An
investor advocacy group also noted that clients located in smaller geographic centers and rural
communities have difficulty accessing a broad range of products and services because the
dealers located in those areas are predominantly mutual fund dealers. This means that
geography as well as the size of a client’s investment account may have a direct impact on
access to different products and services.

An investment industry association also noted that there is a significant increase in technology
costs associated with a firm switching from a mutual fund dealer to an investment dealer, which
causes some mutual fund dealers not to switch and has the effect of reducing access to a broader
range of products and services for some clients.

iv) Technological advancements

An SRO indicated that with technological advancements and changing investor preferences
and expectations (e.g. offering holistic investment advice through robo-advice, online
investing services or hybrid human/digital advisory models, etc.), the current regulatory
framework has not provided sufficient flexibility for industry to adapt to changing investor
needs.

V) Professional advancement

One investment industry association noted that the existing higher IIROC proficiency standard
makes the transition from mutual fund dealer to investment dealer representative challenging.
That same stakeholder noted that as representatives become more experienced and deal with
larger client accounts, the 270 days is too short a time period to actually upgrade proficiency,
and therefore artificially limits access to a broader range of services and products (e.g. ETFS)
needed to meet clients’ changing investment needs and preferences.

Targeted Outcome for Consideration

A flexible regulatory framework that accommodates innovation and adapts to change while
protecting investors.

22



Consultation Questions on Structural Inflexibility

Question 4.1: What is your view on the issue of structural inflexibility, and
the stakeholder comments described above? Are there other concerns in
respect of this issue that have not been identified? If possible, please provide
specific reasons for your position and provide supporting information,
including the identification of data sources to quantify the impact or evidence
your position.

In addressing the question above, please consider and respond to the following,
as applicable:

a) How does the current regulatory framework either limit or facilitate the
efficient evolution of business?

b) Describe instances of how the current regulatory framework limits dealer
members’ ability to utilize technological advancements, and how this has
impacted the client experience.

c) Describe factors that limit investors’ access to a broad range of products
and services.

d) How can the regulatory framework support equal access to advice for all
investors, including those in rural or underserved communities?

e) How have changes in client preferences impacted the business models of
registrants that are required to comply with the current regulatory
structure?

Question 4.2: Is the CSA targeted outcome for issue 4 described
appropriately? If yes, how can the targeted outcome be best achieved? If no,
what outcome(s) do you suggest and how can they be best achieved?

Issue 5: Investor Confusion

Several stakeholders expressed concern that investors are generally confused by the current
regulatory structure; specifically, the inability to access similar investment products and
services from a single source, the complaint process, investor protection fund coverage, and
multiple registration categories and titles.
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) Regulatory overlap

Several stakeholders stated that the current regulatory framework is complex and/or
fragmented. They indicated that investors are confused by the number of regulatory
organizations and the role or jurisdiction these organizations are responsible for respecting
securities regulation in Canada. Investors struggle to distinguish between the roles of an SRO
and the Securities Regulators, as well as the services and products provided by IIROC and
MFDA dealer members.2® Furthermore, an investment industry association noted that a
separate regime for mutual fund dealers in Québec®! further adds to the complex nature of the
regulatory framework. These overlapping regulatory environments may increase investor
confusion and contribute to differing views regarding the SROs’ roles and their relationships
with the Securities Regulators.

Specifically, two SROs and an investment industry association indicated that investors may
not be able to discern between the products and services provided by an IIROC dealer and an
MFDA dealer:

e |IROC and the MFDA perform similar types of member regulation, but for different
entities and, for the most part, different investment products. IIROC regulates
investment dealers and all types of trading (including stocks, bonds and mutual
funds), whereas the MFDA regulates mutual fund dealers and trading limited
primarily to mutual funds. Investors may not realize that other products or services
are only available in another registration category and that their representative may
not be able to provide access. Thus, investors may have limited access to products
and services unless they are directed to another category of registrant.

e Some firms with affiliated IIROC and MFDA members operate in the same location
where clients may purchase securities from IIROC or MFDA representatives.
However, the client is not necessarily aware that the same, or other, investment
products or services may be available from an affiliate firm, each of which is subject
to a separate and distinct regulatory regime.

From the investors’ perspective, their IIROC dealer and MFDA dealer provide the same
service or product offering, which may not always be the case. As their net worth and
investment knowledge grows, many investors naturally progress from investing in mutual
funds to ETFs to other products and services that are not offered by an MFDA dealer. To
facilitate this growth, the investor may be required to change firms or representatives, resulting
in confusion and unnecessary inconvenience.

30 Refer to section 2 of this Consultation Paper for a brief history of IIROC and the MFDA, the CSA’s oversight
of SROs, and other registration categories regulated directly by the CSA.

31 As noted in section 2 of this Consultation Paper, mutual fund dealers are required to be members of the MFDA,
except in Québec where registered firms are directly regulated by the AMF and registered individuals must also
be members of the CSF. See footnote 2 for details.
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i) Complaint resolution

Many stakeholders noted that investors have difficulty understanding and accessing the
complaint process to pursue recourse caused by misconduct. Specifically, they raised concerns
regarding where to direct complaints, how to file a complaint and from which regulatory body
or organization to seek redress. While investors can rely on many avenues of recourse in the
current securities regulatory framework, they may not be able to efficiently access them or may
choose not to access them. The avenues of recourse available to investors include:

e the internal complaint resolution process of the entity from which they purchased
the security (e.g. customer service group and internal ombudsman),

e the independent dispute resolution services of the Ombudsman for Banking
Services and Investments (OBSI)32 notwithstanding that such decisions are not
legally binding and are subject to compensation limits,

e making a complaint directly with the applicable SRO,

e an arbitration mechanism, or

e litigation.
Additionally, in Québec, the AMF also processes complaints filed by consumers and provides
them with access to dispute resolution services.

iii) Investor protection fund coverage

Some stakeholders noted that differences in the availability of investor protection fund
coverage among registration categories, and the types of investments and losses that are
covered, creates confusion for investors.

