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Over the last decade the Commission has responded to the explosive growth in the investment fund
industry with a number of sgnificant initiatives designed to ensure that regulation kept pace with the
unprecedented changes in the marketplace. Drawing from recommendations outlined in former
Commissioner Glorianne Stromberg’s semind report!, the Commission and the other Canadian
Securities Adminigrators have invoked their rule-making power to regulate mutua funds sdes
practices, to update the regulation of mutual funds dructure and management, and to revamp the
amplified progpectus disclosure regime. The Commission and its CSA colleagues have dso fostered
the creation of the Mutual Fund Dedlers Association and have recently published for comment
recognition criteriaand a draft rule which will require dl mutua fund deders to become members of this
important new SRO.

Now as we move into the new millennium, we are setting our sights on a more ambitious project; one
that represents both a shift and alegp forward in our thinking about the regulatory framework for
mutud funds and other investment funds: this project is the design and implementation of amutua fund
governance regime across Canada.

In early 1999, | asked Stephen Erlichman to provide the Commission and the CSA with his thoughts on
how we could move to improve fund governance. Mr. Erlichman’s recommendations have been
provided in the form of hisreport entitled “Making it Mutual: Aligning the Interests of Investors and
Managers - Recommendations for a Mutual Fund Gover nance Regime for Canada” . We are
confident that the Erlichman report will serve us wel as we move forward into this exciting area. Mr.
Erlichman’s recommendations reflect his understanding of the Canadian mutua fund industry and are
wel| tailored to the unique features of that industry. The report contains a comprehensive description
and analysis of the history of the fund governance debate in Canada and abroad and Mr. Erlichman has
ably furthered that debate. We are confident that his report will move us closer to reaching a consensus
on its outcome.

We share Mr. Erlichman’s position that improvementsin fund governance and the management of
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mutud funds are desirable, not so much because there may be problems in the fund industry, but,

rather, so that investors expectations of high standards of conduct from the sewards of their money is
not misplaced. However, we aso recognize that reforms of our existing rules, which are based on
disclosure, fiduciary principles, and restrictions on transactions giving rise to conflicts of interest, are
not enough, given the dramatic changes that have occurred in the industry and the marketplace asa
whole. We livein adimate of increasing competition and when thisis coupled with the unique structure
of mutud funds, mutua fund organizations, and the inherently passive nature of the Canadian public’'s
investment in mutua fundsit becomes more and more obvious that thereis aneed for something more.

Mr. Erlichman reminds us that mutua fund governanceis not a new concept in Canada. In fact, a report
published by the Canadian Committee on Mutua Funds and Investment Contracts pointed out as early
as 1969 that securityholders in amutud fund have little or no effective voice in the affairs of the
company managing that fund and their money. It went on to conclude that:

“The best protection ... would be an arrangement whereby the management company and the
distribution company were subjected to continuing independent scrutiny over their operations.
Such ascrutiny might be provided by the mutud fund investors, or by a surrogate acting on
their behaf.”

While we agree with earlier commentators that a well-defined fund governance regime--based on the
increased scrutiny of fund managers by independent groups who have responsibility to look after the
investors best interests-is a desirable thing, we still need to grapple with the form that such aregime
should take in this country. We must carefully condder the issues and the dternatives as we embark on
this long-anticipated path.

We are rdeasing the Erlichman report a this time to ensure that the mutua fund industry and the
Canadian public dso have ample opportunity to congder the issues surrounding mutud fund
governance well in advance of any proposd by the Canadian Securities Administrators to enter into this
new areaof mutua fund regulation. We hope that our early release of the recommendations made by
Mr. Erlichman will result in amore informed didogue. Exploring the full range of perspectives and
canvassing options for improving fund governance and the management of mutud fundsisa
Commission priority for the upcoming year. We not only intend to dialogue with internationa securities
regulators and scholars, but we will also engage industry participants and investors as we seek to
fashion athoughtfully crafted regime. Y ou can expect to hear from us as we move forward.

Report of the Canadian Committee on Mutual Funds and Investment Contracts - Provincial and Federal
Sudy, 1969, Queen’s Printer, 1969 at p. 151, 152.
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EXECUTIVE SUMMARY

This report was undertaken for the Canadian Securities Adminigtrators (“CSA”) at
the request of the Chair of the Ontario Securities Commission (“OSC”). My mandate, in
genera terms, was to provide recommendations to the CSA on establishing a governance
regime for publidy-offered mutual funds in Canada. This report describes the history of
the mutud fund governance debate in Caneda, publicly reported issues on the manager
gde of the mutud fund indudry, potentid pogtive benefits should a governance regime
be implemented, types of mutua fund governance Sructures in existence esewhere in the
world, mutua fund governance reforms in other jurisdictions and my recommendations

with respect to establishing a governance regime for mutua fundsin Canada.

What do we mean when we speak of mutua fund governance? At its most basic
levd, | suggest tha it refers to having a sysem in place whereby decisons in a mutud
fund complex are made in the best interests of the securityholders of the mutud funds

rather than in the best interests of any other party.

Since the commencement of this project, | have been asked on many occasons
why it is dther desrable or necessary to have a mutud fund governance regime in
Canada, especidly if mandating a governance regime results in increased cods in a
mutud fund complex that in some manner will be passed on to invesors. | firg
contemplated this question in 1993 when | started my research for a short paper relating
to managing conflicts of interest in the mutua fund industry.! At that time, | recognized

that Canada aready had: a Structure which creates a statutory standard of care and duty of
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loydty, as wel as common law fiduciary duties, for various parties involved in a mutua
fund complex; a st of conflicts rules rdating to mutua funds, and required disclosure in
a mutud fund's prospectus and annud information form of dl materid facts rdating to
the mutual fund securities offered under the prospectus. Inasmuch as the CSA of their
own accord decided to re-examine mutua fund governance in Canada a this time, | am
aure that the CSA will have their own answers to the query that was posed to me, but my

responseis asfollows.

Frd, the mutud fund dructure in Canada, by its very nature, is rife with actud
and potentid conflicts. For example, mutua funds are organized and operated by
persons who are employed by entities other than the mutud fund itsdf. Accordingly,
these people have pecuniary interests in the manager or other entities gpart from the
mutud fund. As a result, there are inherent potential conflicts of interest in the mutua
fund Structure between the interests of the securityholders of the mutud fund, on the one
hand, and the interests of the manager of the mutud fund and other persons rendering
services to the mutud fund, on the other hand. In addition, in a typicd Canadian mutud
fund dructure the trustee, manager and investment adviser and, in some cases, the
regisrar and transfer agent may be the same entities or may be entities within the same
corporate group, thereby aso raising potential conflicts.  Some conflicts are addressed by
exiging conflicts rules while others are not. The fact that conflicts are inherent in the
mutua fund structure, however, may create a public perception that the conflicts lead to
abuses.  In an industry where having the trust and confidence of the public is essentid, |

suggest thet it is critica to reduce to aminimum level any adverse public perception.
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Second, there are a few publicly reported decisons in Canada that show problems
can exig on the manager dde of the Canadian mutud fund industry. Perhaps the most
notable of these is the recent decison by the OSC with respect to Infinity Investment
Counsdl Ltd. and Fortune Financid Corporation.”? Some of these problems exist because
mutud fund complexes are not cognizant of ther fidudary duties With the Canadian
mutua fund industry reported to have more assets under adminigtration than savings
deposits in the Canadian banking system,® abuses could place investors savings at risk.

Accordingly, | suggest that we must try to reduce the potentia for such abuses arising.

Third, dthough Canadians are not as litigious as our neighbour to the south, |
suggest tha trying to prevent problems ahead of time through a governance regime is a
more efficient way to handle issues rather than resorting to litigation to resolve problems
that might not have aisen or might have been dleviated had an effective governance

regime been in exigence in the firg place.

Fourth, depending upon the type of governance regime tha is established, the
exigence of a governance regime might lead to the loosening of the conflicts rules
rdating to mutua funds with the securities regulatory authorities reying on the
governance mechanism to monitor transactions that otherwise would be prohibited or
would require exemptions from exiding securities laws.  If this result occurs, then in
effect there will be a trandfer of some regulatory oversght from the CSA to the

governance mechanism.
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Fifth, there are certain redities of the Canadian mutud fund marketplace tha
suggest it would be unfair to investors to force them to rey on the market mechanism of
“voting with ones feat” in lieu of an effective governance regime. In Canada the
magority of mutual fund securities are sold on a back-end load basis. In addition, mutua
fund invesdors, more than investors in individud public corporations, ae passve
investors who are told by the fund industry to teke a long term perspective on ther
mutua fund invesments. Accordingly, | suggest that an investor should not be forced to
exit because the cost of “voting with one's feet” is contray to the emphass that the
mutud fund industry places on investing for the long term and aso because a forced exit
may have associated cogts, such as payment of redemption fees or, in the case of mutud
fund securities hed outsde of regigered plans, redizaion of a cgpitd gain or loss which

may be undesirable,

Sixth, but certainly not least important, there is some empiricd evidence in the
corporate area, and to a lesser extent in the penson fund and mutua fund aress, which
suggests that better governance leads to better performance for investors. In the
corporate context the Dey Report® stated that “[w]e believe that effective corporate
governance will, in the long term, improve corporate peformance and benefit
shareholders’.®> Much work sill has to be done in this area to develop more empiricd
evidence, but | suggest that in the absence of such evidence we should rely on common
sene and make “empiricd assumptions’ with respect to the relaionship between fund
governance and fund performance. In this regard, let me quote Ira M. Millsein, a wel-

known commentator on and participant in corporate governance issuesin the U.S.:



-5-

“Good corporate governance is based on the seemingly noncontroversid premise
that an independent atentive board, <tructured to monitor management’'s
performance, is more likely to detect and address problems and provide red
accountability to shareholders. ...

...In “The Origin of the Species’ Dawin noted, ‘A gran in the badance will
determine which individua shdl live and which shdll die’

| suggest that an independent, atentive board is the grain in the baance that leads
to acorporate advantage. ...

...Shareholders rely on professond managers to carry on the busness, and this
diginct specidizaion of invesment and management has proved uniquely
successful.  Nonethdless, human nature being what it is, the shareholders agents,
the managers, may tend to forward their own interests, with the danger that they
will make decisons, or become entrenched or enrich themsdves, a the expense
of the shareholders. An independent attentive board serves as a monitor to the
shareholders to lessen the impact of this agency problem.

| don’t think we redly need to try to prove mathemdicdly that such a board is
needed. In a recent aticle, Mr. Solow [a Nobe laureate in economics aptly
identifies the problem in the search for econometric ‘proof’ of which | complan.
‘In economics, mode builders busywork is to refine their ideas to ask questions
to which the available data cannot give the answers’ he wrote, likening this to
having ‘the overeducated in pursuit of the unknowable’ ‘There is a tendency to
undervalue keen observation and shrewd generdization, he added, noting that
‘there is a lot to be said in favor of staring at the piece of redity you are studying
and asking, just what is going on here?

...[W]hy not bow to Darwin's logic and accept the grain that may well tip the
bdance in favor of survivd: the board that is performing well? | see no need to
await definitive proof. It probably will never come, and it isn't necessary.”®

One should understand that designing a governance regime is not a science but
rather is an at. As Martin Lipton, a wdl-known U.S. lawyer, has stated in the corporate

governance context:
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“There a7re some people who know what an ided corporate governance world is.
| don't.”

| do not believe that there is only one correct answer to the question of what
mutud fund governance regime should be established in Canada.  If there was but a
gngle right answer, then one would think that the debate on mutud fund governance
which began in Canada in 1969 with the publication of the semind “Report of the
Canadian Committee on Mutuad Funds and Investment Contracts’® should have resulted
in a definitive concluson sometime during the lagt thirty years. In fact, there are various
mutual fund governance regimes in existence today around the world® | aso understand
that contemporaneoudy with the preparation of this report, the Internationd Organization
of Securities Commissons is reviewing mutud fund governance in many countries.
Coincidentaly, some systems are in the process of being reformed even as such review is
being undertaken. There is no current worldwide consensus — nor is there even any
consensus in Canada — that any one sysem of mutud fund governance is the best in

comparison to others.

During my discussons in preparing this report, one person jokingly caled me the
“Moses’ who had been retained by the CSA to guide us to the promised land. The
concern was voiced that the CSA do not understand that we are in the promised land now
and whatever recommendations | make may lead us in the wrong direction. | am not
Moses nor for that matter am | an economist or a private investigator. The CSA and the
mutud fund industry can decide for themsdves what direction they beieve the

recommendations in this report will take us.
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Some of my recommendations will require the enactment of new laws. Others,
however, can be adopted voluntarily by the mutua fund industry or, if not adopted
voluntarily, might in effect be forced upon members of the fund indusry by the CSA
denying exemptive relief unless the recommendations are adopted. The bads for the
denid of the exemptive relief by the CSA would be that it is not in the public interest for
the exemptive reief to be granted unless the fund organization has adopted those

recommendations set out in this report which are accepted by the CSA.

With the foregoing in mind, le¢ me summarize my key recommendetions, which |

explain and elaborate upon later in this report:

1 Each mutuad fund complex should be required to edtablish a governance regime

that has a governing body independent from the manager of the mutua funds.

In an ided world, a mutud fund complex would have flexibility in determining
the type of governance regime it wishes to adopt. The CSA could then monitor
Canadian mutud fund complexes which have adopted different governance
regmes and dso monitor the mutuad fund governance regimes tha ae
recommended and implemented elsewhere in the world and, based upon the
evidence garnered from such monitoring, decide a some future date to mandate a
gpecific governance regime.  In this flexible modd, the types of regimes tha in

theory could be established by a mutua fund complex include:

@ a corporate trustee independent of the manager;
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(b) a corporate trustee which is not independent of the manager but which has
a governance committee of its board comprised of a least a mgority of
individuas who are independent of the manager;

(© a governance committee of the board of directors of the manager,
comprised of a leet a mgority of individuds who ae independent
directors;

(d) an advisory board (of directors, governors or trustees, as the case may be)
of each mutua fund or of a group of mutua funds comprised of a leest a
majority of individuas who are independent; or

(e a “corporate style’ board (of directors, governors or trustees, as the case

may be) of each mutud fund or of a group of mutud funds comprised of
a least amgority of individuas who are independent.

Agan, in an ided world, the recommendations in subsections 2(a) to (m) reating
to a corporate style board could be used as guidelines and applied, to the extent
goplicable and with gppropriate changes, to the type of governance regime

edablished by the mutua fund complex.

In this theoreticd modd where the CSA do not mandate a specific governance
regime a this time but rather permit each mutua fund complex to choose the type
of regime it wishes to follow for the time being, the CSA could consder whether
to creste incentives for mutud fund complexes to adopt a specific form of
governance regime by preconditioning certain exemptive rdief (from some of the
exiging mutud fund conflicts rules or from some requirements of Nationd
Instrument 81-102, for example) on the mutuad fund complex having adopted the

particular form of fund governance regime.
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The theoreticd modd which provides flexibility to mutud fund organizations to
choose one of several types of independent governance regimes is, however, a

model that | believe would cause difficulties in practice, for reasons set out in this

report.

If the CSA decide to mandate one specific form of fund governance regime at this
time, then | recommend that each mutua fund should have a “corporate syle’
board (of directors, governors or trustees, as the case may be). Mutud fund
corporations dready have boards of directors and some mutud fund trusts have
individua trustees who collectively conditute a board of trustees. In the case of
mutual fund trusts that have a corporate trustee, the corporate trustee should be
replaced by a board of individua trustees. If the CSA mandate such a board
dructure, | believe that there should be some flexibility built into the sysem and
it should not blindy mirror the US mutud fund governance regime. |
recommend that the board of a Canadian mutua fund should be congtituted and

should operate asfollows:

@ The board should consst of a least three individuads of whom at least a
magority and preferably at least two-thirds are independent of the manager.
The definition of wha conditutes an “independent” member should be
modded on the Dey Report's definition of “unrelated” director™® rather
than on the complex and detailed rules used in the U.S. Investment
Company Act of 19401

(b) There should be no redtriction on the same individuas being on the boards
of more than one or dl of the mutua funds in afund complex.

(© The independent members of the board initidly would be sdected and
gppointed by the manager. Thereafter the independent members would be
gopointed by the full board (and not by the manager nor by the
independent members done) or in the case of a corporate mutua fund they
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would be eected by the fund's shareholders as required by the fund's
governing corporate datute, in  ether case based upon the
recommendations of a nominaing committee composed of a least a
mgjority of directors who are independent of the manager.

The sdaries of the independent members should be determined by the
board, but in the firg instance they could be established by the manager
and the board jointly.

The sdaries of the independent members, as well as any additiond
expenses of having a board, could be pad ether by the mutua fund or by
the manager.

The board, as wel as the independent members as a separate group,
should have the power to seek whaever professond advice and incur
whatever expenses they reasonably require to carry out their duties, with
the cost of such advice being borne ether by the mutud fund or by the
manager. These expenses would be pad by the mutud fund if the

manager does not agree to pay them.

The board should have the generd responshility to supervise the
management of the busness and affars of the mutud fund in order that
decisons affecting the mutud fund are made in the best interests of the
securityholders of the mutud fund. The board need not have a detailed list
of gpecific duties but cetan minimum regpongbilities should be
edablished.  The minimum duties could indude (i) evduating the
performance of the manager in various caegories (including in providing
an adequate level of service to securityholders and in producing acceptable
invesment returns for the mutud fund, before and after expenses, in
comparison to appropriate benchmarks that teke into account the mutud
fund's risk profile); (i) reviewing the financid daements of the mutua
fund; (iii) checking tha the mutud fund is fdlowing its invesment
objectives, (iv) monitoring the manager’'s compliance with the mutud
fund’'s compliance plan; and (v) making decisons on behdf of a mutud
fund whenever conflict of interest issues arise between the mutud fund
and any other paty. In addition to the gpecified minimum duties, the
board should have the flexibility to determine wha ese it should do to
fulfill its broader generd mandate. The board should not have the right to
terminate the manager. The board should be given sufficient power to
carry out its responshilities.

Board members should have a sandard of care smilar to that of directors
of abusiness corporation.

Each boad should have a lead member, who will be one of the
independent members.  The lead member should be responsble for
managing the processes of the board. The lead member should monitor
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the mutua fund on a regular basis and should be the key person who
interacts with the fund manager on issues relating to the mutua fund.

()] Each board member should be entitled to be indemnified from the assets
of the mutud fund (and, if these are not aufficient, from the assets of the
manager) for ligdlities incurred while carying out his or her duties
provided the board member has not falen below the board's standard of
care.

(k) The board should be authorized to purchase appropriate liability insurance
for the benefit of its members a the expense of the mutud fund, but such
insurance should not cover any liability resulting from not satisfying the
board' s standard of care.

()] If the board and the manager cannot agree on any issues, the board or the
manager should report such matters to the CSA or to the securityholders of
the mutud fund or, in gppropriate circumsdances, cadl a meeting of mutua
fund securityholders to vote on the issues To whom the report is made
and whether a securityholder meeting will be cdled will be a decison of
the board or the manager, as the case may be, based upon the nature of the
matter in disoute. The CSA, however, should not be required to function
asamediator.

(m  The manager, directly or through a trade organization, should provide
aufficient education programs to new board members and to al board
members on an ongoing bass. Board members dso should have the right
to supplement these education programs by atending outsde seminars a
the expense of the manager or, if the manager is unwilling to pay the cods,
at the expense of the mutud fund.

Each mutud fund manager should be required to be regisered with the CSA.
Conditions of regidraion should include minimum proficency requirements,
minimum  capitd  requirements, minimum  insurance  requirements,  the

edablishment of an audit committee and implementation of various internd

controls as well as controls to monitor externd service providers.

Each mutud fund should have a compliance plan which is filed with the CSA.

The compliance plan, as wdl as the manager’s compliance with the plan, should
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be reviewed periodicdly, a least by the governance body and, if the governance
body or the CSA wish, by an extend auditor. An annud review of the
compliance plan and the manager’s compliance with the plan should be filed with
the CSA as part of the annud mutua fund prospectus renewd process and should
be made avaladle for public ingpection. The compliance plan, if properly
reviewed and monitored by the mutud fund's governance body, should create a
due diligence defence for the governance body and for the manager of the mutua

fund againgt clams dleging breaches of matters covered by the plan.

In any juridiction where such duty is not dready clearly legidated, laws should
be enacted to create a Sautory fiduciary duty of the governance body and of the
manager Smilar to section 116 of the Securities Act (Ontario) in favour of the
securityholders of the mutud fund. Laws dso should be enacted to specify that in
the event there is a conflict between the duty of the governance body, the manager
or individua directors or officers to the mutud fund securityholders and any
duties to other parties the duty to the mutud fund securityholders would take
precedence. The governance body aso should be given the bendfit of a legidated

“business judgment rule’.

Laws should be enacted to ensure that securityholders of dl mutud funds have
uniformity in treetment on certain issues, induding with respect to the percentage
of securityholders  required to cdl medtings of securityholders,  quorum
requirements for securityholder meetings and the percentage of votes required to

take action a securityholder meetings.  Securityholders of adl mutud funds should
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have certan specific powers, induding, if the governance body is a corporate
syle board, the power to call meetings of securityholders in order to remove and

replace members of the board.

The CSA should encourage the devdopment of a mutud fund investor
compensation plan to protect securityholders agangt any losses that could result
from the insolvency or fraud of a mutud fund manager. In addition, laws should
be enacted to ensure that unitholders of mutua fund truss have limited lighility,

amilar to shareholders of mutud fund corporations.

The CSA should have sufficient powers to ingpect and discipline al actors in the
mutud fund complex, including the mutud fund, its manager and, if gpplicable
its trustee.  If current powers in any jurisdiction are not sufficient, laws should be
enacted to provide such powers to the CSA. The CSA should effect inspections

on aregular bass and publicly report the results of problems encountered.

Each mutud fund complex should be required to disclose:

@ the mutua fund complex’s agpproach to fund governance, including: (i) the
bass upon which the mutud fund organization has concluded tha the
independent governance body is independent; and (ii) a description of
each mutud fund’'s compliance plan. The CSA should consder whether
governance disclosure should be moved from the annud information form
to the smplified prospectus or made available to investors on some other
bass, such as on the fund complex’ sinternet website; and

(b) in the gmplified prospectus, the quiddines that the manager or the
portfolio adviser follows in determining whether and how to vote portfolio
securities a shareholders mesetings of companies hdd in the portfolios of
the mutud funds. The CSA should consder whether such disclosure dso
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should be made in some other manner, such as on the fund complex’'s
internet webgste.

10. Begst practice guiddines rdating to Canadian mutud fund governance should be
developed from time to time by the CSA in conjunction with the mutud fund

indudtry.

| aso recommend that a consutative process should be undertaken with the
mutua fund industry to review and condder these recommendations before they ae
adopted. In addition, because better governance is not an end in and of itself but rather is
a means to an end, these recommendations and whatever governance regime is
implemented as a result of these recommendations should be re-evduated in light of any
future empirical evidence tha is developed as to whether problems exist in the Canadian
mutua fund industry, whether better fund governance leads to better fund performance
and whether the governance regime is responsive to the other matters raised a the
beginning of this Executive Summary. The purpose of the re-evauation would be to
determine whether any of these recommendations or the adopted governance regime
should be dtered in light of such empiricd evidence and thereby edtablish a more

effective and efficient mutua fund governance regime.

| encourage the readers of this Executive Summary to read the remainder of this

report for afull description of these recommendations and the reasons for them.

There is no consensus in Canada as to whether a new mutuad fund governance

regime is necessary or gppropriate nor, if Canada is to have a new fund governance
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regime, what type of regime should be established. Accordingly, the recommendations in
this report will not find acceptance in some quarters of the mutua fund indusry and
perhaps even with some members of the CSA. | hope, however, that the CSA and the
mutud fund industry ultimately embrace these recommendations and that fund
organizetions improve upon and talor these recommendations to the distinct
circumgtances of ther mutua fund complexes. | know from persond experience that the
Canadian mutud fund indudtry is extremey innovative and | would not be surprised if
some fund organizations discover that they can use thaer modds of mutud fund

governance to assst them in marketing their soonsored mutua funds.
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& Business 10.

! H. Kaback, “Martin Lipton: For the Defense” (Summer 1999) Directors & Boards at [10].

Report of the Canadian Committee on Mutual Funds and Investment Contracts — Provincial and
Federal Study, 1969 (Ottawa: Queen’s Printer, 1969).

The description of the “to-ing and fro-ing” behind the implementation of the recent Australian fund
governance legislation described in Part VI of this report under the heading “Mutua Fund
Governance Reforms in Other Jurisdictions — 1. Australia — History” shows that mutual fund
governance can raise legal, political and other policy issuesthat do not have clearcut answers.
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10

11

Dey Report, supranote 4 at 24.
54 Stat. 789 (15 U.S.C. 80a-1 et. seq.).
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. M ANDATE AND M ETHODOL OGY

This report was undertaken for the CSA a the request of the Chair of the OSC in
early 1999. The genesis for this project was a meeting of the CSA held in the spring of
1997, a which time the CSA approved the Report of the CSA Invesment Funds
Implementation Group® (the “Implementation Group”). The Implementation Group was
organized as a result of the decison of the CSA in late 1996 to conditute a high-leve
CSA committee to congder if the CSA should tackle implementation of the various
recommendations for regulating mutuad funds in Canada made in January 1995 by then
Commissioner Glorianne Stromberg of the OSC, as commented on in the November
1996 report of the Investment Funds Steering Group to the CSA.? The Implementation
Group ranked governance of investment funds as a high priority and proposed that the
CSA “develop rules to regulate the governance of investment funds’® and “commence
work on this recommendation in priority to those recommendations that depend upon the
independent  governance mechanism being resolved’.*  The Implementation  Group
recommended that desgnated CSA gaff form a group to review this area and recommend
gopropriate rules, seek outsde legd expertise where necessary, and consult with The

Investment Funds Institute of Canada (“1FIC”) and fund manager representatives.®

My mandate, in generd terms, was to provide recommendations to the CSA on
edablishing a governance regime for publicdly-offered mutud funds in Canada.  In

response to this mandate, | decided that this report should:

0] review the history of the debate surrounding mutua fund governance in Canada;
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describe publicly reported issues on the manager side of the mutua fund business,

consder potentid pogtive benefits should a mutud fund governance regime be

implemented;

describe how mutud fund governance is dedt with in various jurisdictions outsde

of Canada;

highlight mutud fund governance reforms being implemented or consdered in

other jurisdictions; and

recommend a fund governance regime for publicly-offered mutud funds in

Canada.

| dso should point out that there are various issues that my mandate does not

include, such as:

(il

conddering governance dructures for any vehide other than publicy-offered
mutud funds (such as pooled funds, segregated funds, hedge funds or wrap

programs);

deciding whether products which compete with publicly-offered mutua funds
would have a compditive advantage over mutud funds should a governance

regime be implemented for publicly-offered mutud funds only; or

determining whether any abuses exist today on the management Sde of Canadian

mutud fund organizations which have not been publicly disdlosed and which a
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governance regime would mogt effectivdly and efficiently be able to rectify or

assg in rectifying.