As noted, CIPF and the MFDA IPC are the approved investor protection funds for investors of
IIROC and MFDA dealer members, respectively.®® There are no approved investor protection
funds for investors of other registration categories that are regulated directly by the CSA;
however, portfolio managers can enter into a service arrangement to custody client assets at
IIROC dealer members which may result in CIPF coverage.®*

Both investor protection funds expressed concern that investors are confused and unsure of the
coverage, if any, provided upon the insolvency of an SRO dealer member. They further noted

32 MFDA and 1IROC dealers must become members of the OBSI and offer OBSI’s services to investors with
certain types of disputes with a firm.

33 Refer to section 2 and Appendices A and B of this Consultation Paper for further details on investor protection
programs.

34 The 1IROC dealer member typically holds an investor’s cash and securities in an account over which a
portfolio manager has discretionary trading authority and executes and settles the investor’s trades in the
account based on instructions from the portfolio manager. The investor is thus a client of both the portfolio
manager and the dealer member. See the following 2016 CSA staff notice, online:
https://www.0sc.gov.on.ca/documents/en/Securities-Category3/csa_20161117 31-347_ portfolio-managers-
service-arrangements.pdf
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that investors are uncertain as to the types of eligible claims covered by investor protection
funds and may mistakenly believe that market losses qualify for coverage.

Specifically, one investor protection fund referred to an example where investors dealing with
the insolvency of an SRO dealer member and several affiliates with similar names, some
regulated by the CSA, faced confusion regarding coverage due to complexities in the
regulatory framework and lack of proper disclosure. Investors were confused about the
availability of coverage and ultimately discovered that no coverage was available under any
investor protection fund.

While both the SROs require members to inform their clients regarding the protection fund
coverage available to them, there is no corresponding obligation for other categories of
registrants to inform their clients about the lack of direct coverage prior to opening a new
account. Accordingly, it appears that investment decisions regarding coverage may not be
made based on complete and accurate information, resulting in investor confusion in the event
of a registrant’s insolvency.

iv) Multiple registration categories and titles

Two investor advocacy groups stated that there is investor confusion regarding the different
rules for different registration categories®® and the number and variety of business titles used
by representatives in various registration categories. This confusion contributes to investors
not understanding that investment choice is limited based on a registration category. It also
contributes to investors having expectations of registrants that are not aligned with the duties
and qualifications of that category of registrant. For example, clients may not view registered
firms and the representatives that they deal with as salespeople. Instead, they may see a
relationship with a trusted financial advisor designed to deliver the products and services they
need. This can result in client suitability issues and unnecessary efforts to find the appropriate
distribution channel and service provider for the desired investments.

Targeted Outcome for Consideration

A regulatory framework that is easily understood by investors and provides appropriate
investor protection.

Consultation Questions on Investor Confusion

Question 5.1: What is your view on the issue of investor confusion, and the
stakeholder comments described above? Are there other concerns in respect
of this issue that have not been identified? If possible, please provide specific
reasons for your position and provide supporting information, including the
identification of data sources to quantify the impact or evidence your position.

35 Refer to section 2 and Appendices A and B of this Consultation Paper for information on I1IROC and the MFDA
registration, and other registration categories regulated directly by the CSA.
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In addressing the question above, please consider and respond to the
following, as applicable:

a) What key elements in the current regulatory framework (i) mitigate and
(ii) contribute to investor confusion?

b) Describe the difficulties clients face in easily navigating complaint
resolution processes.

c) Describe instances where the current regulatory framework is unclear to
investors about whether or not there is investor protection fund coverage.

Question 5.2: Is the CSA targeted outcome for issue 5 described
appropriately? If yes, how can the targeted outcome be best achieved? If no,
what outcome(s) do you suggest and how can they be best achieved?

Issue 6: Public Confidence in the Regulatory Framework

Stakeholders noted concerns regarding a possible lack of public confidence in the current SRO
regulatory framework. Some stakeholders stated that the SRO governance structure does not
adequately support the SROs’ public interest mandate due to an industry-focused board of
directors and lack of a formal mechanism to incorporate investor feedback. In addition, these
stakeholders expressed concern regarding regulatory capture and ineffective SRO compliance
and enforcement practices contributing to the erosion of public confidence in the SROs’ ability
to deliver on their public interest mandate.

) Public interest mandate

Investor advocacy groups stated that the SRO boards of directors are mainly composed of
current and former securities industry participants. They are concerned that independent
directors®® with close ties to industry limit the ability of the SROs to carry out their regulatory
responsibilities and public interest mandates, as set out in their recognition orders, due to their
potential bias.3” Two investor advocacy groups expressed concern that independent directors’
possible bias in board decision making, or undue influence of specific industry stakeholder
interests, may occur due to the following governance structure elements:

36 1JROC uses the term “independent directors” and the MFDA uses the term “public directors” to refer to
independent directors. For the purpose of this Consultation Paper, the term independent directors refers to both
“independent directors” and “public directors”.