In approaching this project, it is important to understand that we are not sarting
with a clean dae in Canada. If one were to design a governance regime for mutua funds
ab initio, one might create something that is very different from the recommendations in
this report. For example, the “mutual mutua fund modd” adopted by the Vanguard
Group in the United States, which | describe in Part V' of this report entitled “Survey of
Mutud Fund Governance Structures’ under the heading “5. An Innovative Modd”, is
perhaps the purest example of a dructure which digns the interests of the mutua fund
securityholders with the interests of the mutual fund manager. 1t would not be viable to
require that al mutud fund complexes implement such a modd in Canada, however, if
one beieves in a cepitdist system that rewards entrepreneurid efforts.  Accordingly,

some modds may be good in theory yet may not be implementable in practice.

One dso should keep in mind that most mutud funds in Canada are trugts, which
are cregions of common law, while a smdl percentage of Canadian mutud funds are
corporations.  Thus, in making my recommendaions | had to be cognizant of the
principles of the laws of truds including fiduciay duties inherent in the common law
trust structure, as well as corporate law, and to be comfortable that my recommendations,
if accepted, could be implemented in the framework of both mutuad fund trusts and

mutua fund corporations.
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In preparing this report | gathered and read numerous materids and met with
many people  To assis me in obtaining the views of the Canadian mutud fund industry
with respect to fund governance | dso prepared a questionnaire (a form of which is
annexed as Schedule A to this chapter) which was sent out to the mutud fund industry.
A summary of the responses | recelved to the questionnaire is annexed as Schedule B to

this chapter.

| delivered a draft of this report to the CSA on February 2, 2000. | ddivered the
find verson of this report to the CSA on June 1 after congdering comments on the draft,
but the background research for this report generally has not been brought forward

beyond February 2.

“Report of the CSA Investment Funds Implementation Group endorsed by the Canadian Securities
Administrators’ (1997) 20 OSCB 2512 [hereinafter Implementation Group Report].

Investment Funds Steering Group, The Stromberg Report: An Industry Perspective, Prepared for the
Canadian Securities Administrators (Toronto: Queen’s Printer, November 1996).

Implementation Group Report, supra note 1 at 2515.
* Ibid.
> Ibid.
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SCHEDULE A

QUESTIONNAIRE

Name of Organization:

1. (@) Does your organization have any mechanism in place (for example, a board of directors
or advisory board for your mutual funds, or independent directors of the manager of your
mutual funds) that has been established to deal with mutual fund governance issues?

(b) If your answer to question 1(a) is yes.
0] Please describe the mechanism and its mandate.

(i) Has the mechanism been effective in fulfilling its mandate? Please explain.

(iii) Are there specific problems that this mechanism either (A) has discovered and
resolved, or (B) has resolved even though discovered by others in the
organization? Please explain.

(c) If your answer to question 1(@) is no:
() Have you considered adopting such a mechanism?

(in) Why have you not adopted such a mechanism?

2. Are there problems or issues in the Canadian mutual fund industry that you believe a mutua
fund governance mechanism could solve or alleviate? If yes, please explain.

3. Do you believe that a governance mechanism is necessary or is appropriate in the Canadian
mutual fund industry? Please explain.

4. Would your answer to question 3 change if one consequence of adopting a governance
mechanism was that the existing conflicts regime for mutua funds in Canada was smplified?
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5. If a governance regime is implemented in the Canadian mutual fund industry, do you have
any thoughts on the type of regime that should be adopted? For example, should each
mutual fund or each mutua fund family have a board of directors (of which a portion must
consist of independent directors) or an advisory board, or should the manager of the mutual
fund be required to have independent directors with a mandate to look out for the best
interests of the unitholders of the mutual funds (rather than the shareholders of the manager)?

6. If a governance mechanism is implemented in the Canadian mutua fund industry, who
should pay for the costs of the mechanism? Should the expenses be the responsibility of the
mutual funds themselves (thereby passing the costs on to the unitholders) or of the manager?

7. (8 Should mutua funds, their managers or their advisors be legally required to adopt and
enforce codes of ethics designed to try to prevent activities that are unlawful or not in the
best interests of the unitholders of the mutual funds?

(b) If your answer to question 7(a) is yes, who should monitor and enforce such codes?

8. Should the company that manages a mutual fund be required to be registered with a securities
commission even if the management company is not registered as an advisor or deaer?
Please explain.

9. Please provide any other comments you wish. Feel freeto attach additional pages.

Name of person completing
this questionnaire;

Title:
Telephone No: Fax No:

E-mail;
Postal Address:
Date;

Please complete and return before the end of July to: Stephen |. Erlichman, Fasken Campbell
Godfrey, Toronto Dominion Bank Tower, Box 20, Suite 4200, Toronto-Dominion Centre,
Toronto, ON, M5K 1IN6. Teephone (416) 8654552 Fax: (416) 364-7813 E-mal:
stephen_erlichman@fasken.com
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SCHEDULE B

SUMMARY OF RESPONSES TO MUTUAL FUND GOVERNANCE QUESTIONNAIRE!

1. (a)

1. (a)

1. (b)

1(b)(i)

1(b)(ii)

1. (o)

1(©)@)

Does your organization have any mechanism in place (for example, a board of
directors or advisory board for your mutual funds, or independent directors of the
manager of your mutual funds) that has been established to deal with mutual fund
gover nance issues?

Sixteen respondents stated that they had established a mechanism to ded with mutual
fund governance issues. Four respondents stated that they had established no such
mechanism.

If your answer to question 1(a) isyes:
(i) Please describe the mechanism and its mandate.
(i) Hasthe mechanism been effective in fulfilling its mandate? Please explain.

Of the respondents that had established a mechanism to deal with mutua fund
governance issues, four had established a board of governors/governance committee to
oversee the mutual funds. Seven had instituted some form of independence requirement
for members of their board of directors (whether the board of directors of the manager or
a separate board to oversee the funds). One respondent had an employee dedicated to
fund governance issues. Three organizations had boards of trustees (one having an
independent majority and the others not). Finally, one respondent stated that its board of
directors and audit committee acted as the funds' governance mechanism.

Of the respondents that had established a mechanism to deal with mutua fund
governance issues, the vast mgority (thirteen) stated that those mechanisms were
effective. Two respondents stated that the mechanisms were effective, but qualified their
affirmative responses. No respondents stated that their governance mechanisms were
ineffective.

If you answer to question 1(a) isno:
(i) Haveyou consdered adopting such a mechanism?
(i)  Why have you not adopted such a mechanism?

Of those respondents that had not adopted a governance mechanism, al four had
considered adopting such a mechanism.

The questionnaire was sent to all the mutual fund managers that are members of IFIC and also to
all mutual fund managers that IFIC identified as not being its members. Twenty completed
guestionnaires, plus some other materials, were returned. In some cases, respondents did not
answer al the questions so not al the summarized answers will reflect the same number of
responses.
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1(c)(ii)) Respondents provided a variety of rationales for not adopting a governance mechanism,
mdudlng

The difficulty of finding qualified individuals to serve;
A lack of confidence in the effectiveness of adopting such a mechanism;
Being new to the industry and not having had a chance to develop such a mechanism,
The belief that the corporate governance mode is inappropriate for mutual funds
because it is premised on shareholder activism and shareholder activism is normally
undertaken by large shareholders as opposed to mutual fund unitholders who
typically hold small percentages of the fund;
Being a no-load direct seller which does not have the same need for such a
mechanism because there are fewer conflicts issues; and
The belief that the U.S. style corporate governance model is inappropriate for

Canada.

2. Are there problems or issuesin the Canadian mutual fund industry that you believe
a mutual fund governance mechanism could solve or alleviate? If yes, please
explain.

2. A vast mgjority of the respondents (seventeen) answered yes, and provided explanations

including the following:
Investors should be provided the opportunity to question management in public;
To dea with fund management problems;
To consider such issues as the propriety of alocation of overhead costs to funds,
policy development and the monitoring of fair pricing of securities and the
responsibility for pricing errors;
To ded with conflicts of interest and related party transactions in such a way as to
alow the regulators to loosen the legidative restrictions on these matters;
For investor protection; and
To indill public confidence.

Two respondents answered no, with one explaining that such a mechanism would address
only perceptions about the mutual fund industry, as substantive problems do not exist.

3. Do you believe that a governance mechanism is necessary or is appropriate in the
Canadian mutual fund industry? Please explain.

3. Thirteen respondents answered yes and provided explanations including the following:

- Toincrease integrity in the mutua fund industry;
To improve the public’'s perception of the mutua fund industry;
To impose discipline in the mutua fund industry;
The growth of the industry has not been matched by an increase in proper
governance;
To ddineate the responsibilities of dedlers and managers and to provide increased
comfort levelsto al the parties; and
To baance the interests of unitholders and management.
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Six respondents answered no, and provided explanations including the following:
Governance can be addressed through existing regulations and industry guidelines,
and
The existing system is sufficient to deal with mutual fund governance.

Respondents who were both for and against indtituting a governance mechanism in
Canada raised concerns regarding balancing the costs and the benefits of any such
mechanism and the possibility of regulatory overkill.

Would your answer to question 3 change if one consequence of adopting a
gover nance mechanism was that the existing conflicts regime for mutual funds in
Canada was smplified?

Seven respondents answered yes, six answered no and four answered maybe. In genera,
it is difficult to summarize the answers to this question because they are totally dependent
on the answer to the preceding question and the indication of a “yes’, “no” or “maybe”
answer does not indicate a respondent’s general disposition towards the imposition of a
governance mechanism.

If a governance regime is implemented in the Canadian mutual fund industry, do
you have any thoughts on the type of regime that should be adopted? For example,
should each mutual fund or each mutual fund family have a board of directors (of
which a portion must consst of independent directors) or an advisory board, or
should the manager of the mutual fund be required to have independent directors
with a mandate to look out for the best interests of the unitholders of the mutual
funds (rather than the shareholders of the manager)?

Seven respondents were in favour of an advisory board. Three favoured an independent
corporate style board of directors. Two favoured having either an independent board of
trustees or independent directors on the manager’s board. Five respondents thought it
most appropriate to give mutual fund complexes the flexibility to choose their own
governance mechanism.

If a governance mechanism is implemented in the Canadian mutual fund industry,
who should pay for the costs of the mechanism? Should the expenses be the
responsibility of the mutual funds themselves (thereby passing the costs on to the
unitholders) or of the manager?

Thirteen respondents believe that such costs should be borne by the unitholders, many
mentioning that it is appropriate given that the unitholders would benefit from the
mechanism, that it is consistent with governance in other contexts and that it would
clearly delineate that those providing the governance are to be responsible to those
unitholders. One respondent stated that management should bear the costs. Two others
noted that, as a practical matter, it made no difference, as all costs would be passed on to
unitholders anyway.
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(b)
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Should mutual funds, their managers or their advisors be legally required to adopt
and enforce codes of ethics designed to try to prevent activities that are unlawful or
not in the best interests of the unitholder s of the mutual funds?

If your answer to question 7(a) is yes, who should monitor and enfor ce such codes?

7. (3 and (b)

Twelve respondents answered yes and the most popular choice for the monitoring and
enforcement of the code was management. After management, many respondents
mentioned IFIC or the Mutual Fund Desalers Association of Canada and severa dso
mentioned that auditors, securities regulators and governance boards could aso have a
role. Seven respondents answered no with the primary explanation that such a code
would be superfluous.

Should the company that manages a mutual fund be required to beregistered with a
securities commission even if the management company is not registered as an
advisor or dealer? Please explain.

Ten respondents answered yes. One respondent pointed out that this would correct the
public's (incorrect) assumption that managers are aready registrants. Severa others
stated that registration is necessary because it will lead to increased investor protection
and it is important to have managers subject to increased regulation by the securities
regulatory authorities. Four respondents answered no. Those who were against
registration provided explanations including that it would offer no additiona protection
or benefit to unitholders, that registration would increase unitholder costs and that
Nationa Instrument 81-105 adready provides for substantia obligations for industry
participants without requiring registration.
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[1. HISTORY OF THE M UTUAL FUND GOVERNANCE DEBATE IN CANADA

It is important to know the higory of the debate surrounding mutua fund
governance in Canada in order to understand that fund governance is a topic that has been
consgdered in Canada for over thirty years and aso in order to put into context the
recommendations | am making in this report.  Accordingly, in this section | will be
reviewing the discusson about mutud fund governance that gppears in the following

documents:

1 The 1969 Provincid and Federd sudy entitled the “Report of the Canadian
Committee on Mutua Funds and Invesment Contracts’ (the “1969 Mutua

Funds Report”);

2. The 1974 “Proposds for a Mutud Fund Law for Canadd’® (the “1974

Proposals’);

3. The short paper | prepared in 1993 entitted “Managing Potentid Conflicts of

Interest” (the “ Conflicts Paper”);

4, The January 1995 Report of Glorianne Stromberg entitled “Regulatory Strategies
for the Mid-‘90s Recommendaions for Regulating Investment Funds in

Canada’* (the “ Stromberg Report”);
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5. The November 1996 Report of the Investment Funds Steering Group entitled

“The Srromberg Report: An Industry Perspective’ (the “Steering Group

Report”);

6. The January 1997 Report of the Consultative Committee on the Regulation of
Mutuad Funds entitted “The Modernization of the Normative Framework in the

Quebec Context”® (the “ Quebec Report”);

7. The October 1998 Report by Glorianne Stromberg entitled “Investment Funds in
Canada and Consumer Protection: Strategies for the Millennium”’ (the “Second

Stromberg Report”); and

8. The November 1998 Report of the Standing Senate Committee on Banking, Trade
and Commerce entitted “The Governance Practices of Ingtitutiond Investors’®

(the “ Senate Committee Report”™).

| will discuss each of these documentsin chronological order.

1. The 1969 Mutual Funds Report

This extensve work of over 800 pages forms the bass of mutua fund regulation
in Canada today. The Committee that made this report (consisting of Messrs. Gordon
Grundy, Louis de B. Grave, William lrwin, Marc Ldonde, Kenneth Lawton and Harry
Rose, with the assstance of James Baillie, Claude Bruneau and various research staff and

consultants) was responsible for presenting recommendations to al the ten provinces and
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the federd government concerning the legidation and regulations to be implemented in
order to regulate mutual funds across Canada. According to the 1969 Mutua Funds
Report, the creation of the Committee was a result of a number of factors, most of which
related to the spectacular growth of mutua funds in Canada at the time. The preface to

the report also indicated as follows:

“From a regulatory standpoint, the interet was accentuated by awareness that
mutua funds were subject to a variety of legidation, mogt of it not specificdly
talored for them and much of it difficult to goply to them. There was ds0
concern with the lack of regulatory provisons designed to ded with problems
involved in the increesng tendency of other financd inditutions to issue
instruments competitive with those issued by mutud funds. ...

Another factor which encouraged the creation of the Committee was the
publication in March 1965 of the report of the Attorney Generd’s Committee on
Securities Legidation in Ontario. Appendix “D” to that Report indicated that a
number of submissons concerning mutua funds had been received but concluded
that an adequate study of mutud funds would have to extend to other financid
inditutions issuing Smilar or competitive indruments. A separate study for this
purpose was recommended.”®

The foregoing sets out the context in which the 1969 Mutua Funds Report was
prepared. Given the importance of the report, the fact that, based on my experience, very
few people involved in the Canadian mutud fund industry today know of the existence
or, more importantly, the contents of the report, and the fact that the report discussed in
detail different mutua fund governance mechanisms, | will quote large extracts from
Chapter VI of the 1969 Mutud Funds Report entitled “The Reationship between Mutua
Fund Investors and Management”. Chapter VI of tha report discusses the thoughts and
processes behind the recommendations made by the Committee with respect to the

governance of mutud funds.
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“6.01 During the course of our work we have been druck by the lack of

6.02

6.04

6.05

consensus within the mutua fund indusry, and among regulators and
commentators, as to the nature of the rdationship between the mutud
fund, its investors, and its management company. The two prevaent
philosophies are dluded to in paragraph 4.12. On the one hand, many
conddered the mutud fund to be smply the method by which the
management company provides the sarvice of investment management for
those prepared to entrust their money to it. On the other hand, it is often
regarded as an enterprise, separate from the management company, that
consgs of an invetment portfolio operated for the benefit of its
participants, those who accept this philosophy acknowledge that the
management company has the right to provide invetment advice and
adminidrative services, but emphaszed that the right is only contractud
and if it renders poor service the management company can be dismissed
and replaced with a successor sdected by the mutual fund. ...Under the
firg philosophy, then, the person who invests in a mutua fund through
purchase of its shares or units is conddered to purchase the right to have
his money managed by the management company; under the second, he is
congdered to acquire an interest in a separate enterprise which has a
terminable contract with the management company.

The Canadian mutud fund indugtry indudes mutuad funds that seem to
exemplify each of the two philosophies as to rdationships between mutud
funds and their management companies. ...

The two philosophies of rdationships between the mutud fund and its
management company ae logicaly irreconcilable, and it is important to
condder ther rdative merits in the formulation of a regulaiory scheme
The firg of the two philosophies seems to us to accord more closgly with
the redities of the Stuation. We viewed the mutud fund investor as a
person who wishes to deegate the management of his money, and we
think that those who condder the question a al would see the delegation
as being to the management company. ...As a practicd matter, and
regardiess of the legd forms used, mutua funds rardly, if ever, function as
entities separate from their management companies. ...

Our belief that the mutud fund is the method whereby the management
company provides the sarvice of invesment management to investors is
rdlevant in the determination of our approach to regulations. It
accentuates the importance of the management company’s podtion. If the
mutua fund were an independent entity which negotialed with the
management company to obtain invetment advice for a fee, those
responsible for the operations of that independent entity might be expected
to take gppropriate precautions in order to protect the assets of the mutua
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-25-

fund. In fact, such precautions must be taken by the management
company.

If a mutual fund investor consdered the risks he was prepared to accept in
his investment, the only one he would conscioudy accept would be that
his money might be partidly or wholly lost as a result of a market decline
or of invesment decisons which turned out to be mistaken athough made
in good fath. He would not be prepared to accept the risk of investment
decisons made in bad faith for purposes other than the good of the mutua
funds, of theft; or of loss through bankruptcy or other misadventure which
affects his sdesman or anybody dse who handled his money before it
reaches the mutud fund. More precisdy, he would wish to assume that
such risks had been reduced to the minimum by appropriate precautions
designed to prevent their occurrence. In our view, requirements to ensure
that such precautions are taken form a necessary part of any regulatory
scheme designed to provide protection for the mutua fund investor.

The risks refered to in the preceding paragraph result from various
posshilities.  Through no fault of the responsble persons, the mutud
fund, management company or digtribution company could encounter
financdad midfortune, thereby preventing fulfilment of ther obligations and
exposing the shareholders or unitholders to the possbility of serious loss.
Alterndtively, those persons with access to assats of the mutud fund might
embezzle them, or the assats could be lost through theft or by fire
Finally, persons with the power to control investment decisions affecting
the mutual fund might make those decisions so as to favour their own
interests rather than the best interests of the mutual fund.

It could be sad that the risks described in the preceding paragraph are
associated with the separation of ownership from management and are
present to some extent with any public company managed by persons who
do not dso own it. In light of this the contention could be made that it
would be ingppropriate to ded with such risks only in the context of
mutud funds, without aso deding with them in the context of public
companies generdly. By eguating the mutud fund with an integrated
public company, that contention impliedly accepts the second of the two
philosophies described earlier in this chapter, and is therefore not in
accord with our belief that the mutud fund is used by the management
company to provide the service of investment management. The divorce
between ownership and management is more complete in the mutual fund
context than with other public companies, for the mutual fund participant
has no voice at all in the affairs of the management company. This done
would provide adequate reason for reection of the contention described
above. That contention should also be reected because mutual funds are
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financial institutions, and governmental controls to prevent misuse d
assets have traditionally been more rigorous with financial institutions
than with other public enterprises.

6.09 The best protection against the types of risks here being considered would
be an arrangement whereby the management company and the
distribution company were subjected to continuing independent scrutiny
over their operations. The scrutiny might be provided by the mutual fund
investors, or by a surrogate acting on their behalf; what is essential is that
the procedure used be effective but not interfere unduly with the freedom
of management to make investment decisions. Such an objective is
obvioudly difficult to attain in a workable fashion, but a number of
techniques have been proposed for the purpose. This chapter is devoted to
a consideration of those techniques. Some of them are inconsistent with
our view that the mutual fund is used by the management company to
provide the service of investment management. We are not deterred by
that fact from considering them on their merits;, if satisfied that a
technique would effectively provide continuing scrutiny and was workable,
we would recommend its adoption in spite of a philosophical
inconsi stency.

6.10 An important metter for condderation in connection with continuing
sruting, as with mogt of the questions conddered in this report, is
disclosure. It has been wel sad tha sunlight is the best of disnfectants
and dectric light the best policeman, and it may be asked why disclosure
is not done sufficient for the provison of continuing scrutiny. ... There
are two reasons why we do not consder disclosure as sufficient of itsdf to
provide continuing scrutiny over management.  The firgt is the practicd
imposshility of providing comprenendve information as to Al
transactions on a clear and understandable basis at reasonable cods. ...
The second is that disclosure alone is of little or no value unless there is
some independent person in a position such that he has not only power but
also motivation or responsibility to take appropriate action to resolve
abuses that are disclosed. This condition is not easily satisfied, and much
of the following discussion is concerned with it.”*° [emphasis added]

The 1969 Mutua Funds Report then went on to congder various techniques to
provide continuing scrutiny over mutud fund management. The techniques described in
the 1969 Mutud Funds Report were (i) the avalability of the right to redeem; (ii)

independent  directors, (iii) voting rights, (iv) independent trustees with supervisory
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powers, (v) the auditor; and (vi) interndization of the management and sdes functions. |
will quote from each of these topics discussed in the 1969 Mutua Funds Report and

particularly in detail from the sections dedling with independent directors.

@ The Avalilability of the Right to Redeem

On thistopic, the 1969 Mutua Funds Report began as follows:

“6.23 It is frequently stated by members of the mutua fund industry that the best

continuing control over ther practices, gpat from ther own abilities and
standards, is the posshility that annoyed shareholders or unitholders might
vote with their feet by presenting their shares or units for redemption.
We accept that in extreme cases it might be an effective protection againgt
abuses, but for a number of reasons we have concluded that reliance
canot feasbly be placed upon it to provide the type of continuing
scrutiny that we fedl to be desirable”?

The 1969 Mutua Funds Report then listed various problems that the Committee
sawv with relying upon the right to redeem as the method of providing scrutiny over

management of mutual funds. These problemsincluded the following:

@ redemption by dissatisfied securityholders is likely to be less effective as a control
over management than would be therr active involvement as continuing voting

securityholders*

(b) mutual fund securityholders do not possess the ability and knowledge necessary
to conduct a continuing review of management’s activities in order to make an

informed decision as to whether to redeam; 3
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(© mutud fund securityholders generdly  are  unwilling or unable to activey
paticipate in the management of ther own invedments and therefore it is
unlikey that many of them would expend the time and effort necessry to
complete a review of materids sent to them to ensure tha management was

paying proper atention to its responsibilities* and

(d) a dissatidied mutud fund securityholder often will not exercise his right to
redeem without hestation because he is often in a podtion where he will suffer a

significant lossif he redeems*®

Accordingly, the 1969 Mutua Funds Report concluded that “while emphasis
should be placed on the importance of disclosure, it should not be assumed that
disclosure coupled with the availability of the right to redeem will provide adequate

continuing scrutiny over the management of mutual funds” 18

(b) I ndependent Directors

The 1969 Mutud Funds Report then discussed the posshbility of mandating
independent directors for mutud funds. | quote in detall from this section of the 1969

Mutual Funds Report.

“6.31 ... It is, then, appropriate to consder whether a surrogate can be relied
upon for the provisons of continuing scrutiny.  In this section we consder
the mog oft-suggested surrogete, members of mutud fund boards of
directors who ae undffiliatled with management; later in this chepter we
discuss the extent to which an independent trustee, or the mutua fund
auditor, should be rdlied upon to fulfil the role of surrogate.
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In the consideration of independent directors, the question we must
resolve is not whether they are desirable but whether they should be
imposed on the mutual fund industry by legislative fiat. The very
exigence of a separate board of directors for the mutua fund may seem
inconggent with the philosophy of the mutud fund as the method
whereby the management company <dIs invesment management.  The
incongstency is, however, more gpparent than actud in view of the wide
scope of powers entrusted to the management company under the
management contract, and the even wider powers ordinarily exercised by
it in practice. In addition, we think that there are certain obvious
advantages to a mutual fund and its shareholders in a board of directors
that includes at least some members who are independent of management.
These members can assist management by subjecting its decisions to
informed and impartial review, perhaps with the additional benefit of
comments based on backgrounds in other business activities. It can
protect shareholders or unitholders by ensuring that management
properly performs the duties for which it is paid. For all these reasons,
we support the use of independent directors on a voluntary basis by
mutual funds. This does not resolve whether their use should be required.

In the United States, Congress has decided that the advantages of
independent directors are so dgnificant as to judify the impodtion of a
datutory requirement. ...

There is presently no Canadian legidation equivdent to the 1940 Act
requirement referred to in the preceding paragraph. ...

The impogtion of a sautory provison for the independence of a specified
percentage of mutud fund boards of directors involves two requirements
that each mutud fund must have a board of directors, and that a specified
percentage of the membes of each boad must be independent of
management. Seious difficulties arise in the application of each
requirement.  Some indication of the nature of these difficulties may be
gained from developments in the United States. ...

We think three conclusions can fairly be drawn with respect to the concept
of independent directors on the basis of the experience described above.
First, the use of independent directors in the United States has not
resolved the problems inherent in the separation of management from
ownership in the context of mutual funds. Second, it is clear that
independent directors have not been able to deal adequately with the
matters regarded by the SE.C. as major problem areas, mentioned in the
guotation in paragraph 6.38 [i.e, management compensation, alocation
of brokerage and the setting of sales load levelg. Third, it seems apparent
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on the basis of experience both in Canada and in the United States that
any effective requirement for the independence of directors would have to
include a very wide and vigorous test of independence. ...

6.42 Difficulties in the application of a requirement for independence of
directors would arise not only with the criteria for independence, but adso
with the necessary second branch of the requirement, that each mutud
fund must have a board of directors. ... These problems ae not
insuperable; a requirement that there be a board of directors for every
mutual fund could be successfully enforced. However we hesitate to
recommend the imposition of the requirement unless satisfied that the
results would be beneficial. We are not so satisfied.

6.43 Apat from the problems shown by experience to exist, we are concerned
with a question of principle inherent in the application of arequirement
for the independence of directors. We question whether government
should require that persons without a direct stake in the success of the
operation be put in a position where they are expected to pass on the
business judgment of the management company. This point of principle
sarves to fortify us in a decison that would in any event be dictated by the
other cons derations discussed above.

6.44 For the reasons set out in this section, we have concluded that there
should be no statutory requirement that each mutual fund have a board of
directors or equivalent body, and no statutory requirement that a specified
per centage of the members of such bodies be independent of management.
This conclusion is not relevant to the establishment of such arrangements
on a voluntary basis or through self-regulation, developments which we
think desirable.”” [emphasis added]

| will address in the recommendations section of this report my responses to the
reasons given by the authors of the 1969 Mutuad Funds Report for not mandating an
independent board of directors or an equivaent body for mutud funds. Suffice it to say
a present, however, that the 1969 Mutua Funds Report clearly indicated that the

Committee supported the use of independent directors, on a voluntary bass, by mutud
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funds but it was not willing to recommend the datutory impostion of such a requirement

because the Committee was not satisfied that the results would be beneficial.

(© Voting Rights

The 1969 Mutuad Funds Report then discussed whether voting rights should be
provided to securityholders of mutuad funds as a mechanism to provide scrutiny over

management of the funds. Extracts from the 1969 Mutua Funds Report follow.

“6.45 Perhaps the most important right accorded shareholders under most
corporations acts is the right to vote. It is through this right that
shareholders, at least in theory, are intended to exercise continuing control
over management; the right is aso of indirect vadue in the provison of
continuing scrutiny, Snce information must be supplied to shareholders so
that they can condder the matters upon which they are expected to vote.

6.49 The question whether shareholders or unitholders should be accorded by
datute the power to vote for the eection or gpproval of management has
caused us considerable concern. As with independent directors, the
problem is not whether the arrangement would be desirable but whether it
should be required by legidativefid. ...

6.50 In the United States, the Investment Company Act of 1940 requires that
the management contract be submitted to the holders of shares or units for
their gpproval at least once every two years. ...

6.51 ... we have concluded that a requirement smilar to the 1940 Act provison
described above should be adopted for gpplication to Canadian mutud
funds. In our opinion, it is ressonable that management should make an
accounting to shareholders or unitholders at least once in every two years.
Such a procedure will provide a method for dismissa of management in a
very serious case, and its vaue will be established if it ever fadilitates the
dismisd of an inefficdent management company. This emphasis on the
management contract will be consggent with the procedures of mutud
funds whether or not they have boards of directors, a mutua fund which



6.54

6.55

6.56

-32-

has a board of directors can ded with the dection of directors and the
goprova of the management contract a the same meeting. ...

It is dso relevant that votes for the approval of actions proposed by
management are fully consgent with the philosophy that the mutua fund
is the method whereby the management company <dIs its invesment
advice. A change in the terms upon which the invesment advice is
provided should be approved by those affected. ...

We have concluded that votes of shareholders or unitholders should be
required for the approva of certain types of actions that may be proposed
by management. The actions for which we think this trestment should be
provided are somewhat different from the types of actions usudly so
treated under corporate law, because of the differences in the mode of
operation of mutua funds. Only a few types of actions should, we fed,
fdl within this category. They are merdy liged here, and are discussed in
detal in the indicated paragraphs dsewhere in this report. The following
actions ae included: materid amendments to the management or
digribution contract ..., or to the statement of investment objectives and
practices ...; transfer of the management contract ...; and where required
by the gppropriate adminidtrator, the dismissal of the mutud fund auditor
..., and amendments to the agreement for custody of assets of the mutud
fund. ...Each type of action should be prohibited unless the approvd, in
writing or a a meding, of the holders of a specified percentage of
outstanding shares or units as a [a certain record date is obtained.
Implementation of this requirement would provide shareholders or
unitholders with ggnificant protection agang materid changes in the
method of operation of the mutual fund.

...In our opinion, adequate protection agangt magor adverse actions by
management would be provided by the voting rights proposed earlier in
this section, and little would be added to the qudlity of available protection
by permitting votes to be initisted by shareholders or unitholders. We
have therefore concluded that provison for holders of shares or units to
cdl for votes on 8specified matters without prior action by management are

unnecessary. ..."*
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d) I ndependent Trustees with Supervisory Powers

At this point the 1969 Mutua Funds Report discussed whether the use of

independent  trustees rather than independent directors should be mandated. Relevant

extracts from the 1969 Mutual Funds Report follow below.

“6.60

... The regulations gpplicable in Great Britan to unit truds, the equivaent
of mutud funds, rdy on a trustee for that purpose [i.e, acting as
surrogates on behdf of mutua fund investors]. The respongbilities of this
trusee go beyond those of a custodian, for a cugtodian is ordinarily
responsble only to confirm that the organization for which it acts actudly
possesses the assets it dams to own; the trustee of a unit trust must not
only do this but must aso review investments made by the unit trust to
ensure that they meet certain dandards. ... [T]he responghbilities held by
the trustee of a unit trus are summarized in the following quotation from
an English text:

. Trusees of British unit truss have many other duties to
perform; in generd they are watchdogs of the unit holders, and
make sure that the provisons of the trust deed and the provisions
of the Prevention of Frauds (Investment) Act, 1958, as
implemented by the Board of Trade regulations, are not violated.
Depending upon the provisons of the trust deed, the main duties of
trusees ae to buy and sl undelying securities on ingruction
from the management, but to veto investments if not permitted by
the deed, or if they consder them not to be in the best interests of
the unit holders, to see that didributions are not inflated by
underlying securities dways being bought cum dividend and sold
ex dividend; to recaive the income of the fund and distribute it to
the unit holders;, to maintain and keep up to date a register of unit
holders, to see that no certificate of units is issued before they are
possessed of equivdent asset vaue to take Steps to remove
management from office on good cause and to be sisfied with
sdes promoation literature before it is used. All these duties are not
necessarily assumed by dl trustees, and dl trustees probably try to
keep thar responghiliies down to a minimum. The trustees in
Britain are mogly high qudity banks, especidly the Big Five, and
high dass insurance companies.  They receive fees for ther
sarvices which are normaly pad out of the gross remuneration of
managements. ...
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It is of interest that reliance on a trustee as described in the above
quotation, unlike the use of independent directors, is fully condgtent with
the philosophy that the mutuad fund is the method whereby the
management company dlIs its investment advice. It is dso important to
note that the incorporation into the regulatory sructure of requirements
such as described in the quotation would be a decison with implications &
leest as far-reaching as reliance on independent directors. It would go far
beyond the narrow question of custody of assats... . If successfully
implemented, the use of independent trustees would resolve the principa
problems inherent in the separation of management from ownership in the
context of mutud funds.

We were attracted for a number of reasons by the use of independent
trustees to scrutinize the operations of mutua funds. ...

In spite of the advantages to be gained through adoption of the procedure
followed in Great Britain, we have concluded that its adoption in Canada
would not be feasble. This concluson is dtributable to severa factors, of
which the firg is tha of cost. The initid cods in particular would be
subgantia for those mutud funds required to make the changes in ther
methods of operation... . The subgtantid increase in the extent of the
obligations of trustees would result in a commensurate increase in ther
costs and the fees they would charge for ther services. The increased
cods would inevitably be pad, directly or indirectly, by mutud fund

participants.

The second difficulty lies in the determination of what organizations
would be permitted to assume the respongbility of trustees under the
proposed procedure. ... It is clear to us that the sdection of a trustee
would have to be approved by the appropriate administrator, not only to
ensure its competence but to verify that it was in fact in an am’'s length
relationship with the mutud fund and the management company. Such
decisons would be of condderable difficulty, and to the extent that
reliance is placed on the trustee in the regulatory structure the participants
in the mutud fund might suffer as a result of use of an ingppropriate
trustee. ...

Another problem with the proposed procedure lies in the competitive
anomdies that would result from its introduction. The most obvious
example, but far from the only one, is tha decisons concerning a trust
company investment fund would be scrutinized by a trust company other
than the one respongble for its organization. ...
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Finaly, we are troubled in this context as with independent directors by
the point of principle described in paragraph 6.43. Independent trustees,
like independent directors, would be persons without a direct stake in the
success of the enterprise who would be expected to pass on the business
judgment of the management company. We hedtate to recommend a
requirement with such a result. For this and the other reasons st out
above, we have concuded agangt a recommendation in favour of
Canadian adoption of a requirement smilar to that described in the
quotation in paragraph 6.60.

For the reasons set out in this section, we have concluded that there should
be no datutory requirement in Canada for an independent trustee with
supervisory powers to be associated with esch mutual fund... .”*°

(e) The Auditor

The 1969 Mutua Funds Report then discussed the role of the auditor. The

fallowing are the relevant provisons from this section of the 1969 Mutua Funds Report.

“6.69 ...While the mutua fund auditor cannot assume the scope of responghility

6.70

that could be exercised by a director or trustee, his role can be of great
importance. In this section we discuss the extent to which reliance can
gopropriately be placed on him to provide continuing scrutiny in the
absence of an effective surrogate for that purpose. ...

The pogtion of the auditor as the only ‘outsder’ who is in a pogtion to
conduct a complete review of the records, accounts and procedures of the
mutual fund and of related records of the management and distribution
companies makes it inevitable that he should be relied on as an essentid
edement of the regulatory dructure.  There are, however, two important
limitations on the extent to which he can provide continuing scrutiny of
operations.  The fird is inherent in the nature of his duties  His
respongbility is to veify the financid podtion of the mutud fund a
regular intervas, usudly annud, and to provide other reports on specified
meatters at certain times.  This means that it would not be feasible to expect
him to review each transaction as it occurs. It dso means that he cannot
be expected to undertake such continuing responsbilities as those of
custodian.
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The second limitation on the responghilities that can be entrusted to the
auditor flows from the traditiond concept of his function. Auditors are
not ordinarily expected to maeke busness judgments. ... As a reault, it
would be a novel extenson of an auditor's responghilities to require that
he makes decisons amilar to those entrusted to independent trustees in
Great Britain or to independent directors in the United States.  Unlike
independent directors or independent trustees, the auditor does not *second
guess management decisons, he only reports on them.

In spite of the importance of the two limitations described in the preceding
two paragraphs, there is gill very condderable scope for the dlocation of
responsibilities to the auditor. ...

The prime respongbility of a mutua fund auditor should, we fed, be to its
shareholders or unitholders.  This is of even grester importance in the
context of mutuad funds than of commercd companies. We have
concluded that this responghility is appropriately recognized by a
requirement that auditors reports be addressed to the shareholders or
unitholders, as well as to the directors or other gppropriate authority. This
will sarve to emphasze the fact tha in his review of his mutud fund
accounts the auditor acts as a surrogate on behdf of the shareholders or
unitholders. ...

For the reasons set out in this section, we recommend ...

that the auditor should be permitted, but not required, to include in the
report referred to in recommendation (5) [i.e, the auditor’'s report that
accompanies the financia datements of the mutua fund that are included
in the annual report and prospectus| a reference to any matters which have
come to his notice that, in his opinion, constitute evidence of violations of
law or are otherwise improper, although they do not materially affect the
financial statements

that the auditor should be required to report to the appropriate
administrator any matters which come to his notice that, in his opinion, do
or might constitute evidence of violations of law, and should be permitted
so to report any evidence of matters that he regards as improper... .” %
[emphasis added]
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)] I nternalization of the Management and Sales Functions

The 1969 Mutud Funds Report findly discussed interndization of the

management and sdles functions as a possble way to scrutinize management.  In this

regard, the 1969 Mutual Funds Report stated as follows:

“6.89

6.91

6.95

The comment is sometimes mede that many of the problems of the mutud
fund indudry are dtributable to the separation from the mutual fund of the
management and sdes functions, and could be resolved if they were
performed by the mutua fund itsdf through its employees. The need for
scrutiny of management is only one of the problems that, it is said, would
be resolved by compulsory interndization of the management and sdes
functions... .

... We can see no logica reason to assume tha the need for continuing
scrutiny of management would be any less or any greater if these functions
were interndized. A sdaried employee who is not subjected to continuing
sorutiny is a leest as susceptible to conflicts of interests as an outsde
organization compensated on a fee bass and not subjected to continuing
scrutiny. 1t is the separation of ownership from management which causes
any problemsthat exig, not the segregation of functions. ...

For the reasons set out in this section, we have concluded that no attempt
should be made to require compulsory interndization of the management
and sdles functionsin the Canadian mutud fund industry.”2*

After completing its discusson on mutua fund governance, the 1969 Mutud

Funds Report then focused on regidration requirements for participants in the mutud

fund industry. Inthisregard, the 1969 Mutua Funds Report stated as follows:

“7.01

...While implementation of the recommendations made in Chapter VI
would, we bedieve contribute dgnificantly to the qudity of investor
protection, none of those recommendations would provide the continuing
scrutiny which we think desirable. It is therefore necessary to consider in
detail what legislative requirements would provide adequate protection
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against the types of risk that might otherwise be dealt with through
continuing independent scrutiny of management.

The discusson in paragraphs in 6.04 to 6.09 is premised on our
assumption that the only risk the mutuad fund investor would be prepared,
or should be expected, to accept are those attributeble to investment
decisons which proved to be mistaken dthough made in good faith. The
other risks discussed in those paragraphs do not fal within this category,
and agppropriate procedures or requirements should be established to
reduce or diminate the degree of exposure to these risks. All ae
atributable ether to the posshility of dishonesty or bad faith on the part
of persons concerned with the operation of the mutua fund, or to the
posshility thet financid difficulties might be encountered for reasons
other than dishonesty or bad fath, or mistaken investment decisons made

in good faith.

It is agpparent that the exposure to risks of the type described in the
preceding paragraph could be reduced or diminated if participation in the
mutua fund industry were redricted to honest and ethicd men of good
financid sanding and ability. ...

One of the principd themes which pervades this report is that the mutua
fund, its management company and its didribution company should be
trested as a single organization for regulaory purposes dthough they are
technically separate entities.  ...[T]he management company need not
regiger if it is a sepade entity from the didribution company; at
December 31, 1967, this was true of 27 of the 84 management companies
of mutud funds qudified for sdein Canada.

The filing and regidraion requirements presently gpplied under Canadian
securities legidation are desgned to fecilitate controls over the sde to the
public of securities. ...As financd inditutions to which members of the
public confide their savings dallars, controls over mutud funds applied for
the protection of the investor should not be dependent upon whether ther
shares or units are currently in the course of public digtribution.  Nor
should the management company be immune from regulaions because it
iS a sparate entity from the didribution company. We have therefore
concluded that if a mutual fund is operating within the relevant
jurisdiction at the effective date of the legidation, or thereafter
commences to operate in that jurisdiction, that mutual fund, its
management company and its distribution company should all be required
to become registered with the appropriate administrator. ...”%? [emphasis

added]
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The recommendation that mutua fund managers be required to regiser with a
securities regulator, irrespective of whether it functions as an adviser or deder, has not

been implemented in Canada.

2. The 1974 Proposals

The preface to the 1974 Proposas described the mandate of the two individuds
(Messrs. Warren Grover and James Balllie) who drafted this document. | quote from the

preface;

“When we were requested by the Department of Consumer and Corporate Affairs
to prepare this report, only one guiddine was givento us. We were to endeavour
to arive a a draft saute that would reflect the best of current knowledge and
practice in the area and would dso reflect the didtinctive needs of the Canadian
market and economy. In doing so, we were to draw on the recommendations
made in the 1969 Report of the federd-provincid Canadian Committee on Mutud
Funds and Invesment Contracts, often cdled the Mutuad Fund Report, but we
were ds0 to take into account legidative experience and developments in other
countries.” %3

The authors then stated the following in the introduction to their proposas:

“Canadian mutual funds are currently regulated a the federd level only through
generd corporate and tax legidation and a the provincid leve through generd
corporate and securities legidation. Yet dl of the congderations which support
detalled regulation of other financid intermediaries are of a least equd relevance
to mutud funds. Certan didinctive features of the industry drengthen the case
supporting  legidation talored for it Mutud funds are the only mgor
intermediary oriented dmost exclusvely to equity invesments. Ther didribution
arangements are designed to enable them to provide investment opportunities on
an economic basis to persons with very few dollars to inves and who might
otherwise be unable to participate in the equity markets. Ther shares are sold in
large part through the use of techniques designed to bring them to the attention of
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such persons.  All of these characterigtics underscore the scope of the abuses that
could be perpetrated by unethicd participantsin the industry. ...

While the detailed recommendations reflected in the proposed dtatute deviate in
many paticulars from the Mutua Fund Report, its genera goproach is the
pragmatic one adopted by the Report. The mutua fund is regarded as a vehicle
for the pooling of investments made by a number of invedtors in a sngle portfolio
under common management, from which each investor may withdraw his
proportionate share on demand. So regarded, the mutud fund is merdy a tool to
provide combined investment management. Acceptance of this approach affects
many aspects of the legidative pattern. For example, it indicates that except in
gpecid circumgtances the mutud fund should not be treated as a separate entity
from its investment manager, requiring a separate board of directors. We have
endeavoured to accept the implications of this underlying philosophy in the
formulation of the rules in the proposed statute.”%*

The 1974 Proposas did not focus in any detal on the issue of mutuad fund
governance. There were various matters in the commentary to the proposals, however,

which referred to mutua fund governance, some of which are sat out below:

“5.03 Voting Rights

Corporate law traditiondly places consderable respongbility on the directors and
requires that they be dected by shareholders. With mutua funds, this Stuation is
often different. Many trusteed funds have no equivaent to a board of directors.

With incorporated funds, the board of directors often does little beyond ratifying
decisons of the management company and is in some cases dected by the
management company through ownership by it of the only issued class of voting
shares. The Mutua Fund Report S.6.45 — 649 sas forth in some detal the
reasons why the exising practice should be dlowed to continue and we have
accepted the arguments advanced there.  We dso concur, however, with the
suggestions in S6.59 of the Mutud Fund Report that voting on management
changes and changes in investment objectives or practices should be subject to
shareholder ratification. Our proposds differ from the Mutud Fund Report in
containing no requirement for shareholder approva of the renewd of the exiding
management contract every 2 years as we fed it would be a hollow right, putting
the complex to unnecessary expense to cal the meeting. The rea protection is to
permit shareholders to require a change of investment management, to require that
their approva be obtained for an assgnment of the management contract, and to
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give the adminigtrator power to ensure that the management fees charged do not
exceed what is reasonable.”?®

With respect to whether a mutua fund manager should be registered, the 1974

Proposals sated as follows:

“2.04 Regidration of Management and Digtribution Companies

If the Act is to regulate mutua funds it must dso regulate ther management and
digribution functions. As these are caried on in separae entities in the usud
case it & necessary for the management companies and the digtribution companies
to register. Accordingly, these proposals envisage the registration or licensing of
each part of the mutual fund complex... ."?% [emphasis added]

The 1974 Proposals adso set out a proposed standard of care and duty of loyalty

for the manager in section 7.07(1) of the draft Statute:

“Every person responsble for the management of a mutud fund ... shdl exercise
the powers and discharge the duties of his office honestly, in good faith and in the
best interests of the mutuad fund, and in connection therewith shal exercise the
degree of care, diligence and skill that a reasonably prudent person would
exercise in the circumstances.” %’

It is interesting to note that the foregoing sandard of care is the same as that
currently set out in subsection 116(1) of the Securities Act?® (Ontario). Under this
dandard, it would appear that the persons managing a mutua fund must act in the best
interests of the mutua fund notwithganding that such persons dso may have a
conflicting duty to the manager's shareholders a common law or under the corporate

datute governing the manager.
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An important right recommended in the 1974 Proposds relaes to the nominaion

of anew management company. Inareevant part, the 1974 Proposals stated as follows:

“8.02 Nomination of New Management Company

...We aso propose, as was suggested by the Mutual Fund Report S.11.38, that a
shareholder can nominate an dterndive to the incumbent management company.
This would be an important new right of the mutud fund shareholder, the reasons
for which are set out in the Mutua Fund Report in S.11.28 — 11.37.

After such a nomination there will be two potentid managers with two
management contracts which may have dgnificant differences between them.
The mutud fund shareholders will then be able to exercise a choice. Obvioudy
under this procedure a prospective aternate — perhaps a competing management
company — would be able to have a friendly interest purchase a share and
nominate the dternatee  The result could be condderable competition for
management contracts, a prospect we view as sdutory so long as the fund is not
forced to bear the costs of severd proxy solicitations. We believe that mutud
fund investors purchase their shares on the bass of the exising management. It
would follow that the insurgent should only be successful if true dissatisfaction
with the incumbent is goparent. To guard agang the posshility of needless
competition the proposas provide that the insurgent will have to bear his own
cods. In addition, the incumbent can only be removed if two-thirds of the votes
cast are in favour of remova. ...This novel remedy, proposed in the Mutua Fund
Report, is, we fed, worth trying. It must be kept under review.”?°

This proposed right of shareholders to nominate a new management company was never

implemented in Canada.

3. Conflicts Paper

The previous two sections reviewed in detall the deliberations rdating to mutud
fund governance from the late 1960's and early 1970's. There seems to have been little

public debate about mutua fund governance in Canada during the rest of the 1970's and
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in the 1980's. It appears that in Canada the debate recommenced around 1993, the year
in which | presented a paper entitted “Managing Potentid Conflicts of Interest” & a
mutua funds conference in Toronto. What was interesting to me when | conducted my
research for that paper was that very little had been written relaing to conflicts of interest
and governance with respect to Canadian mutud funds snce the 1969 Mutuad Funds
Report and the 1974 Proposds. The focus of my 1993 paper was managing potential
conflicts of interes within the Canadian mutual fund dructure and | suggested that it
might be time to consder a mutud fund governance regime having as its beds
independent directors as a possble solution to the conflict issues. Let me quote the

conclusion of my 1993 paper.

“I am not suggesting that anything untoward is occurring within mutud  fund
organizations today in the context of conflicts of interest. It is possble, however,
that persons running various mutud fund organizetions have not spent much time
thinking about potentia conflicts of interest and what is the best way to resolve
them. If a conflict has not been identified in the firgt place, it obvioudy cannot be
resolved. To the extent that the Canadian securities authorities have identified
potentid conflicts of interest, they have taken various routes depending upon the
nature of the conflict. These routes include (i) requiring disclosure of the
potentid conflicts (for example, the previoudy mentioned prospectus disclosure
required by Nationa Policy No. 36 of conflicts of interest or potentia conflicts of
interest between the issuer and the manager, invesment adviser and possibly the
trusee, and the requirements in the same policy to give paticulars of any other
materid facts relating to the securities proposed to be offered which are not
contained in the annud information form), (ii) prohibiting the transaction (such as
the prohibition on reimbursement of organization costs of a mutud fund), (iii)
prohibiting the transaction unless it is gpproved ether by securityholders or by the
Canadian securities authorities or both (such as the requirement for securities
authorities goprovd rdating to fund on fund invesments), (iv) permitting the
transaction to proceed without any required disclosure or approva (such as the
dlocation of the manager’s marketing budget), or (v) permitting the use of
‘Chinesewdls (for example, when the manager has inside information).

The regulation of mutud funds today, including the regulation of some of the
foregoing potentid conflicts of interest, was addressed in detal in the 1969
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Mutud Funds Report and in the 1974 Proposals for a Mutud Fund Law for
Canada. Asfar as | am aware, the operations of Canadian mutua funds in the 25
years snce the 1969 Mutua Funds Report have not resulted in any maor abusve
transactions coming to light.

Accordingly, if one subscribes to the ‘if it an't broke, don't fix it" theory, one
could advocate continuing to rely upon the exising rules and exising remedies
for breach of the rules. Under this scenario one would continue to rely on the
fiduciay obligations of the trustees, managers, invesment advisers, on the
redrictions st out in the Securities Act (Ontario) and other securities legidation
across the country and in Nationa Policy No. 39, on the disclosure required in
progpectuses and annud information forms by Nationa Policy No. 36, Nationa
Policy No. 39 and securities legidation and on the remedies available upon abuse,
namdy the power of the regulatory authorities such as the Ontario Securities
Commission to invedtigate dleged problems and to issue orders (such as cease
trading orders), to levy fines or not to issue receipts for prospectuses thereby not
permitting renewas of fund prospectuses, and the power of securityholders to
commence litigation if they cannot otherwise obtain an adequate remedly.