37 Refer to section 2 of this Consultation Paper for details on IIROC and MFDA recognition.
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e rules and procedures on the composition of the SROs’ board of directors,
committees and councils,

e cooling off periods (which require a former industry member to have left industry
for as little as one year before the candidate can be considered independent for the
purposes of each SRO board) and term limits, and

e the definition of an independent director.38

Stakeholders indicated that if a public interest mandate is not actualized by an appropriate
governance structure that manages conflicts of interest and ensures different stakeholders are
fairly represented, there is a risk that a loss of confidence can occur in the SRO’s ability to
meet its public interest mandate.

i) Formal investor advocacy mechanisms

Investor advocacy groups raised concerns that the lack of formal SRO mechanisms to facilitate
investor consultation impedes the appropriate representation and consideration of investor
concerns. Specifically, they noted a shortage of independent voices on SRO committees and
councils, and a perception of unwillingness of one SRO to engage in regulatory policy
discussions that raise investor concerns. In addition, these investor advocacy groups noted that
the SROs’ reliance on direct input through quantitative online surveys conducted by
independent research firms to gauge the public's views on regulatory initiatives and/or other
public interest matters, is no substitute for appropriately funded and resourced SRO investor
advisory panels (of which there are currently none) which could be more effective in shaping
the development of SRO rules, policies and other similar instruments.®® Without full
engagement between SROs and investor representatives, it may be difficult for an SRO to
identify the interests of the public and thereby fulfill its public interest mandate effectively.

iii) Regulatory capture

In this Consultation Paper, “regulatory capture” refers to a regulatory agency that may become
dominated by the industries or interests they are charged with regulating. The result is that an
agency, charged with acting in the public interest, instead acts in ways that benefit the industry
it is supposed to be regulating. Factors that cause regulatory capture include a regulator being
subject to excessive levels of influence from industry stakeholders, a regulator not having
sufficient tools and resources to obtain accurate information from industry or to deter industry
wrongdoing, or regulatory incentives being skewed toward industry stakeholder interests.

An investor advocacy group stated that the inherent conflict between the SROs’ obligation to
their members and their public interest mandates may not be manageable under their current
governance structures and may result in the erosion of public confidence. Specifically, they

38 Refer to section 2 of this Consultation Paper and Appendices A and B for details on 1IROC and MFDA
governance. Please refer to specific sections on governance and district/regional councils.

39 Refer to Appendix A and B of this Consultation Paper for how IIROC and the MFDA seek and consider
stakeholder input into the development of their rules, policies and other similar instruments.
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expressed concern about regulatory capture occurring when SRO actions are inappropriately
influenced by industry stakeholder interests. By contrast, two investment industry associations
stated that SROs need to be more responsive to industry, with one noting that its inability to
directly access an SRO’s board of directors runs contrary to the concept of “self’-regulation.

iv) SRO compliance and enforcement concerns

Investor advocacy groups expressed general concern regarding the lack of transparency and
the robustness of the SRO regulatory compliance and enforcement practices. They stated that
slow regulatory reforms undermine the improvement of conduct standards, and that the
following factors worsen enforcement outcomes:

e modest sanctions that are primarily designed as a deterrence tool (instead of
delivering investor restitution),

e governance shortcomings, such as those noted in sub-issue i) above,

e SRO rules regarding complaint handling that lead to relatively low levels of
complaints reaching litigation.

Specifically, two investor advocacy groups noted instances where SROs levied sanctions
against representatives only, even when dealer member supervision and compliance
deficiencies were also apparent. They expressed concern regarding a lack of transparency in
notices of disciplinary actions, decisions and settlements regarding findings of potential
culpability of dealer members and senior management. They concluded that this approach
leaves the perception that SROs are more concerned about protecting member firms rather than
the investing public, and accordingly, do not assist in effectively deterring misconduct, thereby
not preserving public confidence, consumer protection and market integrity.

Two investment industry associations also raised concerns about one SRO taking a punitive
approach to its enforcement proceedings, in contrast to another SRO which they viewed as
more focused on remediation. One of these stakeholders noted the presence of inconsistencies
among SRO sanctions for the same type of infraction or instance of non-compliance.

V) CSA oversight of SROs

Several stakeholders expressed concern that the current regulatory structure does not result in
the SROs being sufficiently accountable to the CSA.*° The following are examples of concerns
raised by stakeholders:

e the CSA does not appoint or have veto over SRO board members or key executive
staff, nor does the CSA have a seat on the board,

e the SRO rule exemption process is not designed to ensure SRO accountability to the
CSA, and

40 Refer to section 2 of this Consultation Paper for details on the oversight of SROs in Canada.
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e the CSA SRO oversight reviews leave a perception that the reviews focus mainly
on technical issues.

Two investment industry associations representing registrants directly regulated by the CSA
raised concerns that SROs are inherently conflicted, have compliance programs that are suited
to larger firms and are not sustainable for small dealers due to the regulatory burden and related
costs.

Targeted Outcome for Consideration

A regulatory framework that promotes a clear, transparent public interest mandate with an
effective governance structure and robust enforcement and compliance processes.

Consultation Questions on Public Confidence
in the Regulatory Framework

Question 6.1: What is your view on the issue of public confidence in the
regulatory framework, and the stakeholder comments described above? Are
there other concerns in respect of this issue that have not been identified? If
possible, please provide specific reasons for your position and provide
supporting information, including the identification of data sources to quantify
the impact or evidence your position.

In addressing the question above, please consider and respond to the following,
as applicable:

a) Describe changes that could improve public confidence in the regulatory
framework.

b) Describe instances in the current regulatory framework whereby the
public interest mandate is underserved.

c) Describe instances of how investor advocacy could be improved.

d) Describe instances of regulatory capture in the current regulatory
framework.

e) Do you agree, or disagree, with the concerns expressed regarding SRO
compliance and enforcement practices? Are there other concerns with
these practices?

Question 6.2: Is the CSA targeted outcome for issue 6 described
appropriately? If yes, how can the targeted outcome be best achieved? If no,
what outcome(s) do you suggest and how can they be best achieved?
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Issue 7: The Separation of Market Surveillance from Statutory Regulators (CSA)

IIROC was established through the combination of RS and the IDA and continues to carry out
the functions of both its predecessors to this day. Accordingly, in addition to carrying out the
oversight functions respecting investment dealers, IIROC also carries out the prior RS market
surveillance functions, including supervision of member compliance with UMIR. Pursuant to
the recognition orders with 1IROC Recognizing Regulators, IIROC conducts surveillance of
trading activity on Canadian debt and equity marketplaces. Any marketplace that retains
IIROC as its regulation services provider to regulate equity trading activity is a marketplace
member. All firms operating as alternative trading systems must become dealer members, in
addition to being marketplace members.

Marketplace operations are regulated by the applicable Securities Regulators,** which require
IIROC to provide information necessary for investigations into possible market misconduct.*?
IIROC coordinates surveillance capabilities with other jurisdictions as a member of the
Intermarket Surveillance Group.*3 To enhance transparency in fixed income markets, the CSA
selected 1IROC to be the information processor for trading in Canadian corporate debt
securities.*

Stakeholders raised concerns about possible information gaps and fragmented market visibility
resulting from market surveillance functions being separated from Securities Regulators.

) Regulatory fragmentation and systemic risk

The MFDA expressed concerns regarding the ability of statutory regulators to effectively
monitor systemic risk and inform market structure policy without sufficient expertise and
direct access and control over market data.

i) Member vs market regulation functions

An investor protection fund raised a question about the integration of member and market
surveillance in an SRO and the potential for conflicts that could possibly arise between the

ALt recognized, a marketplace must conduct itself in accordance with the requirements outlined in NI 21-101,
National Instrument 23-101 Trading Rules, and any terms and conditions of recognition/registration or exemption.

42 The CSA is implementing in 2020 a Market Analytics Platform (MAP) which will serve as a data repository
with analytic tools to enhance enforcement effectiveness, including insider trading and market manipulation
investigations. The platform is intended to also expedite focused policy research and aid in investigating more
sophisticated and complex cases.

“3 The Intermarket Surveillance Group is comprised of over 30 exchanges around the world and its mandate is to
promote effective, cooperative market surveillance among international exchanges.

4 In this role, 11IROC publishes information on corporate bond trading on its dedicated Corporate Bond
Information website. Amendments to NI 21-101, in force as at August 31, 2020, subject to Ministerial approval,
prescribe mandatory post-trade transparency of trades in government debt securities. IROC’s role as information
processor will be expanded to include transactions in government debt securities.
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obligations respecting the disruption to markets and maintaining market integrity versus
exposure to the investing public.

i) Inefficient structure

The MFDA also questioned the appropriateness of the current market surveillance structure
and whether the CSA ought to play a larger role. The SRO noted that IIROC and the CSA
enforcement processes might be less effective, inefficient, and more costly as a result of the
duplication of surveillance and data analysis efforts between IIROC and the CSA.

Targeted Outcome for Consideration
An integrated regulatory framework that fosters timely, efficient access to market data and

effective market surveillance, to ensure appropriate policy development, enforcement, and
management of systemic risk.

Consultation Questions on the Separation of
Market Surveillance from Statutory Regulators (CSA)

Question 7.1: What is your view on the separation of market surveillance from
statutory regulators, and the stakeholder comments described above? Are
there other concerns in respect of this issue that have not been identified? If
possible, please provide specific reasons for your position and provide
supporting information, including the identification of data sources to quantify
the impact or evidence your position.

In addressing the question above, please consider and respond to the following,
as applicable:

a) Does the current regulatory structure facilitate timely, efficient and
effective delivery of the market surveillance function? If so, how? If not,
what are the concerns?

b) Does the continued performance of market surveillance functions by an
SRO create regulatory gaps or compromise the ability of statutory
regulators to manage systemic risk? Please explain.

Question 7.2: Is the CSA targeted outcome for issue 7 described
appropriately? If yes, how can the targeted outcome be best achieved? If no,
what outcome(s) do you suggest and how can they be best achieved?
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7. Public Consultation Process and Next Steps
Public Consultation Process, Including Deadline for Comments

The CSA invites participants to provide input. You may submit written comments in electronic
form (preferred) or in hard copy. Please submit your comments in writing on or before
October 23, 2020. If you are not sending your comments by email, please send us an electronic
file containing submissions provided (in Microsoft Word format).

Please address your comments to each of the following:

Alberta Securities Commission

Autorité des marchés financiers

British Columbia Securities Commission

Financial and Consumer Services Commission (New Brunswick)
Financial and Consumer Affairs Authority of Saskatchewan

Manitoba Securities Commission

Nova Scotia Securities Commission

Nunavut Securities Office

Office of the Superintendent of Securities, Newfoundland and Labrador
Office of the Superintendent of Securities, Northwest Territories

Office of the Yukon Superintendent of Securities

Ontario Securities Commission

Superintendent of Securities, Department of Justice and Public Safety, Prince Edward
Island

Please send your comments only to the addresses below. Your comments will be forwarded to
the other CSA member jurisdictions.

The Secretary

Ontario Securities Commission
20 Queen Street West, 22" Floor
Toronto, Ontario M5H 3S8

Fax: 416-593-2318

E-mail: comments@osc.gov.on.ca

Me Philippe Lebel, Corporate Secretary and Executive Director, Legal Affairs
Autorité des marchés financiers

Place de la Cité, tour Cominar

2640, boulevard Laurier, bureau 400

Québec (Québec) G1V 5C1

Fax: 514-864-6381

E-mail: consultation-en-cours@lautorite.gc.ca

33


mailto:comments@osc.gov.on.ca
mailto:consultation-en-cours@lautorite.qc.ca

Certain CSA jurisdictions require publication of the written comments received during the
comment period. All comments received will be posted on the websites of each of the
ASC at www.albertasecurities.com, the AMF at www.lautorite.qc.ca and the OSC
at www.osc.gov.on.ca. Please do not include personal information directly in comments to be
published and state on whose behalf you are making the submission.