Another line of thought follows the premise that certain actions may have gone on
for many years in the mutud fund indudry, and may 4ill be going on, which have
not been brought to light because the disclosure requirements are not sufficient or,
if adequate, are not followed. In addition, one may argue that the securityholder
aoprova requirements are not very effective as many securityholders do not
understand what they are asked to approve and, in the vast mgority of cases,
securityholders approve dmogt anything that the manager of a mutud fund is
asking them to vote on. If one follows this school of thought, then one might
condgder requiring independent informed persons to monitor conflicts of interest
and, in some cases, to approve conflicts of interest. For example, the Investment
Company Act in the United States has, among other things the following
requirements to monitor or approve possble conflicts (i) a board of directors,
40% of whom must be independent, whose function is to oversee the operations
of the mutud fund and to police conflicts of interest; and (ii) shareholder voting
to, among other things, elect board members, approve or disgpprove fee
arrangements, and accept or rgect changes in a mutud fund's investment policies
These requirements were reviewed in the 1969 Mutua Funds Report and aso in
the 1974 Proposds for a Mutud Fund Law for Canada and were rejected for
Canadian mutua funds. It is interesting to note that in the 1992 United States
Securities and Exchange Commission daff report entitted Protecting Investors. A
Haf Century of Invesment Company Regulaion the staff of the Securities and
Exchange Commisson recommended that the 40% independent director
requirement be increased to in excess of 50%. Staff dso recommended that
independent director vacancies be filled by persons chosen by the remaining
independent directors and that independent directors be given express authority to
terminate advisory contracts. In light of the 1992 gudy by the United States
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Securities and Exchange Commisson and the 25 years which have dapsed since
the 1969 Mutud Funds Report, is it time to re-examine potentid conflicts of
interest in the mutua fund dructure and the possible role of independent directors
to monitor or approve such conflicts?’=°

4, The Stromberg Report

Mutud fund governance, as wdl as other issues in the Canadian mutuad fund
industry, appeared in the spotlight when the Stromberg Report was issued in January
1995. The Stromberg Report was more than 250 pages in length and it made
recommendations with respect to various aspects of the Canadian mutua fund industry.
The provisons of the Stromberg Report that relate to mutual fund governance are set out

baow.

“18.04 Investment Fund Governance

As noted above, invesment funds are created by investment fund organizations
on the bads tha the invesment fund organization will be responsble for
providing or causng to be provided to the investment fund al of the services
required by the invesment fund to carry on its operaions in the ordinary course.
In many cases, the investment fund organization causes the investment fund to be
crested pursuant to a trust instrument that provides for it (or its effiliates) to be the
trusee and manager. In other cases, the investment fund is ediablished as a
corporation, with the invesment fund organization providing the requidte
services pursuant to contractua arrangements.

In neither case are there requirements that "outsde directors’ or "unrelated
persons’ be involved - i.e. persons who are free of reaionships and other
interests which could, or could reasonably be perceived to, materidly interfere
with the exercise of judgment in the best interests of the investment fund.

As observed in Section 14, | believe that there is something inherently wrong with
a structure that permits all of the functions that are required to be carried out in
respect of an investment fund to be carried out by related parties on terms that
are in effect unilaterally imposed without there being some degree of review by
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unrelated persons who are considering the merits solely from the perspective of
the best interests of the investment fund and its investors.

In the current structure, there is no one whose sole responsibility it is to ook out
for the interests of investors and it is not clear that the primary obligation of the
investment fund manager is to put the interests of its sponsored investment funds
ahead of all other interests. As noted in Sections 2 and 3, investment fund
organizations are focussed on ganing maket share and bendfitting ther
shareholders and other dakeholders.  Ther focus is not exclusvely on ther
obligations to their gponsored investment funds.

Most countries require that ‘independence’ be built into the structure and
governance of investment funds either through the mechanism of requiring an
independent trustee and custodian (i.e. a trustee and custodian that is not related
in any way to the investment fund organization) which will be responsible for
carrying out functions that cannot be delegated, or by having a specified
per centage of outside directors of the investment fund.

There were divergent views expressed about the merits of extending by anaogy
the datutory requirement for a board of directors that exids in the case of an
invesment fund that is a corporation to an investment fund that is a trust or other
entity and to requiring that in either case there be a pecified mgority of ‘outsde
directors on such boards, with most people being opposed to the idea. The
reesons given for this oppogtion incdude (i) the multiplicity of invesment funds
within each group of sponsored invesment funds (ii) the increase in investment
fund cogts, (iii) the increase in time, paperwork and procedura workload required
by invesment fund managers to provide the board of the invesment fund with
information, (iv) proficiency issues respecting the persons sdected to serve on the
boards, and (v) the shortage of suitable people.

In quedioning the need to require independent boards a the investment fund
leve, people referred to the fact that investment fund managers are currently
under a specific statutory duty with respect to the investment funds they manage.
They suggested that rather than adding another layer of supervison with the same
upervisory  duties it is preferable to increase the periodic  management
certification and audit procedure requirements to address specificadly areas of
potentid conflicts and far treatment of investors with respect to such matters as.
(i) dlocation of fund expenses, (ii) adequacy of fund vauation procedures, (iii)
maintenance of capitd leves (iv) compliance with investment objectives, (v)
adequacy of trandfer agency services, and (vi) compliance with procedurd
requirements.
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It was pointed out that investment fund managers that are public companies
currently have boards of directors that have some ‘outsde directors and are
required to have audit committees, a mgority of the members of which ae
outsde directors. In some cases, these audit committees unofficidly act as audit
committees of the invesment funds and in this context review expense dlocations
and the annua audited financid Statements of the invesment funds, meet with the
externd auditors of the investment funds and with internd accounting staff and
review with the auditors the adequacy of al accounting controls as they impact
the investment funds. It was observed that these boards and audit committees are
aware of the dtatutory obligations of the invesment fund manager and that they
chdlenge management regularly as to the adequacy of procedures, controls,
prospectus disclosure and other matters. It is suggested that rather than add a
second board at the investment fund level, it would be better to prepare a list of
matters that would have to be certified by management, the board of directors and
the audit committee of the investment fund organization.

The suggesion was made that there should be a difference between the
requirements for investment fund organizations that ae public entities and
invesment fund organizations that ae private entities with respect to any
requirement that may be imposed to have ‘outside directors. It has been pointed
out that in the United States where there is a requirement to have ‘outside
directors, vey few of the invesment fund managers ae public entities.
Accordingly, it has been suggested by some that if invesment funds are managed
by an investment fund organization that is not a public erity there should be a
requirement that such investment funds have a board comprised of a mgority of
outsde directors.

It was suggested that if invesment funds are to be required to have independent
boards, there should only be a requirement for there to be a single board for al
funds within the group(s) of funds sponsored by the investment fund organization.

| am told that the reason for this suggestion that there be a single board relates to
the difficulties that it is perceved that there would be in building the knowledge
and awareness levels of the directors with respect to investment fund matters,
preparing information for them and meeting with them and that it would be
unduly onerous, in view of the number of investment funds to have to do this
with different boards for each invetment fund managed by the investment fund
organization or even with different boards for each group of invesment funds
managed by the investment fund organization.

It was pointed out that if independent boards of investment funds are to be
required, there is a need to specify cearly the duties and responghbilities of any
such boards and it has been suggested that these duties and responsibilities should
be concentrated on conflicts, fairness and procedura issues. It was emphasized
that the role of the independent board should not be to second-guess the
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investment decisons of the portfolio manager, or the decison to offer new funds,
or to make changes in invetment objectives of a fund, or to approve
prospectuses, or to determine whether the manager has performed its Sautory
duty. It was suggested that the board should report its findings regularly to the
manager and that it should provide a mechanism to correct any perceived
shortcomings within a fixed period of time. If the board is not satisfied with the
actions taken by the manager, the board should report to securityholders and to
the appropriate securities regulatory authority so that further action could be
taken.

With respect to the submisson referred to above that enhanced review and
reporting procedures for the board of directors of the investment fund manager, its
audit committee and the externd auditors of the investment fund manager would
provide the same assurances that independent boards of investment funds would
provide and a much less cod, | do not agree with the underlying thought reflected
by this submisson. In my opinion, enhanced requirements with respect to
invesment fund managers are degrable in ther own right and should not be
viewed as an dternative to an investment fund having an independent board.

Quedtions have been raised about whether, if investment funds have boards, this
will require annuad mestings for al investment funds to be hdd, the provison of
management information circulars and proxy voting. It has been pointed out that
the codts of these requirements will ultimately be borne by investment fund
investors. Questions have been asked as to whether the fund manager or the
board would be responsible for conducting the process, who would be willing to
serve on the boards, how would the ‘outside directors be sdlected, what would
the appropriate indemnification and insurance levels be and would the investment
funds or the invesment fund organization bear the cost of the directors/trustees
fees and insurance costs for the ‘outsde directors. These are legitimate
adminidrative questions to raise but they do not go to the subgtantive issue of
whether thereis a need for independent boards.

| think that the questions raised by those who do not consider that there is a need
for an investment fund to have an independent board overstate the problems
presented by the possibility of there being a requirement for an independent
board and the costs that would be involved if this were to be required. | am told
that the information required to keep the members of an independent board of the
invesment fund informed is badcdly the same information that a manager
requires. With respect to the question of whether there is a sufficient number of
skilled people avalable to serve as independent members of the boards of
investment funds, the basic need is for sound business persons who understand
their respongihilities as directors.  In my opinion, there is an obligation on the part
of the investment fund manager to advise the outsde directors on its own board
and of the boards of its sponsored investment funds of what the issues are s0 that
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informed decisons can be made and actions taken. The costs involved should
more than be offset over the long run as it is reasonable to expect that the
enhanced review and scrutiny of proposed transactions should result in more
efficiently-run operations, lower fees being charged to investment funds and more
controls exercised over the expenses that are charged to investment funds,
particularly in cases involving transactions between the investment fund manager
(or parties related to the investment fund manager) and its sponsored investment
funds.

Recommendations

Accordingly, in addition to the recommendations that | have made in Section 14
regarding the board of directors of an invesment fund manager, its audit
committee and the enhanced procedural and reporting requirements in respect of
the operations of the investment fund manager, it is my recommendation that:

@ Investment funds should be required to have an independent board. The
fact that tax laws have encouraged the use of structures other than
corporations to constitute investment funds should not, in my opinion,
eliminate the basic governance mechanisms reflected in a corporate
structure.  The recommendations in Section 1801 ae intended to
eiminate this difference.

| note that corporations that offer their securities to the public are required

by law to have ‘outsde directors. | do not see any reason why an
investment fund the securities of which are offered to the public should be
any different.

While my recommendation that investment funds have independent
boards goes beyond the current requirements of corporate law and the
corporate governance guidelines recommended in the Dey Report that
merely encourage the board of directors of a public company to be
comprised of persons, a majority of whom are unrelated persons, | believe
that there is justification for this by reason of the unique relationship that
exists between the investment fund and its manager. This relationship
givesrise to conflict of interest situations that occur on a continuing basis
in the ordinary course of business and otherwise. In view of the fact that it
is impractical for each situation involving a conflict of interest to be
referred to securityholders for approval, it is essential that there be an
independent body whose sole focus is the interests of the investment fund
and its securityholders. It is dso essential in the current environment
affecting the investment fund industry where investment fund
organizations are under considerable pressures to build critical mass and
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to secure access to distribution channels in order to survive, that there be
such a body.

The gpplicable principles of good corporate governance (eg. audit
committees that are composed of at least a mgority of unrelated directors)
that are outlined in the Dey Report or will be articulated as a result of the
folow-on work referred to bedow should guide the investment fund
organization in establishing an independent board.

To the extent that an invesment fund organization deviates from the
principles of good corporate governance that are outlined in the Dey
Report or as a reault of the follon-on work referred to below, it should
include in the base disclosure document for the investment fund and in the
annud report of the invesment fund the reasons for any deviaion from
these guidelines.

Further work should be done to identify the specific principles of good
invement fund governance that should be applicable to investment funds
0 that there is uniformity of approach to this matter and investors are
advised of what the standards are and are able to assess whether the
protections offered by the respective invetment fund organizations are
aufficient. It may be that some legiddtive action is needed in this regard
but this determination needs to awat the aticulation of what the
gppropriate principles of good investment fund governance should be.

As a minimum, there should be a requirement that mechanisms be in place
to ensure that someone is reviewing dl actions to ensure that they are in
the best interests of the investment fund and its investors.  This does not
mean, nor should it result in, second-guessng the legitimate investment
decisons of the portfolio manager. However, it does mean, for example,
that there should be an audit committee with clear responshilities in
repect of the invetment funds, including the review of expense
dlocations and the annud financia dtatements of investment funds.

| would expect tha a result of the follow-on work would include
guiddines amed a: (i) dealy specifying the duties and responshilities of
an independent board that are focussed on conflicts fairness and
procedurd issues, (ii) the development of effective procedures to address
and remedy any unresolved shortcomings that may be identified by the
independent board, and (iii) the development of appropriate provisons to
address the adminigrative questions outlined above, many of which will
be required to be dedt with in the devdopment of the condating
legidation referred to in Section 18.02 that | have recommended be
passed. There is dso a need to address the procedure for nominating
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persons to serve on the independent board and for filling vacancies that
occur. In addition, there is a need to address the criteria for determining
whether nominees are ‘free of rdationships and other interests that could
or could reasonably be perceived to materidly interfere with the exercise
of judgment in the best interess of the invesment fund'. In this respect,
there is a need to address the issue of how many ‘independent boards an
individua can be on before questions arise about whether the individud is
‘free of reationships and other interests that could or could reasonably be
percaived to matenidly interfere with the exercise of judgement in the best
interests of the investment fund’ 3! [emphasis added]

5. The Steering Group Report

The Invesment Funds Steering Group was formed following the publication of
the Stromberg Report when the OSC, on behaf of the CSA, asked the Steering Group “to
consder the recommendations contained in the Stromberg Report and to provide an
industry perspective on them to the Canadian Securities Administrators (and other
applicable regulatory agencies)”.3?  The Steering Group members (consisting of Messrs.
Jean Dumont, Arthur Labait, Nicholas LePan, Bruce MacGowan, Arthur Mauro, John
Pamer, Paul Starita and Edward Waitzer, with the assstance of Rebecca Cowdery as

secretary to the Group) published its recommendations in the Steering Group Report in

November 1996. The recommendations which are relevant to this report are as follows:

Regigration of Fund Managers — the Canadian Securities Adminigtrators
should develop a system for the regidration of, and continue to directly
regulate, fund managers. ...

Fund Governance — The Canadian Securities Adminigtrators should
develop requrements for fund managers to creste boards and audit
committees to oversee the affars of managed funds within fund families
and articulate the duties and responsibilities for such boards.
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Conflicts of Interes — The Canadian Securities Adminigtrators should
recast the conflicts regime to take into account the existence and duties of
fund boards and to recognize dternatives to drict prohibitions that may
exid. ...

Internal  Controls and Busness Practices — The Canadian Securities
Adminigrators should work with the industry to facilitate the development
of good busness practices, internd controls and infrastructure for both
dedlers and fund managers”?

Fund Governance

The Steering Group Report then elaborated on what it meant by the foregoing

principles. | quote relevant sections from the Steering Group Report.

“Fund Governance

We agree with the Stromberg Report recommendation that investment funds be
required to have an independent board, board of governors or advisory
committee with equivalent duties and responsibilities to those of the board of
directors of a corporation.

Accordingly, each fund family should have a board of a least five members the
mgority of whom are independent of the manager and an audit committee
comprised entirely of indegpendent members of the board. ...

A fund board should not have the power to terminate the manager and appoint a
new manager. The board's role is to monitor, review and approve (or ratify)
certain actions of the manager as they reae to the fund in a particdar fund
family. If the board disagreed with or disapproved of a particular action of a fund
manager, the board members would have the option of advisng the
securityholders of the rdevant fund of the disagreement (which any of them
should be able to do a the fund's expense) or resignaion from the board or both.
In practice, it is unlikely that a fund manager would act in a manner unacceptable
to the fund board.”** [emphasis added]
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The Steering Group Report then liged various items which would fal under the

responsibility of afund board. The Steering Group Report went on as follows:

“The powers, duties and responsbilities of the fund board should be set out in the
congating documents of the fund (i.e. the declaration of trust for a trust fund and
the articles of incorporation of a corporate fund). Any proposd to change these

powers and respongbiliies must be approved by the boad and the
Securityholders.

Our reasons for endorsing the principle of an independent board at a fund family
level are two-fold:

There should be a greater reliance of regulators on the ‘watchdog’
abilities and potential of a fund board than on strict regulatory
prohibition and oversight. The primary obligation to protect the interests
of securityholders should lie with the board, rather than with the
regulators. Accordingly, an independent board should be granted the
flexibility (coupled with the responsibility) to ensure that the fund is
managed in a prudential fashion.

A fund board should serve to enhance the integrity of the industry, both in
fact and in the perception of the investing public, which is essential to its
continued success.”*® [emphasis added]

Conflicts of Interest

The Steering Group Report continued as follows:

“It is important that the regulatory regme, in exerciang powers of prohibition,
recognize the fiduciary obligations of fund boards and managers and the ability of
financid complexes to create effective bariers between related entities with
competing interests.

...We agree that an independent koard should review transactions where potentia
for conflicts of interet exis, however, the regulatory regime should not
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necessarily prohibit a transaction where adequate dternative mechanisms are in
place that address and limit the conflicts of interest.

To the extent tha exiging regulations are maintained, regulators should consider
dterndtives to drict prohibition and limited (and difficult to obtain) exemptive
relief. Examples of mechanisms and measures which could be used to address
gpecific conflicts include disclosure, “chinese wals’, review and approvd by
independent  third parties (i.e. boards, audit committees, externd auditors),
restrictions and conditions.”3®

The Steering Group Report dso noted in a footnote that the specific examples

where dternatives to grict prohibition exist

“should be subject to oversight by the independent board and therefore each board
must develop a policy and mechanism for review. Claification is needed as to
whether the board must ‘pre-review’ each transaction (this might be next to
impossible in practice for the mgority of transactions) or whether monitoring is
aufficient with the ability for the fund board to require problemdic transactions
unwound.”%’

A Code of Ethicsfor Fund Managers

The Steering Group Report went on as follows:

“Fund managers, as a condition of their regigtration, should be required to adopt a
code of ethics and busness conduct and the board should be responsble for
overseeing compliance with the code. Each fund manager's code should be on
public file with the Canadian Securities Adminidrators, referred to in the fund
disclosure documents and made available to investors upon request.”®

Business Practice Standards for |nvestment Fund Managers

The Steering Group Report continued as follows:
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“Proper internd controls, and the reasonable demondration of proper controls,
makes good business sense and is in the public interest.  Proper internd controls
for fund managers can be demongtrated in the following ways.

Regulatory compliance reports, in addition to those presently required
under Nationad Policy Statement No. 39, to be filed, which could include
reporting on activities commonly performed by fund managers such as
vauation and investment management. ...

Auditors could be required to provide reports smilar to those provided
under Statement 89-7 of the American Inditute of Certified Public
Accountants for each fund. These reports should be addressed to the fund
board and would be filed with the regulators.

Ultimately, internal control guiddines for fund managers and didributors should
be developed and should take into account controls in existence at third party
sarvice providers as evidenced by Section 5900 reports.  Any internd control
framework should incdude minimum dadards for business disaster recovery

planning.”3°

Regulation of Investment Fund Managers and Service Providers

On thistopic the Steering Group Report stated as follows:

“Because of the manager’s importance to an investment fund, managers of
investment funds should be registered and thus directly regulated by the securities
regulatory authorities. The activities of a manager in managing a mutua fund
should continue to be regulated as set out in National Policy Statement No. 39.
Our recommendations in this area relate to giving securities regulators additiona
control and jurisdiction over the operations of mutua fund managers.

If managers are regidered as such under securities legidation, there is no need to
aso require the registration of ... other service providers. Funds themsdaves do
not require ‘regidraion’. Minimum dandards should be imposed in respect of
the provison of these services and perhaps the service providers themselves.
These minimum dgandards should be incduded in ether the conditions for
regidration of the manager or in a regulatory insrument (rule, regulatiion or direct
legidation). By ghifting the onus of monitoring the compliance of the service
providers with gpplicable standards onto the manager, the manager retans
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utimate responghbility to the investor for the quality and proper delivery of these
services.”*° [emphasis added]

The Steering Group Report then commented on various specific items relating to

the fund manager, of which | will refer to the following:

Minimum regulatory capitd;

Insurance and bonding requirements;

Interna controls,

Senior manager proficiency requirements; and

Monitoring service providers.

With respect to minimum regulatory capitd, the Steering Group indicated that
there is increased need for managers to invest more human and technologica capitd to
manage and control the operations of mutua funds as they grow, and a minimum leve of
capitd “provides some protection to investors as it helps to ensure that the investment
funds can be compensated in the event of error, omission, fraud or theft’... .** The
Steering Group indicated that the problem of insufficient capitd tends to be found not in
the managers of large mutud fund groups but rather “in the smdl, newly established
investment fund managers with less than $100 million in assets under management who

may not necessarily have sufficient operating revenue to finance operations’ .42

The Stering Group then recommended that the minimum capitd requirements

should require:
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“(@ some levd of working capitd cdculated in accordance with generdly
accepted accounting principles; and

(b) some leve of net worth caculated under generaly accepted accounting
principles, based on net assets under management.” 3

The Steering Group suggested that regulatory capitd should perhaps be a
minimum of $1 million plus an additiond amount that varies depending on the levd of

net assets under management.**

With respect to insurance and bonding requirements, the Steering Group
recommended that manages mantan insurance for the following insurdble risks
(without recommending the actud minimum levels of such insurance):  fiddity; “on
premises’; “in trandt’; forgery or dterations, securities, directors and officers;, errors and
omissions, property; and business interruption.*® If the manager delegaies responsibilities
to third parties, the Steering Group recommended that the manager should ensure that the
service provider is adequatdy insured®®  The Steering Group dso indicated that
regulators should obtain “certification from the board of directors of the manager that full
condderation has been given to the amount of bonding or insurance necessary to cover

the insurable risks in the manager’ s business’ .4’

With respect to internad controls, the Steering Group Stated that “interna controls
ae epecidly important for the investment fund industry snce managers are essentidly
deding with ‘other people's money’ ”.*®  In addition, the Steering Group went on to say

tha as “invesment funds ae not covered by CDIC [Canada Depost Insurance
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Corporation] insurance or CIPF [Canadian Investor Protection Fund]”, then “investors

must have aminimum level of protection” *° | quote:

“Specific  minimum internd  control procedures for trandfer agency, trust
accounting and fund accounting functions should be aticulated. Where managers
delegate these functions to third party service providers, managers should have
the responghility to ensure that the service providers follow the same minimum
internal control procedures. ...

Once these controls are aticulated, managers should be required to report
annudly on their compliance, and on the compliance of service providers with
these controls. Externd auditors of fund managers could be required to report on
these internd control compliance reports, with  both reports filed with
regulators.”>°

With respect to senior management proficiency requirements, the Steering Group
recommended that to be regigered, a manager must have the following senior

management in place:

a leest two persons peforming the roles of a chief executive officer, a
chief  financid officer, a senior adminidrative officer and a senior
compliance officer;

officers that have a minimum of three to five years direct experience in the
investment funds/securities industry or experience in serving the indudtry;

senior  officers that have successfully completed ether the Partners),
Directors and Senior Officers  Qudifying Examination (offered by the
Canadian Securities Indtitute) or the Officers, Partners and Directors
Course (offered by IFIC) or acceptable equivaent;

senior officers and directors that have passed the regulatory ‘police check’
and disciplinary check;

a least a three person board of directors — this board need not be an
‘independent’ board as recommended by Commissioner Stromberg (on the
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assumption that an independent governance mechanism is adopted by the
fund complex to act in the best interests of the family of funds).”>*

With respect to monitoring of service providers, the Steering Group dtated that a

manager should have

“procedures in place to cary out appropriate due diligence and monitor third
paty service providers with regard to their competence and compliance with
specified internd  controls, insurance and bonding and audit requirements.
Managers should be held accountable for al delegated third party actions or
omissons and should be responsble to ensure tha managed mutud funds are
indemnified for dl losses occasoned by service providers actions or omissons,
except investment decisons which comply with the investment objectives and
redricions.  The use of service providers should not reduce the capita
requirements for managers.”®?

In addition, service providers

“should be required to have a S. P00 audit (Opinions on Control Procedures at a
Service Organization) performed by independent external auditors. These reports
should be filed with the regulators as well as directed to the relevant managers.”>®

6. The Quebec Report

The Quebec Conaultative Committee on the Regulation of Mutud Funds was
given the responghility of advisng the Quebec Securities Commisson and focusng on
the features didtinctive and concerns specific to Quebec within the scope of the nationd
process of regulatory review d mutua funds commencing with the Stromberg Report.  In
January 1997 the Committee made the following recommendations in connection with

mutua fund governance matters.



-60 -

Mutua fund managers should be registered.>*

Because a number of mutua fund managers in Quebec had assets under
adminigration of dgnificatly less than $100 million, the minimum leve of
regulatory cepital should take into account the impact of capita requirements on

such managers>

There should not be compulsory regidration of externd providers of services but
mutud fund managers should have ultimate respongbility for such  service

providers.>®

There should be a mechanism to take into account the interests of the investor,
which could be the form of a supervisory board for each family of funds the role

and responsibilities of which would derive from corporate boards.>’

There should be minority representation on the supervisory board of the fund

family of individuals independent from the mutual fund manager.>®

The exigence of independent members on a supervisory board of a fund family

should result in some reduction of direct regulation.>

The edtablishment of a supervisory board for each fund family should result in

relaxation of certain rules on conflicts of interest.5°
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7. The Second Stromber g Report

The October 1998 Second Stromberg Report reiterated many of the comments in
the 1995 Stromberg Report relating to fund governance. The following are a few short

extracts from the Second Stromberg Report in this regard.

“One of the mogt critical issues affecting consumer protection is fund governance.
This subject has received little attention. Perhaps one reason is that the subject is
abdract and intangible.  There seems to be a certain lack of enthusasm among a
number of industry participants for focusing on fund governance. ...

The need to implement the recommendations [set out in the Stromberg Report]
amed a improving the governance provisons in respect of invesment funds
remains”

8. The Senate Committee Report

The Standing Senate Committee on Banking, Trade and Commerce, chaired by
The Honourable Michad K. Kirby, conducted a series of hearings on the role and
governance practices of inditutiona investors beginning in November 1997. The
resulting Senate Committee Report made the following recommendations in November

1998 in respect of the governance of mutual funds.