Questions

If you have any comments or questions, please contact any of the CSA staff listed below.

Doug MacKay Joseph Della Manna

Co-Chair - CSA Working Group Co-Chair - CSA Working Group

Manager, Market and SRO Oversight Manager, Market Regulation

British Columbia Securities Commission ~ Ontario Securities Commission

604-899-6609 416-204-8984

dmackay@bcsc.bc.ca jdellamana@osc.gov.on.ca

Paula Kaner Jean-Simon Lemieux

Manager, Market Oversight Analyste expert

Alberta Securities Commission Autorité des marchés financiers

403-355-6290 514-395-0337, ext. 4366

paula.kaner@asc.ca jean-simon.lemieux@lautorite.gc.ca

Liz Kutarna Jason Alcorn

Deputy Director, Capital Markets Senior Legal Counsel and Special Advisor

Financial and Consumer Affairs Authority to the Executive Director

of Saskatchewan Financial and Consumer Services

306-787-5871 Commission (New Brunswick)

liz.kutarna@gov.sk.ca 506-643-7857
jason.alcorn@fcnb.ca

Paula White Chris Pottie

Deputy Director, Compliance and Deputy Director, Registration & Compliance

Oversight Nova Scotia Securities Commission

Manitoba Securities Commission 902-424-5393

204-945-5195 chris.pottie@novascotia.ca

paula.white@gov.mb.ca

Next Steps

The issues and CSA targeted outcomes in this Consultation Paper likely affect key stakeholders
of the Canadian financial services industry. Upon the completion of the 120-day comment
period, the CSA staff will review all public comments submitted. The CSA expects to gather
a great amount of information from the consultation process, which will be used to inform our
approach going forward. The outcome of the consultation process will result in a paper with a
CSA proposed option whereby the CSA would seek further public comment.
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Appendix A - About IIROC

Governance

The IIROC Board of Directors consists of 15 members, with one position held by the president
and CEO and the remaining positions split evenly among independent and industry directors.
The industry directors are further subcategorized with five representing dealer members and
two representing marketplace members. Directors are limited to four consecutive terms. Each
term is two years in duration.*®

District Councils

There are ten IIROC District Councils (District Council) representing all provinces and
territories. Each is comprised of 20 members with renewable terms of up to two years each.
Members are nominated by dealer members of the region and appointed by the District Council
Nominating Committee and must be an officer or an employee of a dealer member. The District
Council is responsible for regional approvals and membership matters, in addition to providing
a local perspective to national policy issues. The District Council also identifies appropriate
individuals for consideration on Enforcement Hearing Committees. The District Council
meetings are held on a monthly basis with special meetings scheduled as necessary.

The Canadian Investor Protection Fund

IIROC rules require dealer members to become members of and to contribute to CIPF, which
has been approved by the Securities Regulators to provide limited protection within prescribed
limits if property held by an IIROC dealer member on behalf of an eligible client is not returned
to the client following the firm’s insolvency.*® Missing property can include: cash, securities,
futures contracts, segregated insurance funds. Coverage for an individual client is limited to
$1M per account type.*’

CIPF Statistics as at December 31, 2019

Source of Funding Amount Available
General Fund $514M
Excess Insurance $440M
Lines of Credit $125M
Total $1,079M

45 https://www.iiroc.ca/about/Pages/Board-of-Directors.aspx
46

http://cipf.ca/

47 For a detailed description of all types of coverage, including coverage for corporations, partnerships, trusts and
other types of customers, visit: http://cipf.ca/Public/CIPFCoverage/\WhatAretheCoverageL imits.aspx
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(Source: 2019 CIPF Annual Audited Financial Statements)
Dispute Resolution Process / Enforcement

IIROC assesses complaints made against its dealer member firms and their registered
employees, conducts investigations, and imposes disciplinary penalties where there have been
breaches of IIROC rules. Minor violations may be dealt with through the issuance of cautionary
letters. Other violations are addressed through disciplinary proceedings before IIROC hearings
panels who have the authority to impose sanctions. Penalties can include fines, conditions on
current approval, suspensions, bans and other remedies deemed appropriate.

Registered firms that are members of IIROC must also ensure that an independent dispute
resolution or mediation service is made available at the firm’s expense to resolve complaints
made by clients about the trading or advising activity of the firm or its representatives. Firms
outside Québec must take reasonable steps to ensure that the OBSI is the service made
available.

Rulemaking

IIROC policy staff draft rule proposals and amendments. Proposals require Board of Director
approvals, publication for comment and CSA approval, following which the final rules notice
is published.*®

Registration and Proficiency

Registration as an investment dealer is a prerequisite for membership in IROC. An investment
dealer may act as a dealer or an underwriter in respect of any security. Dealer members may
elect to contract their back office, clearing and settlement operations, to another IIROC dealer
member, which is known as an introducing/carrying broker arrangement. There are four types
of such arrangements where the introducer takes on increasingly more responsibility for capital
and compliance when moving from Type 1 to Type 4.

Individual registration categories include: investment dealer dealing representative, ultimate
designated person, chief compliance officer, and permitted individuals of the firm. In
Manitoba, Ontario and Quebec, there are other individual registration categories for individuals
trading in futures, options or derivatives. In certain jurisdictions, the registration function is
delegated to IIROC while in other jurisdictions, it is retained by the CSA member.

IIROC has categories*® for individuals where at least one category must be selected; examples
include: executive, director, supervisor, and more. There is also an approval category of
portfolio management for those registered representatives that have been designated and
approved for the purpose of managing the investment portfolio of an investment dealer’s
clients through discretionary authority granted by clients. For registered representatives and

“8 nttps://www.iiroc.ca/industry/policy/Pages/default.aspx
49 Guide to IIROC Categories:

https://www.iiroc.ca/industry/registrationmembership/Documents/GuideCategories_en.pdf
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investment representatives at least one product-type speciality must be selected among
securities, options, futures contracts and options, mutual funds only, and non-trading.

The National Registration Database (NRD), the CSA owned and operated database, is used to
manage registration information for individuals, including initial applications for registration
and any subsequent updates to this information. Individual applicants must meet the initial
proficiency requirements by demonstrating that they have the applicable education, training
and experience required for their category of individual registration, as outlined in the IROC
proficiency requirements for registered individuals.>°

The proficiency requirement for registered representatives is the completion of the Canadian
Securities Course, the Conduct and Practices Handbook course and a 90-day training
programme during which time the individual has been employed with a dealer member on a
full-time basis. These individuals are allowed to sell securities, including mutual funds. Lastly,
IIROC has continuing education requirements for its registered individuals.®?

Summary of Key Information

i) IIROC Dealer Member Firm Statistics

As at December 31 2019 2018 2015 2010
Assets Under Management $3.0T $2.7T $2.2T $1.4T
Approved Persons 28,937 29,685 28,330 27,431
Active Member Firms 169 166 182 211

(Source: 1IROC)

%0 1JROC Rule 2900: Proficiency and Education:
https://www.iiroc.ca/RuleBook/MemberRules/RulesCollated en.pdf

°1 Guidance on IIROC’s Continuing Education Program: https://www.iiroc.ca/Documents/2019/25¢13375-8¢35-
4b5f-8e2b-4faf00599c12_en.pdf
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i) IIROC Dealer Member Firms by Head Office Location as at December 31,
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Appendix B - About the MFDA

Governance

The MFDA Board of Directors consists of six public directors, six industry directors, and the
president and CEO. The Governance Committee of the MFDA Board of Directors nominates
directors, and MFDA dealer members vote for their preferred candidate while the board
maintains ultimate discretion on who to elect.>?

Regional Councils

There are four MFDA Regional Councils (Regional Councils) representing eight provinces,
split into four geographical regions: Atlantic, Central, Prairie, and Pacific. Each is comprised
of 4 — 20 appointed and elected members, with elected members serving terms of up to two
years. Appointed members are elected for terms of up to three years and consist of both
industry representatives and public representatives with an appointment committee used to
select both. Industry representatives are required to have prior securities experience but cannot
hold a current position or association with a dealer member. Public representatives require a
legal background and other set criteria. Responsibilities of the Regional Councils includes
consideration of policy matters, both national and regional, ad hoc board requests, and hearing
panel participation. The Regional Council meetings are scheduled as necessary and are not
held at regular intervals.

MFDA Investor Protection Corporation

MFDA rules require MFDA dealer members to contribute to the MFDA IPC. Coverage for
clients of MFDA dealer member firms, outside of Québec, respecting non-returned client
assets held by a dealer member in the event of its insolvency is up to $1 million for each of the
client’s general and separate accounts.

MFDA IPC Statistics as at June 30, 2019

Source of Funding Amount Available
General Fund $48M
Excess Insurance $20M
Lines of Credit $30M
Total $98M
(Source: 2019 MFDA IPC Annual Audited Financial
Statements)

52 https://mfda.ca/about/board-of-directors/
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Dispute Resolution Process / Enforcement

The MFDA assesses complaints made against its dealer members and their registered
individuals as well as conducts investigations and imposes disciplinary penalties for breaches
of the MFDA’s by-laws, rules or policies. Violations may be dealt with through administrative
resolutions including cautionary or warning letters. Violations may also be addressed through
disciplinary proceedings carried out by MFDA enforcement counsel before hearing panels of
the MFDA Regional Councils. Hearing panels are responsible for determining whether any
misconduct occurred and if so, whether any penalties should be imposed. Penalties may include
fines, suspension, termination and other remedial sanctions.

Registered firms that are members of the MFDA must also ensure that an independent dispute
resolution or mediation service is made available at the firm’s expense to resolve complaints
made by clients about the trading or advising activity of the firm or its representatives. Firms
outside Québec must take reasonable steps to ensure that the OBSI is the service made
available.

Rulemaking

The MFDA rulemaking process includes: discussion papers, Policy Advisory Committee
comments, Regulatory Issue Committee comments, Board of Director approvals, CSA
reviews, public comment periods, MFDA responses to comments, CSA approvals, MFDA
member approvals, and bulletin issues for final rules.>

Registration and proficiency

When a mutual fund dealer applies to become a member of the MFDA, it must, at the same
time, apply to the Securities Regulators in every jurisdiction in which it intends to operate to
become registered as a mutual fund dealer. Mutual fund dealers may only act as a dealer in
respect of any security of a mutual fund or an investment fund that is a labour sponsored
investment fund corporation or labour sponsored venture capital corporation under legislation
of a jurisdiction of Canada.

The MFDA has four dealer levels for membership:

Level 1: A dealer that does not hold client cash, securities or other property and
introduces all of its accounts to a carrying dealer, which has joint compliance
responsibilities;

Level 2: A dealer that does not hold client cash, securities or other property. Dealers at
this level operate in a client name environment and do not use a trust account to hold
client cash;

53 https://mfda.ca/policy-and-regulation/
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Level 3: A dealer that holds client cash in a trust account but does not hold client
securities or other property. Dealers at this level operate in a client name environment
and use a trust account to hold client cash; and

Level 4: A dealer that acts as a carrying dealer, or any other dealer not covered by
Level 1, 2, or 3 (i.e. a dealer that holds client securities or other property in nominee
name accounts or in physical storage).

The MFDA also has individual registration for mutual fund dealer dealing representatives,
ultimate designated person, chief compliance officer, branch manager, alternate branch
manager, and permitted individuals of the firm. Similar to IIROC, the CSA’s NRD database is
used to manage applications for individual registrants and to access fitness for registration
information for MFDA individuals.