“Recommendation

The Committee believes that independent directors have a key role to play in the
governance of mutual funds. Their independent status leaves them free to focus
on issues of fairness, conflicts of interest, and procedural and monitoring issues.
Independent directors would not be there to second-guess the investment
decisions of portfolio managers. Every mutual fund should be required to have a
majority of independent directors. ...
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Recommendation

The Committee recommends the enactment of legidation that would recognize a
busness trust sructure that would be smilar to a corporate structure and would
include provisons for directors and officers of the trus and the extent of their
independence, how they may be eected and removed, how fundamental changes
in the trust would be made, and unitholders' rights and remedies.

Recommendation

Investors are entitled to know the risk management and governance practices of
their mutua fund manager. They have a right to know what processes are in
place to monitor the decisons taken on the risk exposures of the mutud fund, and
if that monitoring is taking place.

When the Toronto Stock Exchange Committee on Corporate Governance in
Canada (the Dey report) was released four years ago, the Toronto Stock Exchange
(TSE) made it a requirement for al TSE liged companies to file public
documents showing how they are complying with the guidelines for corporate
governance put forward in the report. If a company chooses not to comply with
the guiddines, it must gate why.

With respect to the governance of mutud funds, if the fund manager is a publicly
traded TSE company, it is subject to the Dey Guiddines. Other fund managers
have no such formd respongibility.

The emphads in the Dey Guiddines is on full disclosure. It is the view of the
Committee that the same degree of disclosure should goply to dl mutud funds in
Canada. The Dey Guideines should be adhered to by al mutua fund companies
in Canada.”® [emphasis added]

Report of the Canadian Committee on Mutual Funds And Investment Contracts — Provincial and
Federal Study, 1969 (Ottawa: Queen’s Printer, 1969) [hereinafter 1969 Mutual Funds Report].

Consumer and Corporate Affairs, Proposals for a Mutual Fund Law for Canada, Vols. | & 11 by J.C.
Baillie & W.M.H. Grover (Ottawa: Information Canada, 1974) [hereinafter 1974 Proposalg].

S.1. Erlichman, “Managing Potential Conflicts of Interest” in Mutual Funds: New Products, New
Competitors, New Rules (Toronto: The Canadian Institute, 22 October 1993) [hereinafter Conflicts
Paper].

Regulatory Strategies for the Mid-90's: Recommendations for Regulating Investment Funds in
Canada, Prepared by G. Stromberg for the Canadian Securities Administrators (Ontario Securities
Commission, January 1995) [hereinafter Stromberg Report].
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V. EXPLORING THE NEED FOR M UTUAL FUND GOVERNANCE

The 1969 Mutud Funds Report dated quite clearly why it is possble that

transactions could occur in the mutud fund industry that are not in the best interests of

mutual fund securityholders.  In relevant part, the 1969 Mutud Funds Report dtated as

follows

“9.05

9.06

... In the mutud fund Stuation...it is less frequent for managers to look to
the success of the mutua fund to generate their compensation. ...The
principa reward of the senior managers is derived from management fees
or sdes charges, and while these may be affected by the performance of
the mutua fund the connection is less direct than is true with an indudria
company manager who benefits directly from an increase in vadue of his
company’s shares.  This might be expected to increase the susceptibility to
conflicts of interest of the mutua fund manager. ...

It should be emphasized that the consderations advanced...are not meant
to imply that transactions designed to benefit management rather than the
mutud fund are prevdent or even frequent in the Canadian indudtry,
dthough...they do occur. In the United States, the Investment Company
Act of 1940 was preceded by a study that established abuses to be wide-
oread, paticularly among closed-end investment companies.  ...No
dlegaions had been made that practices amilar to those found to exist
among invesment companies in the United States during the 1930's were
present on a wide-goread basis in the Canadian mutud fund indudry;
those of us who ae securities adminigrators and other provincid
securities adminigtrators not members of the Committee, were aware of
some transactions that might be criticized, but believed that the incidence
of transactions desgned to benefit management rather than the mutud
fund was s0 low that it did not condtitute a mgor problem of the industry.
...Nothing we have ascertaned during the course of this study has
changed our opinion concerning the degree of incidence of sdf-sarving
transactions.”*

| should preface this pat of my report by Sating what may be obvious but

requires pointing out nonetheless.  This report is prepared by a committee of one and this
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one is nether a private detective nor an economist. My mandate did not include ferreting
out abuses (if any) which may exis on the management sde of the Canadian mutud fund
industry that a governance regime would most effectivdy and efficiently be dble to
rectify or assg in rectifying. Notwithstanding the foregoing, | would be remiss if | did
not refer to severd specific issues on the management sSde of the Canadian mutud fund
industry that have been publicly reported. The CSA can determine if there are abuses on
the management dde of the Canadian mutud fund industry that have not yet been
publicly disclosed. | would point out, however, that | echo the views set out in the extract
from the 1969 Mutual Funds Report quoted above: nothing in this report is “ meant to
imply that transactions designed to benefit management rather than the mutual fund are

prevalent or even frequent in the Canadian industry, although ... they do occur.” 2

Let me now describe a few examples of issues arisng on the management sde of
the Canadian mutua fund industry that have been publicly reported and which may have

developed differently or perhaps would not have deveoped a dl if an effective

governance mechanism had been in existence.

1 The OSC decison in “In the Mater of David Singh, Jeffrey Lipton, Infinity
Investment Counsd Ltd. and Fortune Financid Corporation”® received a great
ded of publicity a the beginning of 1999. In smple terms, this case involved a
mutud fund adviser which directed two of the mutua funds it advised to purchese
securities of Infinity Income Trust which were offered for sde by a securities
deder that was dfiliated with the adviser. The securities of Infinity Income Trust

were being issued to raise money to finance deferred sdes commissons payable
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with respect to the sde of units of various mutud funds associated with the
adviser.  The Infinity Income Trugt offering had a minimum dosng threshold of
$15 million and, if the two mutud funds had not purchased $1.5 million of
Infinity Income Trust's securities in the offering, the minimum dosing condition
would not have been satified. The adviser would benefit from the closing of the
offering as the proceeds would be used to pay down debt incurred to pay sdes
commissons which in turn would dlow the adviser to secure additiona credit
facilities. In short order, the securities purchased by the mutud funds declined
subgtantidly in vaue. The purchase of the securities of Infinity Income Trugt by
the two mutud funds violated various conflict rules in the Securities Act (Ontario)
and Nationa Policy No. 39.* Under the terms of the settlement agreement with
the OSC, the adviser was required (i) to recondtitute its board of directors so that
it would be comprised of a mgority of independent directors, and (ii) to devise

and implement a conflict of interest policy acceptable to staff of the OSC.

Wha ds0 is very interesting about this decison is that it is a publicly reported
example of higory repedting itsdf in the Canadian mutud fund industry. Let me
excerpt a section from the 1969 Mutuad Funds Report which describes a specific

issue highlighted by the authors of that report:

“9.07 Our opinion that sdf-serving practices are not prevdent in the Canadian
mutua fund industry has not led us to conclude that no controls are
necessary in this area. The congderations outlined above establish a lesst
the potentidity for acute conflicts of interest. We are aware of severd
goecific  dtuations which, dthough not representative of wide-spread
prectices, have caused us consderable concern. In a least two cases
management has caused a mutud fund to invest in securities of other
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companies asociated with management in  transactions tha we find
difficult to accept as motivated by sound invesment policy from the
viewpoint of the mutud fund. In large numbers of cases mutud funds
have purchased securities underwritten by associated brokerage firms, and
while we cannot conclude in any specific indance that the purchase was
not motivated by sound investment policy we regard such transactions as
particularly susceptible of abuse”>

So, d§avu.

There have been two recent cases decided by the OSC and widdly reported in the
press that dedt in pat with possble “front running” by high profile individuds in
the Canadian mutua fund industry, entitted “In the Matter of Frank Mersch and
Peter Cunti”® and “In the Maiter of Veronika Hirsch”” In both cases, the
individuds were wdl-known, successful mutud fund portfolio managers who
became aware of invesment opportunities in which they decided to invest
pesondly. Only a later dates did the mutuad funds which they managed invest in
the securities of the issuers in question. | emphasize that in neither case was front
running proven and the OSC decisions were based on issues other than front
running (i.e., the settlement agreements with the OSC indicated, in the case of Mr.
Mersch, that he admitted to ddiberatdly mideading the OSC investigators who
looked into the transactions and, in the case of Ms Hirsch, that she acknowledged
that she provided fase information on a document in order to qudify for a private

placement by the issuer).
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As an adde, trading by portfolio managers for their own account was recently
described in the Wall Street Journd as a mgor issue in the U.S. mutud fund

industry. The article gated in relevant part asfollows:

“Regulators have fretted for years about conflicts of interests that can arise when
mutud-fund managers trade for their own persond account. It turns out that the
regulators aren’'t done in their concern.

Persond trading and insder trading by fund managers are two of the most
pressng concerns among asset-management company  executives, according to a
new survey by PricewaterhouseCoopers conducted earlier this year. The survey,
released this week, showed that 74% of respondents found persond trading by
managers a ‘high concern’.  Meanwhile, more than 80% put indder trading, ether
by managers for ther persond portfolio or the mutud funds they run, in tha

category.

‘These are integrity issues’ says Bary Babash, a former Securities and
Exchange Commisson mutud-fund regulator... . They address the
trustworthiness ‘ of the peoplein charge’ of mutua funds.”®

The dlocation of trades among dients of an adviser has received public attention
in both Canada and the United States. The issue raised is the method of alocation
of securities between the private counsd clients and the mutua fund dlients of an
adviser and then, with respect to the securities dlocated to the mutud fund
clients, the method of dlocation of the securities among the various mutua funds
overseen by the adviser. In this regard, the dtaffs of the United States Securities
and Exchange Commission (“SEC”) and the OSC released a joint letter in August
1998° which summarized some of the violations of the United States Investment
Advisers Act of 1940 and the Securities Act (Ontario) and the Regulation

thereunder and reated instruments that were found during securities compliance
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examinations of investments advisers registered jointly with the SEC and OSC.

One of theitemsin this|etter rdates to trade dlocations and states as follows:;

“Described below are examples of ways that advisers may breach ther
fiducary obligaiors to dients by dlocating trades inequitably among
clients.

Advisers breech ther fiduciary obligation to clients by favoring
catan accounts over others in dlocating hot initid  public
offerings...without disclosng this practice to dlients and obtaining
ther consent to the practices By practicing such favoritism,
advisers prgudice their other clients by depriving them of vauable
and suitable investment opportunities. ...

Advisars breach ther fiduciary obligation to clients by waiting to
decide how a trade should be alocated based on subsequent market
movements. The result is that favored clients are dlocated the
trade if the price movement was favorable and other accounts are
dlocated the trade if the price movement was unfavorable.  This
practiceis known as‘ cherry-picking' ... .

Advisers breech ther fidudary obligation to clients by faling to
use the average price pad in alocaing securities to accounts

participating in a bunched trade. Securities purchased a the lowest
price or sold a the highest price are dlocated to favored clients.
” 10

Certain conflicts are inherent in the dructure of Canadian mutua fund complexes
that are affiliatled with financid inditutions and such conflicts may create a public
perception (often resulting from newspaper articles and other media reports) that
the conflicts leed to abuses. For example, unproven dlegations of potentid
conflicts with regpect to two mutuad fund organizetions affiliatled with different
Canadian chartered banks (relating in one case to a mutua fund manager
requistioning a shaeholders medting of a company in the mutud fund's

portfolio for a purpose which, if gpproved a the meeting, could be beneficid to
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the bank, and in the other case to fees paid to a bank and its affiliated investment
deder by a company in the mutud fund's portfolio) were recently reported in
newspaper articles' Even if these dlegations are totdly without merit, however,
| suggest tha in an industry where having the trust and confidence of the public is

essentid it is critical to reduce to aminimum level any adverse public perception.

| would dso point out that the mutud fund structure in Canada, by its very nature,
is rife with actua and potentid conflicts. For example, mutua funds are organized and
operated by persons who are employed by entities other than the mutud fund itself.
Accordingly, these people have pecuniary interests in the manager or other entities apart
from the mutud fund. As a result, there are inherent potentia conflicts of interest in the
mutua fund dructure between the interests of the securityholders of the mutuad fund, on
the one hand, and the interests of the manager of the mutua fund and other persons
rendering services to the mutud fund, on the other hand. Add to this the fact that in a
typica Canadian mutua fund structure, the trustee, manager and investment adviser and,
in some cases, the regidrar and transfer agent, may be the same entities or may be entities
within the same corporate group, thereby dso rasing potentid conflicts.  Some conflicts
are addressed by existing conflicts rules while others are not. The fact that conflicts are
inherent in the mutud fund Structure, however, may create a public perception that the
conflicts lead to abuses. | reterae that in an industry where having the trus and
confidence of the public is essentid, one must endeavour to reduce to a minimum leve

any adverse public perception.
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It may not be surprisng that few problems on the manager sde of the Canadian
mutua fund business have been publicly reported to date. | understand that the OSC, for
example, began compliance reviews of registered advisers only in September 1997 and
there has been no specific focus on advisers to mutual funds as opposed to any other
registered advisers. In this regard, | quote from a paper presented by Paul Bourque,
Director, Market Operations of the OSC, on September 16, 1998 entitled “The OSC

Program for Adviser Compliance’:

“In 1994 compliance a the OSC was one accountant reviewing finandd
gsatements submitted by registrants directly to the OSC — the “desk review”. In
the same year two accountants were hired specificdly to do fiddd examinaions
and a few were conducted that year. In January 1996 the compliance team was
formed at the OSC. ...

Today the compliance team has a totd of 10 daff, a manager, 2 adminidrative
assigants and 7 compliance examine's. We plan to add 7 additiond compliance
examings and those plans are currently under review to assess whether more
examiners can be effectively employed. ..."*?

Accordingly, empiricd evidence of possble problems is just beginning to be

developed. ™

There seem to be very few individuas who have publicly opposed the cregtion of
a governance regime in the Canadian mutud fund industry. One person who has been
willing to go on the record is Lawrence Schwartz, a Canadian economist who has written
various articles and newspaper columns stating that there is no need to import U.S. style

boards of directors into Canadian mutud funds. In his submisson to the Standing Senate



-73-

Committee on Banking, Trade and Commerce on May 28, 1998 entitled “The Canadian

Approach to Mutua Fund Governance’, Mr. Schwartz concluded as follows:

“It would be nice if there were any evidence [of abuses on the manager Sde of the
Canadian mutud fund indusiry] on the record. The Ontario Securities
Commisson recently surveyed fund deders and found and publicized a number
of shortcomings. However, there has been no smilar inquiry into funds or
management companies. There is only undocumented anecdote and suspicion.

It may be that the gppropriate invedigation would find shortcomings and might
conclude that the current fund governance system is flawed. That the current
governance regime might be flawed in these respects, however, would not in itsdf
judify a dgnificant change. The American dternative is dso flawed, and perhaps
more so than the status quo.

The governance question is not whether to replace an imperfect sysem with a
pefect one. Rather, as with many issues of public policy, we must choose
between imperfect dternaives. In this respect, we may have to sdtle for
something that works wel and is better than the next best dternative, even if it is
not perfect.” 4

The dear implication from Mr. Schwartz's submisson and his other writings is
that the present Canadian system is working well and there is no evidence to show that if
Canada adopted the U.S. system which has as its underpinning a board of directors for

each mutud fund, that Canadian investors would be any better off.

The November 1998 Senate Committee Report responded to Mr. Schwartz's

submisson asfollows:

“Not everybody agreed with the need for more attention to the governance of
mutua  funds. Mr. Lawrence Schwartz presented arguments agangt
implementing a corporae-style governance regime for mutud funds in Canada
He maintained that there are no compdling reasons for adopting such a regime
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and contended that proposed reforms are driven by suspicion about non-standard,
unincorporated investment vehicles. Mr. Schwartz argued that there has been ‘no
demondration of unit holder abuse in Canada and certainly none that independent
boards uniquely could have prevented. He fdt that the Canadian regime, which
combines regulation and fee dructures, provides adequate incentive for fund
managers to act in the interests of unitholders.

Mr. Schwartz was of the view that the adoption of governance sructures smilar
to those currently operating in the United States could lead to more litigation and
additiond regulation. He dso foresaw problems with implementing change and
fet that to be effective governance reform measures would have to be accepted
nationdly; something that he felt would be difficult to achieve.

The Committee did not find the views of Mr. Schwartz persuesve. The
Committee believes that there is a need for the implementation of a corporate-
dyle governance regime for mutua funds in Canada. The recommendations that
follow reflect this view of the Committee”*°

| suggest tha there have now been a few publicized incidents (and possibly other
non-publicized occurrences to which Ms Stromberg and others have referred in the past
and that are dill “undocumented anecdote and suspicion”*® (to use Mr. Schwartz's
phrasg)) which might not have occurred in the first place or, if they occurred, might have
been resolved in a ampler manner, if an effective fund governance regime had been in

exisence.

With the Canadian mutud fund industry reported to have more assets under
administration than savings deposits in the Canadian banking system,!” abuses could
place investors savings at risk.  Accordingly, | suggest that we must try to reduce the
potentia for abuses arisng. | dso suggest that, dthough Canadians are not as litigious as
our neighbours to the south, trying to prevent problems ahead of time through a

governance regime is a more efficient way to handle issues rather than resorting to
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litigetion to resolve problems that might have been dleviated had an effective governance

regime been in exigence in the firgt place.

| dso beieve that there are cetan redities of the Canadian mutud fund
marketplace that would make it unfair to force investors to rely on the market mechanism
of “voting with on€s feet” in lieu of an effective governance regime. In Canada the
mgority of mutual fund securities are sold on a back-end load basis. In addition, mutua
funds investors, more than investors in individud public corporations, are passve
investors who are told by the fund indusry to take a long term perspective on their
mutua fund invesments. Accordingly, | suggest that an investor should not be forced to
exit because the cost of “voting with one€'s feet” is contrary to the emphass that the
mutud fund industry places on investing for the long term and adso because a forced exit
may have associated codts, such as payment of redemption fees or, in the case of mutud
fund securities held outsde of registered plans, redization of a cgpitd gan or loss which

may be undesirable.

What is gppropriate for Canada, however, is not necessarily the full panoply of
U.S. gyle regulation. | make this comment because it is interesting to see that there are
reported problems today in the U.S. mutua fund industry thet are very smilar to possible
issues in the Canadian mutud fund indudry, notwithganding tha the U.S. mutud fund
industry has had as its underpinning for dmost 60 years a requirement of boards of
directors for investment companies. The Invetment Company Ingtitute (*1CI"”) discussed

some of these current U.S. problems in the June 1999 Report of the Advisory Group on
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Best Practices for Fund Directors entitted “Enhancing a Culture of Independence and

Effectiveness’ (the“ICl Best Practices Report”), which stated in part asfollows:.

“While the Act contains broad prohibitions againgt various types of sdf-deding
transactions, funds can be faced with other, perhgps more subtle, conflicts. These
potentia conflicts may involve such diverse matters as the alocation of brokerage
commissons, the use of fund assets for didribution, the dlocation of expenses
between a fund and its advisr and among funds, responghility for any pricing
erors or violaions of investment redrictions, and persond invesing by officers
and employees of the fund's adviser. In these and many other areas, independent
oversight of fund operations by fund directors helps to ensure that funds will be
operated in the best interests of shareholders.”*8

| dso would add that even though verifidble empiricd proof that an effective
governance regime is in the best interests of mutud fund securityholders may never be
obtained, common sense indicates that ingdtituting some sort of regime in Canada is in the
bet interets of securityholders. In this regard, Ira M. Millgein, a wdl-known
commentator on and participant in corporate governance issues in the U.S,, published an
article about corporate boards of directors entitted “Red Herring Over Independent
Boards’ in The New York Times in April 1997, which | think is quite gpt. The following

isan excerpt from Mr. Millgen’'sarticle:

“Good corporate governance is based on the seemingly noncontroversd premise
that an independent attentive board, <tructured to monitor management’'s
performance, is more likely to detect and address problems and provide red
accountability to shareholders. ...

...In *The Origin of the Species’ Dawin noted, ‘A gran in the baance will
determine which individua shdl live and which shdll die’
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| suggest that an independent, attentive board is the grain in the baance that leads
to a corporate advantage. ...

...Shareholders rely on professona managers to carry on the business, and this
diginct specidizaion of invesment and management has proved uniquely
successful.  Nonetheless, human nature being what it is, the shareholders agents,
the managers, may tend to forward their own interests, with the danger that they
will make decisons, or become entrenched or enrich themsdves, a the expense
of the shaeholders. An independent attentive board serves as a monitor to the
shareholders to lessen theimpact of this agency problem.

| don't think we redly need to try to prove mathematicaly that such a board is
needed. In a recent aticle, Mr. Solow [a Nobe laureste in economics] aptly
identifies the problem in the search for econometric ‘proof’ of which | complan.
‘In economics, model builders busywork is to refine their ideas to ask questions
to which the avalable data cannot give the answers’ he wrote, likening this to
having ‘the overeducated in pursuit of the unknowable’ ‘There is a tendency to
undervalue keen observation and shrewd generdization, he added, noting that
‘there is a lot to be said in favor of staring at the piece of redity you are udying
and asking, just what is going on here?

...[W]Jhy not bow to Darwin’'s logic and accept the grain that may wel tip the
baance in favor of survivd: the board that is performing well? | see no need to
await definitive proof. It probably will never come, and it isn't necessary.”*°

| concur with this common sense gpproach to the issue of whether a governance
regime adds vaue to a busness organization. A governance regime for mutud funds, if
properly sructured and implemented, may do more than just asss in detecting and
rectifying problems.  The governance regime, as an adjunct to competition in the
marketplace among mutua fund organizations, may result in better performance by the
fund manager which in turn may lead to better performance by the fund adviser, possibly
resulting in increased returns to the fund securitytholders.  Depending upon the type of
governance regime that is edtablished, the exisence of a governance regime aso might

leed to the loosening of the conflict rules rdating to mutud funds, with the securities
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regulatory authorities relying on the governance mechanism to monitor transactions tha
otherwise would be prohibited or would require exemptions from existing securities laws.

Let me briefly discuss these two issues.

1. Does Better Governance L ead to Better Performance

There is some empirical evidence in the corporate area, and to a lesser extent in
the penson fund and mutual fund areas, which suggests that better governance leads to

better performance for investors.

In the corporate area there have been various dudies trying to link better
corporate governance with better peformance for shareholders.  The internationa
conaulting firm McKinsey & Company tried to ascertain the worth of good governance
by conducting a survey of U.S. inditutiona investors “to compare two wel-performing
companies (such as those with conggtent profits and number one or two in terms of
market share) and state whether they [i.e, inditutiond investors would pay more for the
stock of one of these companies if it were well governed.”?® For purposes of the survey,
well-governed companies were defined as having, & a minimum: (i) a clear mgority of
outsders on the board; (ii) truly independent directors with no management ties  (iii)
directors who hold sgnificant stock holdings and who are pad, to a large extent, in stock;
(iv) directors who are formaly evauated; and (v) boards that are responsve to investor
requests. According to the McKinsey paper, two-thirds of the inditutiord investors said
they would pay more for the stock of a well-governed company, with the average

premium for such governance being deven percent® The McKinsey study stated that
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there are three main reasons why investors will pay a premium for good governance of

U.S. companies:

“Some bdieve tha a company with good governance will perform better over
time, leading to a higher dock price.  This group is primarily trying to capture
upside, long-term potentid.

Others see good governance as a means of reducing risk, as they bdieve it
decreases the likelihood of bad things happening to a company. Also, when bad
things do happen, they expect well-governed companies to rebound more quickly.

Stll others regard the recent increese in dtention to governance as a fad.
However, they tag dong because so many investors do vaue governance. As this
group sess it, the stock of a well-governed company may be worth more smply
because governance is such a hot topic these days.” %2

The McKinsey paper concluded as follows:

“The survey findings should be viewed in the light of two caveats. Fird, such a
survey can only be a rough atempt at quantifying the vaue of board governance.
Second, the findings do not suggest that governance should be the top priority for
CEOs A number of items rank higher, including strategy, cash flow, competitive
postion, qudity of the management team, and cost control. Nonetheless, the
survey indicates clearly that governance deserves a position somewhere on the
priority list. Moreover, the findings of our survey and interviews are supported
and supplemented by a growing number of independent academic studies.

Believing in the value of corporate governance should no longer be a question of
faith. Some investors will pay a significant premium for good governance. And
though it is more important in some circumgances than in others, and more
important to managers of some types of funds than others, it remains clear that
good board governance can serve as a tool for attracting certain types of investors,
aswdl asinfluencing what they will pay for stock.”?® [emphasis added]
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In November 1999 McKinsey followed up its earlier study by asking investors in
Ada, the United States and Europe to rate five Asan countries corporate governance and
whether they were willing to pay a premium for well-governed companies in these Adan
countries.  In a presentation which a last check has yet to be publicly reported,
McKinsey dated as follows in response to the question of how important the qudity of
governance is reative to financid issues in evaduding Asan companies for potentid

investments;

“Over three-quarters of respondents believe the qudity of governance is a least as
important, if not more, than financial issues”*

The McKinsey presentation continued by dating that investors are willing to pay
a “[ubstantid premium for wel governed companies’® and dso that “[w]ith U.S. as
base case, Asan companies can improve their value through corporate governance

enhancement.”%®

| understand that McKinsey is continuing its dudies in this area by carying on

such surveysin connection with European and Latin American companies.

In a June 1998 aticle in The Columbia Lav Review, Ira Millsein and Paul
MacAvoy wrote an essay entitled “The Active Board of Directors and Performance of the
Large Publicly Traded Corporation”.?” The introduction to the essay stated in part as

follows
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“Obsarvation and reasonable assumptions lead the authors to the working
hypothesis that a professond board — a board that is active and independent of
management — should be associated with higher returns to investors.  The authors
test their hypothess through an economic analyss of potentid returns to investors
defined as ‘economic profit — operating earnings in excess of the codts of capita
— and the authors judgment as to the presence or absence of a professona board
in a sample of 154 large publicly traded domestic corporations. The data analysis
from 1991-1995 demonstrates that there have been significant increases in
‘economic profit’ where a professional board was present. Although the results
do not prove causation, corporations with active and independent boards appear
to have performed much better in the 1990s than those with passive, non-
independent boards.”?® [emphasis added]

The conclusion to the essay was as follows:.