Proficiency for mutual fund dealer dealing representatives includes the passing of either the
Canadian Investment Funds Course Exam, the Canadian Securities Course Exam or the
Investment Funds in Canada Course Exam, or further proficiency of having obtained the CFA
Charter.

Summary of Key Information

i) MFDA Dealer Member Firm Statistics

As at December 31 2019 2018 2015 2010
Assets Under Administration $584B $517B $605B $271B
Approved Persons 78,251 80,017 83,000 73,000
Active Member Firms 88 90 103 139

(Source: MFDA)

i) MFDA Dealer Member Firms by Head Office Location as at December 31,
2019

AB 18 B MNB 0N Qc 5K
(Source: MFDA)
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Appendix C - Non-SRO Registered Firm and Individuals in

Canada
Category Number of Firms Il\rlw lé?:/?g;;g

EMD 240 — firms registered as EMDs, only 1,140

PM 330 — includes firms registered as EMDs 1,500

IFM 520 — includes firms also registered as PMs and EMDs 4,140

SPD 6 2,446
Québec MFDs 19 — Mutual fund dealers registered only in Québec 682
Other 42 143

(Source: CSA records, 2020)

42



Appendix D — About FINRA

FINRA’s Mandate, Delegation of Power and Funding

The Securities Exchange Act of 1934 and its subsequent amendments (including the Maloney
Act) set the foundation for self-regulation in the U.S. and provides FINRA with its formal
recognition and registration with the SEC.>* FINRA is predominantly funded through member
annual fees and fines. They enforce rules for all registered broker-dealer firms and registered
brokers in the U.S., perform compliance examinations, provide investor education, and foster
market transparency. The scope of their responsibility and authority includes regulation,
surveillance, examination, and discipline.

Board of Governance

FINRA is governed by a board of 24 members who are elected for 3-year terms through a
Nominating and Governance Committee.>> One position is held by the FINRA CEO and 13
positions are held by public members. The remaining 10 positions are for industry members
and are further subcategorized by firm size.

Dispute Resolution Processes

The FINRA Ombudsman operates independently from FINRA management, reporting directly
to the Audit Committee of the Board of Governance. The FINRA Ombudsman manages
complaints regarding FINRA operations, enforcement, and other FINRA activities.>®

The FINRA Investor Complaint Program is used to investigate allegations against brokerage
firms and their employees. The Enforcement Department files a complaint with the Office of
Hearing Officers when disciplinary action is necessary.>” The resulting sanctions could include
fines, suspensions, or barring from the industry.® Arbitration and mediation is used by FINRA
for dispute resolution proceedings and may also result in financial restitution to investors.>®

The Securities Investor Protection Corporation

The Securities Investor Protection Corporation (SIPC) provides limited coverage to investors
in the event of brokerage insolvency and also includes coverage from unauthorized trading or

54 https://www.sec.qgov/rules/concept/34-50700.htm

%5 https://www.finra.org/about/governance/finra-board-governors

56 https://www.finra.org/about/office-ombudsman/ombudsman-frequently-asked-questions

57 https://www.finra.org/rules-quidance/adjudication-decisions

58 https://www.finra.org/investors/have-problem/file-complaint

%9 https://www.finra.org/investors/have-problem/legitimate-avenues-recovery-investment-losses
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theft from their securities accounts. The coverage is limited to $500k per customer, including
up to $250k for cash. SIPC coverage includes: notes, stocks, bonds, mutual funds, other
investment company shares, and other registered securities.®°

Investor Advocacy

Advisory committees are used to inform and provide feedback for FINRA rule proposals,
regulatory initiatives, and industry issues. There are 14 such committees at FINRA, including
the Investor Issues Committee which advises FINRA from the investor perspective, including
both retail and institutional investors. Rule reviews and regulatory initiatives are reviewed by
the Investor Issues Committee prior to presentation to the FINRA Board.5!

Rulemaking Process

FINRA has been consolidating the NASD Rules and NYSE Rules since the two entities merged
in 2007. Conversion spreadsheets are maintained by FINRA for member firms to use as a
reference during the transition process. The FINRA Rule Consolidation will harmonize
existing rules while giving consideration to the rapidly evolving industry.52

Typically, the rulemaking process consists of 10 steps: new rule proposal, internal review,
presentation to committees, submission to board, regulatory notice process, filing with SEC,
SEC notice of proposal in the Federal Register, response to comments, SEC approval,
regulatory notices.®®

Registration and Proficiency

There are four registration categories:
Broker-dealers: includes full services and discount brokerages;

Capital acquisition brokers: advise on capital raising and corporate restructuring, act
as placement agents for sale of unregistered securities to institutional investors;

Funding portals: crowdfunding intermediaries; and

Individual registration: branch salespeople, branch managers, department
supervisors, partners, officers, and directors. A central registration depository is used
to manage the individual registrants, including their employment history, disciplinary
history and qualifications. Qualification exams are specific to particular securities
activities. Successful completion of these exams allows the registrant to perform

60 https://www.finra.org/investors/have-problem/your-rights-under-sipc-protection

61 https://www.finra.org/about/governance/advisory-committees#iic

62 https://www.finra.org/rules-quidance/rulebook-consolidation

63 https://www.finra.org/rules-guidance/rulemaking-process
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permitted activities specific to their competency level. For example, a Series 6
representative can sell only mutual funds, variable annuities, and similar products,
while a Series 7 representative can sell a broader selection of products. A continuing
education program is also maintained by FINRA.
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Appendix E — About the FCA