“In the 1990s, boards of directors have become active and more independent,
digning themsdves more cosdy with shareholder interets.  We bdieve they
have induced or caused management to increase resdud earnings, ultimately for
the benefit of shareholders. However, there has been intense debate as to the
extent to which active and independent boards have had such an effect on
corporate performance.  Attempts to vaidate empiricaly a relationship between
independent boards and superior corporate performance have produced mixed
results. We believe these results have followed from concentrating on data from
earlier periods, and on single indicators of board sructure which cannot vaidate
such a relationship.  Only active behavior of the board generates organizationa
behavior that improves earnings. A test for ‘active governance is required, and
our test — based on our observation, experience, and logicd assumptions —
indicates that such behavior generates improved corporate performance.

There is little doubt that an active board aligned with shareholder interests would
attempt to enhance vaue to shareholders. Because it is unredigtic to think that
sngular changes in board dructure aone, without accompanying new activist
behavior, would affect corporate peformance, we have identified holigtic
surrogates  for boards active in  incentivizing and monitoring  management
performance. Using responses to a CAPERS survey, we have identified those
corporations in which the surrogates for professond board behavior have been
present, based on our perception of these surrogates. We analyzed a large sample
of corporations with two metrics. fird, the grade assigned by CAPERS for
governance, and second, a ‘presence or ‘absence grade we assigned based on
our evaluation of key surrogates for professond board behavior.
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Both metrics have demondrated a ddidicdly sgnificant rdationship between an
active, independent board and superior corporate performance as measured by
earnings in excess of costs of capitd over the industry average. Corporations that
received an ‘A + CaPERS corporate governance grade and corporations that we
graded as having active governance ‘present’ both performed sgnificantly better
in generding earnings in the 1990s than did the other corporations in the sample
of large domestic corporations.

This research demonstrates a substantial and statistically significant correlation
between an active, independent board and superior corporate performance. We
believe that the superior performance is a result of activist corporate governance.

However, we recognize that such a demonstrated correlation between governance
and performance does not prove causation. Causation may be impossble to
edtablish, and we leave future study of causation to those who are concerned with
it, remarking only that proof of causation is absent in every piece of research we
have seen so far on this subject.

Even without proof of causation, the substantial and significant relationship
between activist board governance and corporate economic performance cannot
be dismissed. It might be inferred that managers willing to assume the risks
associated with a professona board are better able to generate higher returns to
shareholders.  On the other hand, why do s0? It seems to us less than likely that
good corporate governance is a luxury of firms that are performing extraordinarily
wdll.

Further study could determine the effects of such fctors as market concentration,
barriers to entry, and demand voldility on the level of excess earnings. Even o,
we expect that such dudies will confirm our findings of ggnificantly enhanced
eanings of corporations with activis boards. ~ We bdieve the corporate
governance revolution has had demondrable pogtive effects on earnings
generated by operations of the large domestic corporations.”?° [emphasis added]

| dso point out that in the corporate context, the Dey Report Stated, without

referring to empirica evidence, asfollows

“We recognize that the principa objective of the direction and management of a
busness is to enhance shareholder vadue, which includes baancing gain with risk
in order to ensure the financid viability of the busness. A system of corporate
governance is only as good as its contribution to the atanment of these
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objectives. We bdieve that effective corporate governance will, in the long-term,
improve corporate performance and benefit shareholders.”=°

Turning to the investment management area, an aticle by Keth Ambachtsheer,
Rondd Capdle and Tom Schelbehut entitted “Improving Penson Fund Performance”’
was published in the November/December 1998 Financid Anaysts Journd.3! The article
reported on a sudy which addresses both the measurement of and determinants of
penson fund peformance, with the primay god of the study being to “explore the
relationship between how pension funds perform and how they are organized”®*> The
Sudy described in the aticle involved 80 U.S. and Canadian penson funds with an
aggregate asset vaue of US$668 hillion.  The authors of the study developed a
questionnaire for senior penson fund executives to score 45 datements about their
organization. The datements were organized into three sections reflecting “the three
basc dimendons of organization desgn-governance (16 datements), planning and
management (12 statements), and operations (17 statements)”.®® Let me quote a few

excerpts from the article:

“In ghort, organization design qudity as identified by the CEO scores appears to
be a powerful additiond factor in fund performance. ...

Although the power of these findings is limited by the smalness of the samples,
they contain an important message: Penson fund CEOs apparently have a good
enough fed for the qudity of their organization desgn tha ther reative
perceptions corrdate pogdtively with reative organization peformance.  When
these perceptions are replaced by more scientificaly based, objective measures of
organization desgn qudity, the corrdation between design and peformance is
even sronger. This evidence is persuasive that the direction of causality is from
good organization design to good organization performance, not the other way
around. ...
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Recdl that the 80 CEO scores that rated organization design quality were based
on the average of how each CEO scored 45 statements about organization design.
When we correlated each of the 45 individual statement scores separately with the
organization's performance, only 11 of the 45 datements passed the datidtica
sgnificancetest. Thus, these 11 statements ... warrant acloser look. ...

Note aso ... that 9x of the statements are governance related, four are planning
and management related, and only one is operations related. ...

Good governance mattered most, with good management a close second.”3*
[emphasis added]

The aticle dso dated that 8 penson fund organizations came together in a
December 1997 symposum to discuss how the findings of the study might be used to

improve organization performance.  The conclusons they reached with respect to

governance are as follows:

“Srategies to improve the performance of the board of governing fiduciaries have
a high payoff. One drategy is to provide governing fiduciaries with high-qudity
education. Another is to have the board evaduate its own effectiveness, which will
help the board focus on ‘doing the right things rather than smply ‘doing things
right” (Right things indude deciding the fund's misson, sdecting the penson
fund CEO, dealy ddegaiing management authority, and monitoring outcomes
againg plans)”* [emphasis added]

The article concluded as follows:

“The governance and management of the world's penson assets must be in strong
hands. Only penson fund organizations with cdear missons, effective
governance, and good organization desgn can make globd penson fund
capitalism work 3¢
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The Asociation of Canadian Penson Management (“ACPM”) published a report
in January 2000 entitled “Dependence or Sdf-Rediance Which Way for Canada's
Retirement Income System?’®’  The primary god of this paper was stated as “raising
awareness of the challenges which lie ahead, and laying out what actions we could take to
make our retirement income system both farer and more sugtainable as it enters an

extended period of demographic turbulence”3® The paper stated that:

“Canadians have dready accumulated a collective retirement savings nest egg
goproaching $1 trillion. ...Clearly, it is criticd that we manage thee assets
wisdy. An important drategy to ensure this is the adoption of ‘best practice
fiduciary governance processes which fodter effective fund management in both
the pension and investment fund sectors.”3°

Let me quote certan excerpts from the report reaing to both penson fund

governance and investment fund governance:

“Because net investment returns have such a mgor impact on the adequacy and
cogt of future retirement income streams, how well or poorly investment funds are
managed matters a great ded. Recent research confirms that the two most critical
ingredients in the management of penson funds are fund sze, and the qudity of
their governance and management processes. On average, larger pension funds
with highly rated governance/management processes have had sgnificantly better
investment results (eg., 1% per anum higher risk adjusted net returns or better)
than smdler funds with poorly rated processes. Using the rule of thumb developed
above, this means large, well governed and managed pendon funds will ddiver
20% higher pensons for a given contribution rate than smdl, weskly governed
and managed pension funds.

In explaining these findings, the research noted that larger pension funds can take
advantage of dgnificant economies of scale to reduce unit operating costs. Also,
they have the ability to hire a qudified penson fund executive to whom the
fund’'s governing fiduciaries can deegate the cregtion and implementation of a
drategic plan for the penson fund. These deps lead to clarity about the
organization's misson and vison. They dso lead to clarity about organization
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design, the ddegation of respongbilities, and about how results are to be
measured. Smdler funds, on the other hand, tended to have sgnificantly higher
unit operating cods, and tended to have incomplete, part time governance and
management dructures. As a result, many of the organizationd characteritics
associaed with good governance and management tend to be missng. This in
turn produced, on average, relaively poor investment results.

In economic terms, we are deding with a phenomenon cdled ‘informationd
asymmetry’. Specificaly, the providers of financid services such as portfolio
management are specidids with a great ded of knowledge about financid
markets and how they work. In contrast, penson plan members and Sponsors
gengdly only have limited knowledge. This ‘asymmetry’ gives the sarvices
providers a materid potentid advantage in contracting with the buyers of ther
savices. It is only when the buyers are represented by a sophisticated pension
fund organization that the informationd playing fidd is leveed, or even tipped in
favor of the penson plan stakeholders. Only in these latter cases can stakeholders
reasonably expect to receive full ‘vauefor dollas. ...

We believe that the findings of the penson fund research study cited above are
directly rdevant in an investment fund context. Indeed, for obvious reasons, the
‘informational  asymmetry’ problem we cited aove is even more prevaent and
svere a the retall leve. As a reault, for example, where most penson funds incur
annual operating costs (expressed as % of assets) in the 0.1% to 0.5% range,
many invesment fund investors pay annud fees in excess of 2%. Canadian
investment fund investors currently do not benefit from boards of governing
fiduciaries legally charged with looking after their financia interests”4°

Accordingly, | suggest that athough much work gill has to be done to develop
more empirical evidence as to the relationship between better governance and better
performance, in the absence of such evidence we should rely on common sense and make
“empirical assumptions’ with respect to the rdationship between fund governance and

fund performance.
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2. Interaction of a Gover nance Regime and the Mutual Fund Conflict Rules

Canadian securities laws provide a complex set of rules which prohibit various
transactions within a mutuad fund complex unless exemptive relief is obtaned from the
CSA. The conflicts rules are described in detall in a saff paper of the OSC entitled
“Regulating Conflicts of Interest in the Management of Mutud Funds. The Current
Regime’.**  Other conflicts are referred to in my 1993 Conflicts Paper previoudy quoted
in Pat Il of this report under the heading “Higtory of the Mutua Fund Governance
Debate in Canada’,*? in a 1994 paper prepared by the Internationad Organization of
Securities Commissions (“10SCO”)*® referred to under the heading “3. 10SCO —
Conflicts of Interes” in Pat VI of this report, in my 1996 paper entitled “Fiduciary
Duties and Conflicts of Interest in the Canadian Mutud Fund Industry”,** in my 1997
paper entitted “Fduciary Duties and Conflicts of Interest in the Canadian Mutud Fund
Industry: An Update’®® and in a May 2000 report of the Technicad Committee of 10SCO

entitled “Conflicts of Interests of CIS Operators’ . *

The CSA Investment Funds Implementation Group (previoudy referred to in Part
Il of this report) ranked conflicts of interest as a medium priority, dependent on the
results of a fund governance project. The Implementation Group proposed that the CSA
should review the Stromberg Report recommendaions “with a view to determining
whether any dterndives to drict prohibition exist or whether any changes to the conflicts
regime applicable to mutua funds should be made’.*” The Implementation Group noted

that the conflicts of interest project is “contingent on the deveopment of [an]
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independent fund governance mechanism and therefore cannot be completed before fund

governance isworked out” 8

Depending upon the type of mutua fund governance regime that is established in
Canada, the exigence of a governance regime might lead to the loosening of the conflicts
rues rdaing to mutud funds with the CSA rdying on the governance mechanism to
monitor transactions that otherwise would be prohibited or would require exemptions
from exising securities lavs.  The interaction of conflicts of interest and the U.S. mutud
fund governance regime is described in the following extract from a December 1999

gpeech by the Director of the SEC's Divison of Investment Management:

“You probably would agree that the unique role played by a fund's independent
directors has enabled the Commisson to provide flexibility to the industry as it
confronts the redrictions imposed by the 1940 Act Higoricaly, the
Commisson's exemptive rules and ordes paticulaly those permitting
transactions between a fund and its affiliates, have relied to a Sgnificant degree
on the oversght provided by the fund's board, and especidly its independent
directors.

This will become incressngly the case in the new millennium. As the financid
sarvices industry undergoes consolidation on a globa scale, the Commission will
be cdled upon both to provide the flexibility needed to accommodate change, as
wel as to ensure investor protection. The Commisson will have to rely in no
smal pat on the funds independent directors. This underscores the importance
of the Commission’s fund governance initiative.”

In Part VII of this report under the heading “1. Recommendations Regarding
Egablishing an Independent Governing Body” | indicate that in theory the CSA could
condder providing certain types of reief from exiding regulatory condraints only to fund

organizations that adopt a specific form of governance regime. Such an opt in procedure
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would create an incentive for various mutud fund organizations to adopt a Specific type

of governance regime and will therefore cause the mutua fund organizations to weigh the

potential  benefits of the proposed rdief agang any potentid detriments relating to the

adoption of this specific form of governance regime. An opt in procedure of this nature

is discussed in a recent release by the SEC reating to the role of independent directors of

investment companies, to which | dso refer later in Part VI of this report.
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V. SURVEY OF M UTUAL FUND GOVERNANCE STRUCTURES

In this pat of the report, | will highlight key characteridtics of the mutud fund
governance regimes in the United States, the United Kingdom, Audrdia, Hong Kong and
Japan as well as the existing regime in Canada® The mutua fund governance structures
of these countries illugtrate that there are a variety of approaches to the issue of how to
try to ensure tha decisons made in a mutua fund complex are made in the best interests
of the securityholders.  The information contained in this section of my report relies

heavily on two sources to which | am indebted.

1. Organization of the Mutual Fund
@ L egal Structures

Throughout the world, the legd structures of mutud funds tend to take one of two
basc forms ether a corporate form or a contractuad form (including a trust form, which
is a vaiant of the contractua model). The mogt Sgnificant difference between these two
types of dructures is that in the corporate form the mutua fund is a separate lega entity
organized as a corporaion while in the contractud form the mutua fund is a relationship
(in the case of a trud, a relaionship among the trustee and the beneficiaries) and is not a
sepaate legd entity unless gpplicable legidaion mekes it one.  For example, in
subsection 1(1) of the Securities Act (Ontario) the definition of “person” includes a trust
and therefore under Ontario securities law a mutud fund trust is trested as a separate
legd entity. The corporate modd is used in the United States (where a U.S. mutua fund

can be either a corporation or a trust, but by virtue of the Investment Company Act of
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1940 (hereinafter the “1940 Act” or the “Investment Company Act of 1940”) and business
trust legidation in some of the Sates, the trust is treated as if it were a corporation), while
Canada, Hong Kong and the United Kingdom permit the use of both the corporate and
the contractua form (in which mutud funds teke the form of trusts). In Audrdia
invesment schemes, which are sometimes described as “managed funds’, are structured
primarily as public unit trugts, dthough there are dso trustee company common funds
and cash management truds.  In Jgpan, the exiding mutud fund legidation was recently
amended to alow corporate invesment funds in Jgpan in addition to the use of a trust

structure.

(b) L egidative and Regulatory Requirements

Within the parameters of the two dructures, countries have crested differing
legidative requirements for mutud fund governance. In fact, it is arguable that the
choice of a trust rather than a corporate entity (or vice versa) is not determinative with
respect to the protections afforded to the securityholders and that the level of protection
afforded to investors is determined indead by the legidaive requirements of a
jurisdiction.®  For example, in Canada both the trust and corporate model are available as
dructures for mutud funds, with the trust being the more prevaent modd. In practice,
goart from the provisons of the applicable corporate statutes (to which | refer in Part VII
under the heading “7. Recommendations Regarding Securityholder Protection”), there is
no subgantid difference between the investor protection afforded to securityholders

under the two different legd structures.
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In the United States, each mutual fund has a board of directors, eected by the
mutual fund’'s securityholders. Where a vacancy on the board aises between
securityholder meetings, a vacancy can be filled without a securityholder vote only if
immediatdly after filling the vacancy a leest two-thirds of the directors then holding
office were eected by the securityholders®  Securityholder meetings are generdly held
annudly. The mutud fund has an investment adviser that provides services to the fund

pursuant to the terms of a contract and has a custodian that holds the assets of the fund.

In the United Kingdom, there are two available sructures for mutud funds, unit
trusts and openended investment companies (“OEICS’). Unit trusts are unincorporated
bodies condtituted by a trust deed made between the manager and an independent trustee.
An OEIC is a corporate entity that must have an authorized corporate director (“*ACD”)
which is respongble for the management of the mutuad fund. Depostories act as the
cusodians of the assets of the OEICs and trustees perform the same function for unit
truss. OEICs in the United Kingdom qualify as undertakings for collective investment in
transferable securities (i.e, “UCITS’) under the 1985 UCITS Directive of the European
Union and, accordingly, can be marketed across the European Union.® As a result, the

governance model applicable to OEICs is accepted across the European Union.

In Hong Kong, there are two types of dructures avalable for mutua funds,
corporations and trusts. Each requires an investment manager that is responsible for the
mutua  fund’'s compliance with gpplicable laws.  The corporation will have an

independent cugtodian, and the trust will have an independent trustee, each of which has
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some regponghility for monitoring the investment manager’'s conduct and holds the

asts of the fund.

In Audrdia, mutud funds are typicdly dructured as trusts. Each trust must have
a responsble entity (a “Responsible Entity”) which is a public company® that acts as the
operator of the fund and is respongible for the interna controls relating to the operation of
the fund. The Responsible Entity has a loard of directors. An external custodian holds
the property of the fund, unless the Responsible Entity can demondrate that it is able to
hold such property in accordance with certain requirements (including the segregetion of
asts and certain capital requirements).  Each Audrdian mutud fund mugst have a
written condtitution that complies with the legidaion and a compliance plan that deds

with the matters prescribed by the legidation.

In Japan, mutual funds are dructured as ether securities invesment trusts or
Securities investment corporations.  In the case of mutud funds established within Japan
(s opposad to foreign funds), the following parties must be involved (in addition to the
investors): an invesment trus management company, a trus bank and a digtributor.
Each of the parties needs certain gpprovals to be obtained from the Japanese government.
For example, a license must be obtaned for conducting a discretionary investment
management busness (a “DIM”). In addition, an invesment adviser must be registered

under The Investment Advisors Law of Japan.’

As | noted above, Japan recently amended its Securities Investment Trust Law to,

among other things, alow corporate-type invetment funds in Jgpan. According to a
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recent article® corporate funds were introduced in Japan to promote the interests of
securityholders of the fund through enhanced corporate governance. The author notes,
however, that Japanese investors do not seem to be interested in or familiar with theories
of corporate governance, and concludes that this type of fund may not become popular in

Japan in the near future.

2. Oversight Responsibility

Each governance regime must in some manner dlocate responghility for
overseeing the management of the mutua fund in order D try to ensure that the interests
of securityholders guide the management of the fund. The regimes differ with respect to
the extent to which rdiance is placed on persons within the mutud fund complex to
adminiger a sysem of internal controls, as opposed to the alocation of this oversght
repongbility to outsde regulators (either in government or in a sdf-regulatory
organizetion). For example, in some jurisdictions regulatory gpprovas are required for
the appointment of certain key parties to e mutua fund complex and the regulaior plays
a role in sanctioning certain core components of the arrangements between the parties,
wheress in other countries these matters are Ieft elther to the discretion of an independent

board or to the discretion of the manager.

In the United States, the oversght respongbility for the mutua fund is placed
squarely on the shoulders of the fund directors, who are involved in most aspects of the
fund. In contrad, in Jgpan the overdght responshility for mutud funds rests manly with

the Financid Supervisory Agency (the “FSA”) which was edablished in 1998 and is the
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Japanee authority in charge of the supervison of mutua funds. In countries such as
Australia, Canada, Hong Kong and the United Kingdom, the oversight roles of persons in
the mutud fund complex (i.e. the trustees, depostories and directors, as agpplicable) are

more limited than in the United States, but more active than in Japan.

For example, in Audraia the Responsible Entity oversees the operaion of the
mutud fund, but the legidatiion dso provides for dgnificant powers to reside in the
Audrdian Securities and Investment Commisson (“ASIC’). Every mutud fund must be
registered with the ASIC and each Respongble Entity must hold a deder’s license, which
license to be granted (or refused) by the ASIC on the basis of such factors as the
educationd requirements of the responsble officers of the gpplicant and minimum capita
requirements. The legidation provides that the Respongble Entity must report to the
ASIC any breach of the law that relates to the scheme where the breach of law is likely to
have a materid adverse effect on the interests of securityholders. In addition, the
Responsble Entity must notify the ASIC if a breach of the terms or conditions of its
license has occurred.  The ASIC dso has the power to check, from time to time, whether
the Regpongble Entity is complying with the fund's conditution and the rdevant

legidlation.

In Canada, the system in existence today condsts of a manager of the mutud fund
which has the day to day respongbility for the fund, whether that fund is sructured as a
trust or a corporation. In a mutua fund corporation, the board of directors of the fund
oversees its operation, whereas in amutua fund trust the trustee (which often is, or is an

affiliate of, the manager) has responshilities under contract, common law and possbly
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datute to the securityholders®  The provincid securities administrators dso  are
reponsible for overseeing the mutud fund. A mutud fund must be approved by the
securities regulators prior to recelving permisson to be sold to the public. Its initid
goprova entails a comprehensive andysis by the regulators. In order to be gpproved, the
mutud fund mugt submit a amplified progpectus and an annud information form and
materid contracts, including condating documents, as wel as other satutory documents.
After a review and comment period, the fund will make revisons and, if the changes are
approved, the regulators will issue a receipt for the prospectus. The securities regulators
use the prospectus renewa process to ensure that those mutual funds selected for review
are fulfilling their obligations Mutud funds file financa datements with the gpplicable
securities adminidrators. In some ingtances, regulators may compare the investment
objectives of a mutud fund with the fund's financid Statements to see if the invesments
made by the fund during the pagt financid periods conform to the investment objectives.
Regulators dso may use the mutud fund's financid datements and statement of portfolio
investments to verify that the fund has complied with the Satutory invesment limits. In
addition, in a role smilar to tha played by many regulators in other jurisdictions, the
provincia securities administraiors dso regulate both mutud fund trusts and corporations
with respect to the licenang of investment advisers and mutuad fund deders both initidly

and on an annual bass theresfter.

3. Conflicts of Interest

Because the interets of fund management and the interests of fund

securityholders are not dways digned, regulators have st up mechanisms to try to
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condran a fund manager from putting its own interets or the interests of its afiliaes
ahead of those of the fund securityholders.  This god has been accomplished through
svead differing types of legidaive requirements. Fird, legidaion can disdlow certan
specified types of relaied party transactions. Second, legidation can mandate that there
be an independent review of the actions of management in order to provide a check on
behdf of securityholders. Third, legidation may provide that certain parties are subject to
fiduciary duties of honesty, care and loydty in exercising powers and carrying out duties
in favour of securityholders. Governance regimes of different jurisdictions use some or
dl of these techniques in an atempt to minimize the potentid for conflicts of interest

between those managing the fund and those investing iniit.

In Japan, matters such as sdf-deding and conflicts of interest are regulated. The
legidaion itsdf disdlows DIMs from sdf-deding by prohibiting specified transactions,
including transactions with affiliated parties on a nonam’s length bass and acquiring
securities which were underwritten by affiliated parties and left unsold.  Prior to the
recent changes in legidation, the Jgpanese Minister of Finance had to approve the
contents of each trust deed and any changes made to it. Now, under the Law Concerning
Securities Investment Trusts and Securities Investment Corporations, the creation of and
amendments to the trust arrangement may be made without gpprova, but are subject to a

prior notification to the Commissioner of the FSA. ©

In Japan, no independent party scrutinizes the fairness of the remuneration of the
management committee or the expenses charged to the trus. However, one of the

requirements for obtaining a license for conducting a DIM in Jgpan is that the DIM must
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have a certan degree of independence from related companies (i.e. those companies
which have a gake in the DIM). One aspect of this “independence’ is that the number of
“non-permanent directors’ of the DIM who are a the same time engaged in the daly
busness of the main related company to the DIM must not exceed 50% of the totd
number of directors of the DIM. In addition, the main reated company must not grant
economic assigtance (such as a sdary supplement or rentd fee assgtance) to the DIM,
nor can the business office of the DIM be located insde a business dedicated solely for

the head office of the main related company.**

In contrag, in the United States there is a requirement that a minimum number of
independent directors serve on the board of the investment company (at least 40% and up
to 75% where a change of control has occurred) who are expected to act as a check on the
actions of the paties in the mutud fund complex. Directors are consdered to be
independent if they do not fal into the dHfinition of “interested persons’*? under the 1940
Act. The board of directors of the mutua fund is responsible for supervisng certain
agpects of the management of the fund and in certain Stuations it is mandated that the
mgority of the independent directors approve particular actions, including the approva
of the contract of the investment adviser. In addition to the requirement of independent
directors, the 1940 Act prohibits certain related party transactions between the investment
company and its affiliatess  These redrictions generdly require SEC gpprovad for
affiliates to buy from or sl to a fund as principd, to borrow from a fund or to engage in
joint transactions in which a fund participates. Under date law, both the adviser and the

members of the board of directors are fiduciaries with respect to the fund. In addition,
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directors are subject to action by the SEC for breaches of duty involving persond

misconduct.*®

In the United Kingdom'’s unit trust modd, the manager of the trust and the trustee
are required to be independent of each other. In the corporate OEIC modd, it is the
depository (which performs the equivdent role to that of a trustee of a unit trust) that
mugt be independent of the ACD (which perfforms a smilar function to thet of the
manager of a unit trus). Regulatiions of the Securities and Investment Board prohibit
dedlings with &ffiliates of the parties to the unit trust or OEIC, unless those dedings are at
leest as favourable to the unit trus or OEIC as would any comparable arrangement
effected on norma commercid terms between two independent parties. Managers of unit
truss and the ACD of an OEIC have obligations derived from the generad law, the
insrument of incorporaion (in the case of an OEIC), the prospectus, the Financid
Services Regulations and the rules of the sdf-regulatory organizations. In addition, both
the management company and the trustee of the unit trust are conddered fiduciaries.