The FCA’s Mandate, Delegation of Power and Funding

Established during 2013 by Parliament of the U.K., the FCA is an independent body that strives
to protect consumers while promoting market integrity and effective competition and is funded
directly by industry, predominantly through statutory fees paid by authorized firms and
recognized investment exchanges.’* The FCA is responsible for regulating standards of
conduct, supervision of trading infrastructures, prudential regulation (for firms not regulated
by the PRA) and reviewing and approving the issues of securities for the following sectors:
general insurance, investment management, pensions and retirement income, retail banking
sector, retail investments, retail lending sector, and wholesale financial markets.®®

Board of Governance

The FCA is governed by the chair and a board of 10 members, consisting of three executive
and seven non-executive members, appointed for three year terms, who are appointed by Her
Majesty’s Treasury based on recommendations from the Nominations Committee, with the
exception of two non-executive members who are jointly appointed by the Secretary of State
for Business, Innovation and Skills, and the Treasury.%®

Dispute Resolution Processes

The FCA has enforcement powers which can include fines, suspensions, warnings, and
termination.®” Complainants may apply for compensation for any losses at the conclusion of a
trial,%® while the Financial Services Compensation Scheme may provide compensation in
instances where the firm has been declared ‘in default’.®® Both the FCA and PRA maintain a
handbook of rules for their regulated firms to comply with and perform supervision as part of
their continuing oversight of firms and individuals. The FCA utilizes a complaint scheme for
instances of unprofessionalism, bias, carelessness or unreasonable delay. It does not manage
complaints against individual firms, instead those complaints are made to the Financial
Ombudsman Service or the courts.’®

64 https://www.fca.org.uk/publication/corporate/our-mission-2017.pdf#page=7

65 https://www.fca.org.uk/about/sector-overview

86 https:/Avww.fca.org.uk/about/fca-board and https://www.fca.org.uk/publication/corporate/fca-corporate-
governance.pdf

67 https://www.fca.org.uk/about/enforcement

68 https://www.fca.org.uk/consumers/rights-victims

69 https://www.fca.org.uk/consumers/claim-compensation-firm-fails

70 https://www.fca.org.uk/consumers/how-complain
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Investor Advocacy

Four independent statutory panels advise the FCA on policy development and the identification
of market risks.”* The Financial Services Consumer Panel, one of the four statutory panels,
represents the interests of consumers during policy development.’? This panel is independent
from the FCA and thus permitted to publish their views and opinions on the FCA’s activities.
Panel members are often nominated by trade associations and have a variety of financial
services backgrounds.

Rulemaking Process

The FCA publishes the Quarterly Consultation Paper for minor changes to the FCA Handbook
while individual consultation papers are used for proposed changes which are more
substantive. The FCA issues a Policy Statement following the consultation period, including
the new or revised Handbook Rule. Finalised Guidance, including feedback from the
consultation, is published following the Policy Statement.”®

Authorization, Registration, and Proficiency

The FCA regulates all financial services activities and consumer credit in the U.K.”* FCA
authorization and/or registration is required by any firm or individual offering financial
services, investment products or regulated activities such as loans, financing, and consumer
credit.” Individual training and competence is based on job responsibilities, with the FCA
specifying the qualifications necessary to perform a specific activity and firms” monitoring for
compliance.”®

The FCA regulates the following: banks, building societies and credit unions, claims
management companies, consumer credit firms, electronic money and payment institutions,
financial advisors, fintech and innovative businesses, general insurers and insurance
intermediaries, investment managers, life insurers and pension providers, mortgage lenders
and intermediaries, mutual societies, sole advisors, and wealth managers.

n https://www.fca.org.uk/about/uk-requlators-government-other-bodies/statutory-panels

7 https://www.fs-cp.org.uk/consumer-panel/what-panel

3 https://www.fca.org.uk/what-we-publish

4 hitps://www.gov.uk/registration-with-the-financial-conduct-authority

8 https://www.fca.org.uk/firms/authorisation/when-required

and https://www.fca.org.uk/firms/authorisation/how-to-apply/activities

76 https://www.fca.org.uk/firms/training-competence
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Appendix F — Table of References

In the course of the informal consultation, stakeholders referenced various publicly accessible
documents to support their views. Examples of those documents are listed below. The views,
opinions or conclusions expressed in these documents do not necessarily represent the views
of the CSA.

The documents listed below are cross-referenced to the issue in section 6 in respect of which
the document was raised or considered.

In addition, IIROC and the MFDA have published their own separate position papers on the
SRO regulatory framework. Those publications are available on their respective websites.

Issue 5 — Investor Confusion

1.

OSC Staff Notice 31-715

https://www.osc.gov.on.ca/documents/en/Securities-Category3/20150917-mystery-
shopping-for-investment-advice.pdf

IIROC Notice 15-0210
https://www.iiroc.ca/Documents/2015/d483c130-adad-4e86-8f0f-735050fe7fdc_en.pdf
MFDA Bulletin #0658-C

https://mfda.ca/wp-content/uploads/Bulletin0658-C.pdf

IIROC Notice 13-005: Use of Business Titles and Financial Designations
https://www.iiroc.ca/Documents/2013/4e2e7417-7b4b-43d6-a47a-e14a9d7cb7f8_en.pdf

FAIR Canada’s Submission to CSA on the Proposed Scope of the Review of Self-
Regulatory Organizations

https://faircanada.ca/submissions/submission-to-csa-on-the-proposed-scope-of-the-

review-of-self-requlatory-organizations/

Issue 6 — Public Confidence in the Regulatory Framework

6.

7.

I0SCO Publication: Credible Deterrence in the Enforcement of Securities Regulation
https://www.iosco.org/library/pubdocs/pdf/IOSCOPD490.pdf

IIROC Rule 2500B: Client Complaint Handling
https://www.iiroc.ca/Rulebook/MemberRules/Rule02500B_en.pdf
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