Trustees and depositories are required to act soldly in the interests of securityholders™

In Audrdia, if the Responsble Entity does not have a mgority of externd
directors, a compliance committee (comprised of a mgority of externa individuas) of
the mutua fund must be established to monitor the required compliance plan. Thus, the
Audrdian sysem demands some type of independent review of compliance of the
mutud funds, whether that review tekes place in the form of a mgority of externd
directors of the Responsible Entity or by way of a compliance committee of the mutua

fund. The Responsble Entity adso is subject to a duty of honesty in addition to a
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gatutory duty of care and diligence and is required to act in the best interests of members.
The Audrdian legidaion specificaly provides that in the event that there is a conflict
between the interests of the mutud fund's securityholders and those of the Responsible
Entity, the Responsble Entity must give priority to the interests of the securityholders of
the mutual fund. There dso are provisons in the Audrdian legidaion which regulate
related paty transactions. A Responsble Entity is prohibited from conferring a financid
benefit to itsdf or to a relaed party out of the property of the fund or that could diminish
or endanger the scheme property, unless the legidation specificaly permits the benefit to
be given. Among the dautory exceptions to the prohibition is where such benefit is

provided on arm’s length terms.

In Hong Kong, there is a requirement tha the trustee/custodian (as applicable)
and the management company be independent of one another. Any transactions between
the mutud fund and the management company may be made only with the prior consent
of the trustee/custodian (as applicable), and in addition to saisfying other conditions,

must be carried out on arm’s length terms.

Some jurisdictions have adopted codes of conduct to regulate the behaviour of
managers of funds. In Audrdia, the ASIC has the dtatutory power to approve industry
codes of conduct, but they have not yet been approved. However, as noted above, as an
internd matter a mutud fund mugt have a compliance plan which sets out the framework
for the operation of the scheme by the Responsible Entity.”® In Hong Kong there is a
“Fund Manager Code of Conduct” as wdl as a “Code on Unit Trust and Mutua Funds’

which governs requirements and obligations of mutua funds. Other jurisdictions regulate



- 1038 -

conduct through legidation. In addition, many funds have ther own internd codes of

conduct.

In Canada, there is a datutory sandard of care for management of a mutua fund,
an example of which is set out in subsection 116(1) of the Securities Act (Ontario), and
common law fiduciary obligetions. If we cary on with our current regime, we implicitly
will be fdlowing the “if it an't broke, don't fix it” theory, as set out in my 1993

Conflicts paper:

“Accordingly, if one subscribes to the ‘if it an't broke, don't fix it' theory, one
could advocate continuing to rey upon the exising rules and exising remedies
for breach of the rules. Under this scenario one would continue to rely on the
fiduciary obligaions of the trustees managers, invesment advisers, on the
redrictions st out in the Securities Act (Ontario) and other securities legidation
across the country and in Nationd Policy No. 39, on the disclosure required in
progpectuses and annud information forms by Nationd Policy No. 36, Nationa
Policy No. 39 and securities legidation and on the remedies available upon abuse,
namdy the power of the regulatory authorities such as the Ontario Securities
Commission to investigate aleged problems and to issue orders (such as cease
trading orders), to levy fines or not to issue receipts for prospectuses thereby not
permitting renewas of fund prospectuses, and the power of securityholders to
commence litigation if they cannot otherwise obtain an adequate remedy.”*°

What | would add to the foregoing quote is the fact that the existing Canadian
regime dso has provincid regulations that prohibit certain specified transactions with
affiliated or related parties of the fund manager. In addition, we now have class action
proceedings in Ontario and severa other provinces in Canada and contingency fees are
permitted in those class actions, bringing us somewha closer to the U.S. litigation modd.
The advent of class actions is another arrow in the quiver to be consdered in the context

of existing Canadian mutua fund governance!’
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4, Investors' Rights

Investors in openrended mutuad funds have the opportunity to liquidate ther
investments in order to express ther disgpoprova of fund management's decisons
regarding any aspect of the fund. As | mentioned earlier, the right to “vote with one's
feet” does not necessarily provide a great ded of investor protection, as there often are
bariers to exiing a mutud fund, incduding taxation and other exit fees. Cetan
jurisdictions, however, provide investors with substantid powers in addition to the right

to walk away from ther investment.

In Canada, for example, securityholders are entitted to vote on certain
fundamentd changes to ther mutuad funds incduding a change in the bass of the
cdculaion of fees or expenses which could result in an increese in the management
expense ratio, a change in manager and a change in the fundamentd invesment objective
of the mutud fund. If the mutud fund is structured as a corporation, sSecurityholders
holding voting shares dso are entitled to vote a annua meetings to, anong other things,

elect directors and appoint an auditor.

In Audrdia, investors in mutua funds have the right to do the following, among
other things remove and replace the Respongble Entity; veto changes to the conditution
of the fund (except where those changes will not, in the reasonable opinion of the
Responsble Entity, adversdy affect the rights of the securityholders); veto certain

financid benefits to the Responsible Entity; and direct the Respongble Entity to wind up
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the fund. Investors in Japanese securities investment trusts, on the other hand, have none

of these rights accorded to Audtralian mutud fund investors.

In the United States, in addition to the right to eect directors of the investment
company in certain circumstances (as noted above, vacancies on the board of directors
between securityholder medtings may be filled without securityholder agpprovd  if
immediatdy dfter filling any such vacancy a leest two-thirds of the directors then
holding office have been dected to such office by the securityholders), a mgority of
securityholders mugt gpprove any fundamenta change in the mutud fund's investment
policies and securityholders must gpprove any materid changes in the contract with the
invesment advisr or in any didribution plan. In the United Kingdom, approva of 75%
of the votes a a securityholders meeting aso is required for any proposed sgnificant
change to the investment policy of a fund (whether it is a trust or an OEIC). In both the
United Kingdom and in Hong Kong, securityholders are entitted to remove management
through a vote, with a 75% mgority required in the United Kingdom and a 50% mgority

required in Hong Kong.

5. An Innovative M odel

| dready noted in the introduction to this chapter that the level of investor
protection provided by a particular governance regime is not necessarily tied to its legd
dructure but rather that the level of such protection is more closdly tied to the substance

of the legidation of the jurisdiction. Even within a given jurisdiction’'s regulaory
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sructure, however, there can be qportunity for innovation. The structure adopted by the

Vanguard Group in the United States is an example of such innovation.

The Vanguard Group is one of the largest mutua fund organizations in the United
States (over U.S. $539 hillion in assats in some 100 investment portfolios as of December
31, 1999) with a unique corporate structure*® According to Vanguard's internet website,
the manager of the Vanguard Group is the only U.S. mutud fund organization to be
owned by its member funds (the “Vanguard Funds’). Contrary to the traditional fund
dructure in which the externd management company is typicdly owned by a smdl group
if the manager is a private company or by investors who purchase the management
company’s publicly-traded shares if the manager is a public company, the Vanguard
Funds are separate mutua funds that together own the manager of the Vanguard Group.
Thus, the securityholders of the Vanguard Funds indirectly own the mutua fund manager
through their ownership of securities of the Vanguard Funds. This structure is perhaps
the purex modd of digning the interests of the mutua fund securityholders with the

interests of the mutua fund manager.

The following extracts are taken from the Vanguard Group's publication entitled

“The Vanguard Advantage 1999 :1°

“Our Structure and Mission

...A key factor in our success is our unique corporate structure. Vanguard is the
only mutual mutua fund complex — we are owned by the funds themselves and
exig only to sarve thar shareholders. The typicd mutud fund is a ‘captive,
controlled by the externd management company that charges fees for overseeing
the fund and seeks to earn substantid profits for its efforts. By contragt, the
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Vanguard funds are independent investment companies that jointly own The
Vanguard Group, the management company that provides services to the funds on
an at-cost bads. This Sructure dictates that the profits we generate be returned to
fund shareholders in the form of lower operating expenses.

Vanguard Values

...Ever mindful of the trust placed in us by our clients, we put our fiduciary duty
to them fird and foremodt, ahead of marketing or other consderations. This
‘dient-firs’” philosophy dlows us to focus on getting better, not bigger. ...

A Focused Company

Saving these clients is the reason for our unique corporate sructure, which is
desgned to diminate the conflict that exigs in other fund complexes between
clients and management firms. ...”

The Charman of The Vanguad Group dated as follows in The Vanguad

Advantage 1999:

“Chairman’s Message — Vanguard's Value Added

Vanguard's misson dtatement declares that we drive to provide the highest-
quaity services ‘a the lowest reasonable cost.” This is no mere dogan. | can
report that our operating costs continue to be the lowest for any mutud fund
family. ...According to the latest data avalable from Lipper, our fund-operating
costs averaged 0.28% of average net assets ($2.80 per $1000 in assets) during
1998, compared with the industry average expense ratio of 1.25% ($12.50 per
$1000 in assats). This huge expense advantage is due in part to our unique ‘at
cost’ operating structure. Our low costs are the most consistent contributor to our
solid long-term performance record. And while costs are by no means the only
factor one should consder when making an invesment, they do matter — and
matter a grest deal — because a mutud fund's operating and transaction codts
diminish the return that shareholders earn.

If Vanguard had charged the industry average expense ratio of 1.25% during
1998, our shareholders would have paid about $3.7 billion more in fund-operating
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costs (the 0.97% difference in expense ratios multiplied by our average assets of
$377 billion). ...”

There is one gndl mutud fund group in Canada, Tradex Management Inc.
(“Tradex”), which has datempted to creste a mutua fund dructure smilar to the
Vanguard Group modd. According to Tradex, snce 1960 the board of directors of the
manager of Tradex Equity Fund Limited has had a mgority of independent directors.
Currently, nine of ten directors of the manager are independent. As well, each of the four
Tradex funds managed dso has been overseen by a fund committee since 1991. Each
fund committee is made up of two independent directors and two other fund investors.
The mandate of the manager is to operate “a cost”, with any excess revenue to be shared
annualy by the funds, proportionate to assets. At the present time, according to Tradex,
the management expense ratio of the Tradex funds is among the lowest in Canada, but the

manager has yet to experience excess revenue to pass onto the funds.

6. Conclusion

As the foregoing outline of various dructures shows, and as the recently
published 10SCO survey of governance structures in various countries aso illustrates®
there are various modds of governance utilized by mutua funds in the world today.  As
the next chapter points out, some of these jurisdictions recently have enacted legidation
to reform their governance regimes while others are congdering reforms now. There is
no consensus that one form of governance regime is overwhemingly better than other

modeds.



- 109 -

10

11

12

13

14

15

The information contained in this chapter is largely based on secondary sources and has not been
verified by legal counsel in such jurisdictions.

P.S. Stevens, “Mutual Fund Governance Structures — A Comparative Analysis’, (Investment
Company Institute, 11th Annua International Investment Funds Conference, October 1997)
[hereinafter Mutual Fund Governance Structures] and |OSCO Working Party No. 5 on Investment
Management, Summary of Responses to the Questionnaire on Principles and Best Practice Sandards
on Infrastructure for Decision Making for CISOperators (February 2000).

Mutual Fund Gover nance Structures, supra note 2 at 2.
Section 16(a) of the U.S. Investment Company Act of 1940 [hereinafter 1940 Act].

According to Francois Delooz, Head of the Asset Management Department, Commission des
Operations de Bourse, France, less than 10% of mutual funds in Europe comply with the 1985 UCITS
Directive of the European Union and thus only these few qualifying funds have the benefit of the
“European passport” which permit securities of the funds to be offered throughout the European
Union (oral comments of Mr. Delooz at the “Meet the Regulators’ session on May 1, 2000 of the IBA
11th Annual Conference “ Globalization of Mutual Funds’, Bermuda, 30 April — 3 May 2000).

The definition of “public company” in Australiais not the same as the definition under Canadian law.
For example, an Australian public company does not have to be listed on a stock exchange nor does it
have to be widely held. It does, however, mean that the company is subject to particular disclosure
requirements under Australian law.

Y. Kimura, “Japanese Investment Fund Regulations Updated” (IBA 10th Annual Conference
“Globalization of Mutual Funds’, Bermuda, 2-5 May 1999) at 22.

Ibid. at 17.

For example, the trustee will have dligations arising from the trust agreement as well as from
common law fiduciary principles. In addition, section 116 of the Securities Act (Ontario) provides
that “every person or company responsible for the management of a mutual fund shall exercise the
powers and discharge their duties of its office honestly, in good faith and in the best interests of the
mutual fund, and in connection therewith shall exercise the degree of care, diligence and skill that a
reasonably prudent person would exercise in the circumstances’. An unanswered question is whether
section 116 is meant to regulate the trustee of a mutual fund in those cases where it is not the manager
of the mutual fund.

Kimura, supra note 7 at 12.
Ibid. at 28.

The 1940 Act designates certain categories of persons to be interested in section 2(a)(19), including
affiliates of the company and any interested person of any investment adviser of or principal

underwriter for such company. Even if a person does not fall within one of the specific categories of
interested persons, the SEC has the residual authority to issue an order that such a person isinterested
if it finds the person has a “material business or professional relationship with certain specified
persons and entities”.

Section 35 of the 1940 Act.

According to Phillip Thorpe, the Managing Director and Head of Authorization, Enforcement and
Consumer Relations, Financial Services Authority, England, there are only eight or nine entities in
England which act as independent trustees of unit trusts or independent depositories of OEICs (oral
comments of Mr. Thorpe at the “Meet the Regulators’ session on May 1, 2000 of the IBA 11th
Annual Conference “Globalization of Mutual Funds’, Bermuda, 30 April — 3 May 2000).

Attached as Schedule A to Part VII of this report is an Australian Securities and Investments
Commission policy statement relating to mutual fund compliance plans.
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20

National Policy 39 and National Policy 36 have been reformulated as National Instruments 81-101
and 81-102 respectively, effective February 1, 2000.

The possible application of class actions to the Canadian mutual fund industry is discussed in Part VI
of my 1996 paper entitled “Fiduciary Duties and Conflicts of Interest in the Canadian Mutual Fund
Industry” inFiduciary Obligations: Implications for Financial Institutions and Funds(Presentationto
the Osgoode Hall Law School of York University Professional Development Programme, 2 October

1996).
Thisinformation is available on the VVanguard website at www.vanguard.com as of January 20, 2000.
Thisreport is available on the Vanguard website at www.vanguard.com/catal og/lit/br_advantage.html.

A new report of the Technical Committee of IOSCO has been published entitted SImmary of
Responses to the Questionnaire on Principles and Best Practice Standards on Infrastructure for
Decision Making for CIS Operators (May 2000). The document is available in full on the IOSCO

website at www.iosco.org.
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VI. M UTUAL FUND GOVERNANCE REFORMSIN OTHER JURISDICTIONS

In Part V of this report entitled “Survey of Mutua Fund Governance Structures’ |
described mutud fund governance regimes in existence in severd jurisdictions.  Reforms
relating to governance regimes have recently been implemented, or are currently being
recommended, in various jurisdictions. Some of the most relevant reforms, namey those
that have taken place in Audrdia and those teking place in the United States, are
discussed below. As well, a brief summary of the past and on-going work of IOSCO on

thistopic dso is summarized below.

1. Australia

Of those jurisdictions surveyed for the purposes of this report, the newest
governance regime in existence today is the one established in Augtrdia in 1998 This
sydem was implemented following a comprehensve review by the Law Reform
Commisson of Audrdia (*ALRC’) which was published in 1993 as Report No. 65 of
The Companies and Securities Advisory Committee, entitted “Collective Investments:

Other People’s Money” (the “ALRC Report”).2

The following overview of the new Audrdian legidation and of the background
which points out some of the “to-ing and fro-ing” behind it was prepared by Pameda

Hanrahan, Senior Lecturer, Faculty of Law, Universty of Mebourne in her book

1”3

“Managed Investments Law”~ and is reprinted with permisson of the author.
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“The creation and operation of managed investment schemes are regulated under
relevant provisons of the Corporations Law (including Chapter 5C)...Chapter 5C
commenced on 1 July 1998 and ... represents a subgtantia departure from the
previous regulatory approach and does not have any direct pardld in any mgor
commercid jurisdiction. [The Corporations Law] defines managed investment as
schemes to which participants contribute money or money’s worth that is pooled,
or used in a common enterprise, to produce financid or proprigtary bendfits, in
which the investors do not have day to day control over the operation of the
scheme. Generdly spesking, such schemes are regulated if they have (or a group
of associated schemes has) at least 20 members or are promoted by a person in the
busness of promoting managed investment schemes. However, [Chapter 5C]
does not apply to schemes that are themsdves bodies corporate, to
superannuation, banking or life insurance products (at least directly) where dl
issues of interests in the scheme were excluded issues within the meaning of
Section 66. ...

The Regulatory Structure

...Chapter 5C requires that managed investment schemes to which it applies be
regigered with ASIC [Audrdian Securities and  Invesments Commission].
Regisered schemes must be operated by a single ‘responsble entity’ that is a
public company holding a deders licence and (at least where it holds scheme
property) that acts as trustee for scheme members. The responsble entity is
accountable to members for the conduct of the scheme and may be liable to
members for the acts and omissons of any agentsit appoints.

Schemes must be condtituted under a conditution that complies with the
requirements of Chapter 5C. The responsible entity must have a ‘compliance
plan’ in accordance with which the scheme is operated, and its compliance with
that plan must be audited annudly and, unless the respongble entity has a board
with a mgority of independent members, that plan must be monitored by a
‘compliance  committeg.  Responsible entities, therr officers, employees and
compliance committee members are subject to Satutory duties in relation to the
conduct of the scheme and investors and ASIC (the lead regulator of management
investment schemes) have subgtantia statutory enforcemert rights.

History

Chapter 5C was introduced into the Corporations Law on 1 July 1998 by the
Managed Investments Act 1998. It replaced the former Divisons 5 and 5A of Part
7.12, which had regulated the offer and issue of ‘prescribed interests. Divison 5
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of Pat 7.12 was based in dgnificant part on predecessor legidation derived from
Divison 5 of Pt. IV of the Uniform Company Acts of 1961, and required that each
prescribed interest scheme be condtituted under an ‘approved deed’” containing
prescribed covenants (induding a buy-back obligation), be managed by a
manager that was a public company holding a deders licence, and supervised by
an independent trustee or representative agpproved for that purpose by the
predecessor bodiesto ASIC.

Following the high profile collapses of some widely hed unlisted property trusts
in 1990, the Attorney Generd requested the Audrdian Law Reform Commisson
(ALRC) and Companies and Securities Advisory Committee (‘CASAC') to
underteke a review of the legidation regulating prescribed interest schemes. The
review process began with the release in September 1991 of ALRC/CASAC
Issues Paper 10, deding with dl publicly offered invesment products, including
Uperannuaion. However, dmogt immediately, superannuation was separated out
of theinquiry. ...

ALRC/CASAC Discussion Paper 59, deding with collective invesments
regulated under the prescribed interest provisons of the Corporations Law, was
rdeased in 1992 and the find report, Report No 65, entitled Collective
Investments. Other People's Money, accompanied by draft legidation, was
rdeased in 1993. ALRC/CASAC concluded that the dud entity dsructure
mandated by datute [i.e, a manager and an independent trusteg] resulted in a
diglacement of responghility and was an inefficient dructure to promote
compliance. Their key recommendations for reform included:

that the requirement to have a separate manager and trustee be abolished
and replaced with a single, clearly identified entity responsble to investors
and to public authorities for running the scheme

that the responsble entity ‘have a clear set of obligations, prescribed by
law, that it owes directly to the investors in the scheme. These would
include the obligation to act honedtly in dl matters concerning the scheme
and to prefer the interests of the investors to its own interests in dl matters
concerning the scheme’ (Report No 65, Summary, para 11)

that the responsible entity have a mgority independent board, owing clear
obligations to investors

that good compliance practices be ensured, through making a compliance
plan a condition of alicence and a defence to ligbility for breach of duty
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that the regulator be given enhanced surveillance powers, and that auditors
be required to report on breaches of the Corporations Law, the scheme
condtitution or the compliance plan

that the requirement for an gpproved deed containing prescribed covenants
be replaced with the reguirement to have an enforcesble conditution the
provisons of which are not inconsstent with the statute

that disclosure requirements be expanded
that scheme operators be subject to minimum capita requirements
that mandatory buy-back be abolished

that investors access to remedies, paticularly for oppresson, be
expanded, and

that investors have the right to replace the operator of the scheme, to wind
up the scheme, and to amend its condtitution.

Following receipt of Report No 65, the Attorney-Generd’s Department released a
Draft Bill and Commentary in December 1995. The 1995 Bill adopted the
Report’'s recommendation for a sngle respongble entity but in a number of
respects departed substantidly from the gpproach taken by ALRC/CASAC. In
particular, the requirement for a mgority independent board was removed, aong
with the proposed oppresson remedy and members datutory rights to take action
agang directors of the responsble entity and others involved in a contravention
of the Law. The compliance plan was made a source of legd obligations, rather
than a condition of obtaining a licence or a defence to liability. The concept of a
compliance committee and of separate auditors of the compliance plan were
introduced. The capitd adequacy requirements were removed, and the
requirement for an externa custodian introduced.

The 1995 Bill was due to be introduced into Federd Parliament early in 1996,
however a Federd dection was cdled for March 1996 and the legidation went
into abeyance. Following the resulting change in Government a number of policy
issues addressed in the 1995 BiIll, including the proposd to abolish the
requirement for a separate trustee, were re-opened. The ongoing debate delayed
parliamentary condderetion of the Bill. However in April 1997 the find report of
the Fnancid Sysem Inquiry recommended that the dtructure of collective
invetments be brought into line with that for superannuation funds, by
introducing a requirement for a dngle respongble entity (Financid Sysem
Inquiry Fina Report Recommendation 89).
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In August 1997 the Treasurer announced mgor reform to the prescribed interest
providons of the Corporations Law, and legidation in subgtantidly the same form
as the 1995 Bill, but without the requirement for a segparate custodian, was
introduced into the Parliament in December 1997 and passed by the lower house
on 4 March 1998. The Bill was then refered to the Joint Committee on
Corporations and Securities, which late in March 1998 recommended that the Bill
be passed in its current form. It was passed by the Senate with some amendments
on 23 June 1998, and the amendments (including reingtatement of the capitd
adequacy requirements for responsible entities) adopted by the House of
Representatives on 26 June 1998.

Overview

The key dements of the regulatory scheme edtablished by Chepter 5C are as
follows

Regidration: Schemes tha fdl within the definition of managed
invetment scheme and tha have issued interests in  circumstances
requiring a prospectus must be registered with ASIC in accordance with
Part 5C.1 of the Law, unless the scheme (or a group of related schemes)
has less than 20 members and is not promoted by a professona promoter.
To obtain regidration:

0 Respongble Entity: The scheme must have a responshble entity
that is a public company and that holds a deders licence
authorizing it to operate the scheme. Where it holds scheme
property, and posshly in al cases, the regponshble entity is a
trustee for members.

O Condtitution:  The scheme must have a legdly binding congtitution
that dedl's with the matters prescribed by the legidation.

0 Compliance plan: The scheme must have a compliance plan that
dedls with the maiters prescribed by the legidation.

Operating an unregidered scheme (where regidration is required) is a
contravention... and a contract to acquire interests in such a scheme is voidable at
the option of the acquirer...

The remaning provisons of Chgpter 5C go on to regulate the operaion of
registered schemes. The key requirements include:
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Statutory dutiess The respongble entity, its officers and any compliance
committee members are subject to Statutory duties of honesty, care and
loydty in the conduct of the scheme. In addition the responsble entity
and its officers are subject to express datutory obligations governing the
operation of the scheme. Employees of the respongble entity are subject
to Satutory duties of loyalty.

Members voting rights Members have the right to remove and replace
the respongble entity, veto changes to the conditution (other than changes
that the responsble entity reasonably considers will not adversdy affect
members  rights), veto certain financia benefits to the respongble entity
or its reated parties out of scheme propety, and direct the responsible
entity to wind up the scheme.

Compliance  monitoring: An auditor must be gppointed to audit
compliance with the compliance plan annudly. Unless the respongble
entity has a mgority independent board, a compliance committee must be
etablished to monitor compliance with the compliance plan.

ASIC has the power to modify or grant exemptions from compliance with Chapter
5C and has exercised this power extensively.

Responsible entities are subject to other datutory obligations in the conduct of
registered schemes that are not contained in Chepter 5C. These include
obligations.

attaching to its securities deders licence

relating to members mestings

to maintain aregiser of members

to gppoint an auditor for the scheme, and have the scheme accounts
audited

relating to finanaa records and reporting

relating to annud returns

under securities regulation and continuous disclosure law
to alow members access to scheme books

on the respongble entities of listed schemes, to comply with the ASX
Liging Rules

on the directors of responshle entities of listed schemes, to disclose to
ASX their interest in the scheme?’?
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Thus, we see tha Audrdia has made a comprehensve review of the manner in
which mutud funds are managed and has followed up that review by recently

implementing anew st of rules relating to fund governance,

2. United States

The most detaled mutud fund governance sysem in exigence among the
surveyed jurisdictions, and not surprisngly the one tha the Canadian mutud fund
industry hears most about, is the one found in the United States for investment companies
(which is the 1940 Act term for mutud funds). It is interesting that this regime, which
has as its core a requirement for each investment company to have a board of directors
comprised of a least 40% independent directors, has been in place snce 1940 yet
recommendations have been made in the past and continue to be made currently to
implement additiona procedures in order to meke the U.S. regime an even dronger
sysem from the governance perspective. For example, numerous recommendations were
made by the Divison of Invesment Management of the SEC in May 1992 in its
comprehendve report entitted “Protecting Investorss A Haf Century of Investment
Company Regulation”.®> In February 1999, SEC Chairman Levitt announced at a two day
roundtable at the SEC devoted to mutuad fund governance (the “Roundtable’) that he
would ask the SEC to make “improved investment company governance one of its top
priorities’.® At the end of the Roundtable, Chairman Levitt requested that the Director of
the Divison of Invesment Management provide the Charman with recommendations
rdating to fund governance within 30 days’ These recommendations were to be the

beginning of an ongoing process that the SEC would use to try to improve fund
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governance in the United States.  Within 30 days of that conference, Chairman Arthur
Levitt proposed four reforms to the U.S. dructure that, according to the SEC, would
“enable independent fund directors to better protect and serve fund shareholders’. 8 The

four proposas as set out in the SEC press release were:

“1. Require fund boards to have amgority of independent directors,
2. Require independent directors to nominate new independent directors;

3. Require tha outdde counsd for directors be independent from
management to ensure that directors get objective and accurae
information; and

4, Require that fund shareholders have more specific information on which
to judge the independence of their fund directors.” °

In its press release announcing these proposas, Chairman Levitt was quoted as

follows

“These four draightforward proposds form the cornerstone of a mgor
Commisson effort to improve mutud fund govenance  While these initid
measures would be the most dgnificant changes in a generdion, this is jus the
beginning. The Commisson will act on these measures immediatdy and will
continue to mine the wedth of suggestions from the roundtable for additiona
reformsto pursue” °

Chairman Levitt aso was quoted asfollows:

“Whether shareholders redize it or not, how directors fulfil their responghilities
affect them every day. From negotiating and overseeing fund fees, to monitoring
performance, to policing potential conflicts of interest, fund directors gould be
on the front lines in defense of the shareholder interest. They need to have the
tools, the access and the power to faithfully fulfil their legal duty and moral

mandate as the shareholder’ s representative” * [emphasis added]
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In its press release, the SEC noted that Chairman Levitt also encouraged the

mutud fund industry to employ various reforms, including:

issues:

“0 Industry should develop measures to enhance the role of independent
directors,

0 Fund directors and investment advisers should consder being covered by
Sseparate insurance policies which will protect independent directors if they
are sued by the investment adviser;

O Fund directors should more closdy scrutinize fund brokerage as it relaes
to soft dollars and best execution; and

O Working with the Commission, fund directors should explore ways to
improve disclosure to shareholders, such as the effects of taxes on their
investments”*2

The SEC concluded the press release by describing the following longer term

“Chairman Levitt noted severa other issues raised at the roundtable that require
more careful sudy and thoughtful discusson by the Commisson and the industry
including: independent directors  roles in  connection with funds digtribution
arrangements, advisory contracts, and vauation procedures.

In cdosng, Charman Levitt sad, ‘You can count on the Commisson to do its
pat. But, it would be unfortunate if those were the only footsteps of action that
mutua fund investors hear.  Effective and accountable fund governance reduces
the opportunity for people to say that the industry is incapable of looking after the
interests of its investors. | believe all of us recognize a central truth: enhancing
independent director effectiveness is good for investors. And what’s good for
investors is good for business.” "!* [emphasis added]

Following the Roundtable at the SEC, the ICI (which is the nationa association of

the U.S. investment company industry, including among its members over 7500 mutud
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funds with assets of gpproximatedy US$5.86 trillion as of June 1999, accounting for
aoproximately 95% of tota indusry assets with over 73 million individua shareholders)

announced the creation of an Advisory Group on Best Practices for Fund Directors (the

,).14

“Advisory Group The misson of the Advisory Group was to identify the best

practices used by fund boards to enhance the independence and effectiveness of
investment company directors and to recommend those practices that should be
considered for adoption by dl fund boards. On June 24, 1999, the Advisory Group
issued the ICI Best Practices Report.  The report recommended a series of policies and
practices that go beyond what is legdly required. According to the report, the policies

and practices

“ae desgned to enhance the role of investment company directors. Many of
these recommendations are dready in use by many fund boards ~ The
recommendations are designed to ensure that the outside directors are independent
from the fund's investment adviser, principd underwriter and their affiliates, and
to enhance the effectiveness of dl fund directors in fulfilling their oversght
responsibilities”®

The 15 specific recommendations of the Advisory Group are as follows:

“1. Super-Mgority of Independent Directors

The Advisory Group recommends that at least two-thirds of the directors
of al investment companies be independent directors.

2. Persons formerly Affiliatled with the Adviser, Principd Underwriter and
Certain Affiliates

The Advisory Group recommends that former officers or directors of a
fund's invesment adviser, principd underwriter or certan of ther
affiliates not serve as independent directors of the fund.
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Control of the Nominating Process by Independent Directors

The Advisory Group recommends that independent directors be selected
and nominated by the incumbent independent directors.

Compensating Independent Directors

The Advisory Group recommends that independent directors establish the
appropriate compensation for serving on fund boards.

Fund Ownership Palicy

The Advisory Group recommends that fund directors invest in funds on
whose boards they serve.

Quadlified Independent Counsd and Other Experts

The Advisory Group recommends that independent directors have
qudified invesment company counsd who is independent from the
invesment adviser and the fund's other service providers. The Advisory
Group aso recommends that independent directors have express authority
to consult with the fund's independent auditors or other experts as
appropriate, when faced with issues that they believe require specid
expertise.

Annud Quedionnare on Rddionships with the Advisr and Other
Service Providers

The Advisory Group recommends that independent directors complete on
an anud bass a quedtionnare on budness, finendd and family
relationships, if any, with the adviser, principa underwriter, other service
providers and their ffiliates.

Organization and Operation of the Audit Committee

The Advisory Group recommends (1) that investment company boards
establish Audit Committees composed entirdly of independent directors,
(2) that the Audit Committee meet with the fund's independent auditors at
least once a year outside the presence of management representatives, (3)
that the Audit Committee secure from the auditor an annua representation
of its independence from management; and (4) tha the Audit Committee
have a written charter that spells out its duties and powers.
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Separate Mestings of the Independent Directors

The Advisory Group recommends that independent directors meet
separately from management in connection with their consderation of the
fund's advisory and underwriting contracts and otherwise as they deem

appropriate.

Lead Independent Director or Directors

The Advisory Group recommends that independent directors designate
one or more ‘lead’ independent directors.

Insurance Coverage and Indemnification

The Advisory Group recommends that fund boards obtain directors and
officers/errors and omissions insurance coverage and/or indemnification
from the fund that is adequate to ensure the independence and
effectiveness of independent directors.

Unitary or Cluster Boards

The Advisory Group recommends that investment company boards of
directors generdly be organized either as a unitary board for dl the funds
in a complex or as cluster boards for groups of funds within a complex,
rather than as separate boards for each individua fund.

Retirement Policy

The Advisory Group recommends that fund boards adopt policies on
retirement of directors.

Evduation of Board Performance

The Advisory Group recommends that fund directors evauae periodicaly
the board’ s effectiveness.

Orientation and Education

The Advisory Group recommends that new fund directors receve
appropriate orientation and that al fund directors keep abreast of industry
and regulatory developments.”
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The SEC recently published for comment!’ proposed amendments (the “Proposed
Rules’) to certain exemptive rules under the Investment Company Act of 1940 to require
that, for investment companies that rely on those rules. independent directors conditute at
leest a mgority of their board of directors, independent directors sdect and nominate
other independent directors;, and any legal counsd for the independent directors be
independent legal counsd. The SEC adso proposed amendments to rules and forms to
improve the disclosure that investment companies provide about therr directors.
According to the SEC, these proposed amendments are desgned to enhance the
independence and effectiveness of boards of directors of investment companies and to

better enable investors to assess the independence of directors.

The SEC is proposing to require that, for funds relying on certain exemptive rules:

independent directors conditute either a mgority or a super-mgority (two-
thirds) of the fund’s board of directors;

independent directors select and nominate other independent directors; and

any legd counsd for the fund's independent directors be independent
legd counsd.

Second, the SEC is proposing rules and rule amendments that would:

prevent qudified individuds from being unnecessarily disqudified from
serving as independent directors;

protect independent directors from the costs of legd disputes with fund
managemen;

permit the SEC to monitor the independence of directors by requiring
funds to keep records of their assessments of director independence;
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temporarily suspend the independent director minimum  percentage
requirements if a fund fdls below a required percentage due to an
independent director’ s deeth or resgnation; and

exempt funds from the requirement that shareholders ratify or rgect the
directors sdection of an independent public accountant, if the fund
edablishes an audit committee composed entirdy of independent
directors.

Finaly, the SEC is proposng to require funds to provide better information about

directors, including:

basic information about the identity and business experience of directors;

fund shares owned by directors,

information about directors potentia conflicts of interest; and

the board' s role in governing the fund’ s operations.

In the Proposed Rules, the SEC has endorsed the sentiments of the Roundtable

participants who favour enhancing the effectiveness and independence of fund boards of

directors. Therefore the SEC is proposng rule amendments desgned to reaffirm the

important role that independent directors in the U.S. play in protecting fund investors,

drengthen ther hand in deding with fund management, reinforce their independence,

and provide investors with better information to assess the independence of directors.

(@)

The following is a summary of some key components of the Proposed Rules.
Enhancing the I ndependence of Fund Boards of Directors

The Proposed Rules will amend ten exemptive rules (the “Exemptive Rules’)

under the 1940 Act to enhance the independence of fund directors who are charged with
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overseeing the fund's activiies and transactions covered by those rules  The ten
Exemptive Rules (i) exempt funds or ther affiliated persons from provisons of the Act,
and (i) have as a condition the gpprova or oversght of independent directors. These
amendments would require, for funds that rdy (or whose afiliated persons rely) on the
Exemptive Rules, thet: (i) independent fund directors conditute either a mgority or a
super-magority  (two-thirds) of their boards, (i) independent fund directors sdect and
nominate other independent directors, and (iii) any legd counsd for the independent fund
directors be independent legd counsd. The Exemptive Rules are discussed in further
detall in Pat VII of this report under the heading “1. Recommendations Regarding

Establishing an Independent Governing Body” .

@ Per centage of Independent Directors

0] Proposed Board Composition Reguirements

As discussed above, the Advisory Group's report recently endorsed boards having
a “super-mgority” of independent directors. The SEC proposes to amend the Exemptive
Rules to require funds relying on them to have boards with a least a mgority of
independent directors. The SEC has requested comments on whether the SEC should
adopt a smple mgority requirement or the two-thirds super-mgority requirement
recommended by the Advisory Group. The SEC dso has requested comments as to
whether an even higher percentage requirement (e.g., 75 percent or 100 percent) should
be adopted. If the proposed amendments are adopted, the SEC expects to delay the

compliance date for one year.
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(i) Suspension of Board Composition Requirements

If the deeth, disqudification, or bona fide resgnation of an independent director
causes the representation of independent directors on the board to fal below that required
under the 1940 Act, section 10(e) of the 1940 Act suspends the percentage requirement
for a short time to alow the vacancy to be filled. In the SEC's experience, the time
provided by section 10(e) is insufficient for mogt funds to sdect and nominate qudified

independent director candidates, and, if necessary, hold a shareholder eection.

The SEC is proposng new rule |0el to address these concerns which would
suspend the board composition requirements of the 1940 Act, and of the rules under the
1940 Act, for 60 days if the board of directors may fill the vacancy or 150 days if a

shareholder voteis required.

2 Selection and Nomination of Independent Directors

According to the SEC, independent directors who are truly independent are more
effective in their roles as “watchdogs’ for fund shareholders. While the 1940 Act
precludes independent directors from having certain dffilistions or rdaionships with the
fund's adviser or principd underwriter, no law can guarantee that an independent director
will be vigilant in protecting fund shareholders. Fund shareholders therefore must depend
on the character, ability and diligence of persons who serve as fund directors to protect
ther intereds. The Advisory Group has recommended the sdf-sdection and df-

nomination of independent directors.
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The SEC is proposing to amend each d the Exemptive Rules to require that funds
relying on those rules have boards whose independent directors sdlect and nominate other
independent directors.  Funds whose independent directors were not nominated in this
manner would not immediately lose ther ability to rdy on the Exemptive Rules. Rather,
if the proposed amendments are adopted, these funds would be required to adopt the
practice before the compliance date for the amendments, and the fund's incumbent
independent  directors subsequently would sdlect and nominate dl independent directors

of the fund.

3 Independent Legal Counsel

According to the SEC, another recognized method of enhancing the independence
and effectiveness of independent directors is to provide them with independent counsd.
The SEC believes counsd who does not also represent the fund's adviser can best
provide zedous representation of independent directors. The recent Advisory Group
report recommended that independent directors have qudified counsd who is

independent from the fund' s adviser and other service providers.

The SEC is not, however, proposing to require that independent directors have
their own legd counsd. Although the SEC believes that independent directors are in the
best postion to fulfill the roles assigned to them by the Exemptive Rules if they have the
assstance of independent counsd, the SEC recognizes that the services of counsel do not
come without cost. Rather, the proposed amendments require that reliance on each of the
Exemptive Rules would be conditioned on any legd counsd for a fund's independent

directors being “independent legd counsd.” A person would be an “independent legd
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counsd” if the fund reasonably beieves the person and his law firm, patners, and
associates have not acted as legd counsd for the fund's invetment adviser, principa
underwriter, adminigrator (collectivdy, “management organizations’), or any of ther
control persons a any time snce the beginning of the fund's last two completed fisca
years. The independert directors could make an exception and permit a person to serve
as independent legd counsel even if the person has a remote or minor conflict of interest
because the person has provided legd advice to management organizations or ther

control persons.

(b) Joint Insurance

Funds typicaly purchase “erors and omissons’ insurance policies to cover
expenses incurred by directors and officers in the event of litigation. Often these policies
ae joint policies that cover numerous funds within a fund family as well as the adviser
and principal underwriter of those funds. Although the 1940 Act and SEC rules generdly
prohibit joint transactions and other joint arrangements involving a fund and its affiliates,

rule 17d-1(d)(7) permits the purchase of joint D& O/E& O palicies.

Joint D&O/E&O policies higoricaly have excluded cams in which the parties
under the policy sue each other. A policy that insures both a fund's invesment adviser
and its independent directors therefore may not cover the independent directors expenses
of litigation with the fund's adviser. Without this coverage, independent directors face
subgtantiad persond lega expenses in the event of a lawsuit. As the SEC is concerned
about the effect that these exclusons may have on the ability of independent directors to

cary out ther gatutory responshilities, the SEC is proposing to amend rule 17d-1(d)(7)
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to make it avalable only for policies that do not exclude coverage for litigation between

the independent directors and the fund’s adviser.

(© Ratification of Independent Public Accountant for Fundswith Independent
Audit Committees

The SEC is proposing a rule that would exempt a fund from the 1940 Act's
requirement that shareholders ratify or rgect the sdection of the fund's independent
public accountant if the fund has an audit committee comprised wholly of independent
directors. In order for a fund to rely on the proposed exemption, (i) the audit committee
must be responsble for overseeing the fund's accounting and auditing processes, (ii) the
fund's board of directors must adopt an audit committee chater setting forth the
committee's dtructure, duties, powers, and methods of operation, and (iii) the fund must

maintain a copy of the charter.

d) Qualification as an Independent Director

The 1940 Act sets standards for who may be considered an independent director.
While thee dandards are meant to excdlude individuds with effilitions or busness
interests that can impar thear independence, there ae circumstances in which the
standards may cause certain individuds to be unnecessarily disqudified from serving as
an independent director. The SEC is proposing to remove certain obstacles that may

disqualify certain persons from acting as independent directors.
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(e) Disclosure Proposals

The SEC bdieves that shareholders have a sgnificant interest in knowing who the
independent directors are, whether the independent directors interests are digned with
shareholders interests, whether the independent directors have any conflicts of interest,
and how the directors govern the fund. This information helps a mutud fund shareholder
to evaduate whether the independent directors can, in fact, act as an independent, vigorous
and effective force in overseeing fund operations. Currently, information about directors
is avaldble in fund regidration datements and proxy dStaements for the eection of
directors. Generdly, funds are required to provide basc information about directors in
the satement of additiond information (“SAl”) and proxy Saements, including: name
and age postions with the fund; principa occupations during the past five years, and
compensation from the fund and fund complex. Moreover, funds are required to disclose
in proxy Statements for the eection of directors a director’s posgtions with, interests in,

and transactions with, the fund and certain persons related to the fund.

The SEC has concluded that, while its fundamentd gpproach to disclosure
requirements is sound, there ae saverd gaps in the information that shareholders
currently recelve about directors.  Hidoricdly, the primary vehicde for providing
information about mutua fund directors was the proxy satement prepared in connection
with shareholder mesetings. In recent years, the proxy Staement has become an
ineffective vehicle for communicating information to fund shareholders on a regular basis
because funds generaly are no longer required to hold annud mesetings. Therefore, the
SEC is proposng amendments to its disclosure rules to close these gaps. The proposals

would require mutud funds to:



- 131-

Provide basc information about directors to shareholders annudly so that
shaeholders  will  know the identity and experience of ther
representatives,

Disclose to shareholders fund shares owned by directors to help
shareholders evauate whether directors interests are digned with ther
own,

Disclose to shareholders information about directors that may rase
conflict of interest concerns,; and

Provide information to shareholders on the board’s role in governing the
fund.

The SEC is proposing to modify disclosure of matters related to the board's role
in governing a fund currently required in the proxy rules and the SAI. The SEC believes
that this information would hdp shareholders more readily determine whether the
directors ae effectivdly representing shareholders  interests, independent of fund
management. The proxy rules require a mutua fund to discuss in reasonable detall the
materid factors and conclusons that formed the bass for the board of directors
recommendation that the shareholders gpprove an invesment advisory contract, including
a discusson of any benefits derived or to be derived by the investment adviser from the
relationship with the fund such as soft dollar arangements by which brokers provide
research to the fund or its investment adviser in return for dlocating fund brokerage. The
SEC is proposing to require smilar disclosure in the SAl so that investors will be able to
evauate the board's basis for approving the renewd of an exising invesment advisory

contract.

The SEC ds0 is proposing to modify disclosure in the proxy rules and the SAl

relaing to a fund's committees of the board of directors. The proxy rules currently
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require mutud funds to disclose information about Sanding audit, nominating and
compensation committees.  In the SAI, mutud funds are required to identify members of
any executive or investment committee and provide a concise satement of the duties and
functions of each committee. The SEC is proposing to modify this disclosure to require
mutual funds to identify each standing committee of the board in the SAl and proxy
datements for the dection of directors. As in the current proxy rules, funds would be
required to: provide a concise statement of the functions of each committee; identify the
members of the committeg; indicate the number of committee meetings held during the
lagt fiscd year; and dae whether its nominaing committee will consder nominees
recommended by fund shareholders and, if so, describe the procedures for submitting

recommendations.

As | noted above, these Proposed Rules have not been finalized and a request for

comments was published by the SEC with a deadline of January 28, 2000.

3. 1OSCO

IOSCO is comprised of a group of member agencies which have resolved to,
among other things, cooperate to promote high dandards of regulation in order to
maintain jus, efficdent and sound markets. The Executive Committee of IOSCO has
edablished the Technicd Committee of I0OSCO, which is made up of Sxteen agencies
that regulate some of the world's larger, more developed and internationalized markets.
The objective of the Technicad Committee is to review mgor regulatory issues reated to

international  securities and futures transactions and to coordinate practica responses to
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these concens.  The Technicd Committee has set up specidized working groups to

address certain functional subject areas.’®

In February 1993, the Technicd Committee crested a working group with a
mandate to, among other things, identify equivdence in the regulatory framework for
collective investment schemes. In 1994 the working group published a report™® (the
“1994 Report”) which was adopted by the Technicd Committee, in which the working
group developed a set of core principles that are consdered important by member

countries for the regulation of such schemes.

| have excerpted certain core principles relating to mutua fund governance cited

in the 1994 Report:

“Eligibility to act as an Operator

The regulatory regime should impose sandards of conduct and minimum
eigibility standards that require approvad by the regulatory authority prior to
commencement of marketing of a CIS [collective investment scheme or schemes,
as the context may require]. The degree of redrictions imposed on digibility will
be likdy to vary according to the overdl context of collective investment
regulation, including the extent of ongoing regulation of CIS transactions and the
exigence of independent monitoring sysems. To the extent that a regulatory
regime impaoses specific requirements, they should include the following:

@ Honesty and Fairness

An operator should observe high dandards of integrity and far deding
while acting in the best interes of a CIS. High dandards of market
conduct should be maintaned. In addition to its investment
responsibilities, the operator should aso ensure that the assets of a CIS are
adequately protected and segregated.
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(b) Capability
An opeaor should have aufficent human and technica resources to
ensure that it is cgpable of carying out the necessary functions of fund
managemen.

(© Capita Adequacy
An operaior should a al times maintain adequate financid resources to
meet its investment busness commitments and to withsand the risks to
which its busnessis subject.

(d) Diligence and Effectiveness
An operator should act with due skill, care and diligence and employ
effectively the resources and procedures which are needed for the proper
peformance of the schemes. An operator must organise and control its
interna affairs in a responsible manner, with proper records and adequate
arangements for ensuring that employees are suitable, adequately trained
and properly supervised. There should be well defined procedures in
place to ensure compliance with regulations and al operators should dedl
with regulators in an open and co-operative manner.

(e Operator Specific Powers and Duties
An operator has a duty to make decisons as to the investment portfolio
dructure and adminidtrative procedures of the CIS so as to secure its
objectives. The operator must not exceed the powers conferred on it by
the CIS s condtituting documents or particulars.

® Compliance
Operators and schemes must meet drictly defined standards as set by the
regulatory authority, for both initid approva and continuing operation.

Supervison

The regulatory regime must provide for a regulatory authority to teke overdl
respongbility for the supervison of CIS authorised within itsjurisdiction.

@

Registration and Authorisation

A CIS must be regisered with or authorised by the regulatory authority
prior to commencement of marketing of its units. That process may take
the form of document filing, CIS regidration or approva of the parties to
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the CIS (such as the operator and custodian) as appropriate to the overal
regulatory system.

(b) Ingpections and Investigations

The regulatory authority should have the means to invedtigate conduct
relaing to CIS, including the power to conduct on-gSte inspections. These
ingoections may be carried out by the authority itsdf or its delegate (which
may be the CIS s auditor).

(© Powers of the Regulatory Authority

The regulatory authority should have adequate powers to protect
investors interests, including but not limited to revoking an operator's
licence, freezing CIS assets or the operator's assets, teking action to
withdraw the CIS's authorisation or stop the use of a prospectus,
indituting adminidrative or cvil proceedings, and recommending crimind
action where appropriate.

(d) Third Party Supervison

The regulatory regime may provide for an independent third paty or
paties (in addition to the regulatory authority) to supervise the activities
of the operator and any other partiesinvolved in CIS activities.

Conflicts of Interest

The regulatory regime should recognise that an operator of a CIS may have
interests that if exercised without restraint would conflict in a materid way with
the interests of investors. Regulatory authorities should respond to this risk by
ensuring that a regime provides for the exercise of management responghilities
with full regard to the best interests of investors. Such a regime may be generd in
nature, reying on the concept of “fiduciary respongbility” as interpreted
domedtically.  Equdly the edablisiment of detaled regulations designed to
monitor potential conflicts between operator and investors is recognised as an
acceptable regulatory method.

@ Possible Conflict of Interest Stuations

Whether the concept of overdl fidudary respongbility is utilised, or
provisons exig for detaled rules to monitor potentid conflicts a
regulatory regime must be cgpable of deding with certain Stuations which
may give rise to conflicts of interest. They incude (but may not be
limited to):
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0] principa transactions between a CIS and its dfiliates (including
affiliates of the operator and custodian);
(i) transactions where a CIS and its effiliates jointly participate;
(i) soft commissions,
(iv) lending or borrowing to or from afiliates,
) purchase of affiliates securities,
(vi)  purchase of securities underwritten by affiliates;
(Vi)  useof affiliated brokers, and
(viii)  employees transactions for their own account.
(b) Generd Duties & Obligations
Possible conflict of interest Situations may be addressed by the following:
0] the duty of an operator to act in best interests of investors, and

(i) the power of the regulatory authority to impose sanctions for sdf-
deding, such as revoking the operator's licence, taking action to
withdraw a CIS's authorisation or stop the use of a CISs
prospectus, freezing the assats of the operator, indituting
adminidrative or civil proceedings, and recommending crimina
action where appropriate.

(© Specific Regulatory Response
In addition to generd duties and obligations, the means avalable to
control conflict of interest gStuations (to the extent tha they may arise
within the regulatory framework of a particular jurisdiction) include dl or
acombination of some of the following:

0] direct prohibition under the law;

(i) a precise code of busness conduct ether established by the
regulatory authority, or a code edtablished by a practitioner’s
organisation, which is approved and enforced by the regulatory
authority;

(i)  review and/or approva of certain transactions and activities by the
regulatory authority;

(iv)  survellance of operators by the regulatory authority;
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V) disclosure by the operator;
(vi)  record keeping by the operator;
(vii)  limitation of the activities of the operator; or

(viii)  independent review by athird party.

Investor Rights

The regulatory regime should provide investors with certain rights in relaion to a
CIS, which ae agppropriate to the overall context of CIS regulation. A
fundamental right of an investor in a CIS is the right to withdraw funds from the
CIS within a reasonable period. The regime should aso enable investors to
participate in dgnificant decisons concerning the CIS to the extent applicable
under the dructure of the CIS, or for the regulatory authority or another third
party to have the capacity to act in the interests of investors.

@

(b)

(©

Redemption Conditions

0] At the outsat of the paticipation investors in a CIS must be fully
informed through the prospectus of the charging of redemption and
management fees.

@i Units of CIS must be repurchased or redeemed at the request of
any unit holder, in a manner which does not give an unfar
advantage to one investor in the CIS over any other investor. The
regulatory regime should ensure that investor rights are maintained
in the event of amgor change in the activities of the CIS,

Access To Remedies

In addition to the norma access to legal procedures in the courts, investors
shoud be able to refer matters to the regulatory authority for
condderation.  The regulatory authority must have proper powers of
invedtigation, means to review invesment managers and should have
adequate powers (as noted in Principle 5.3) to enforce its decisons on the
operator and on the custodian in order to protect investor’ sinterests.

Investment Companies Only — Shareholder Powers

When a CIS is an invesment company, investors should have the ability
to participate in the affars of the company through the exercise of a right
to vote at periodic or specid meetings of the shareholders”?°
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Since the publication of the 1994 Report, the Technicadl Committee of 10SCO has
continued to publish documents reating to the regulation of collective investment
schemes, including an internationd  comparaive table which provides information
regarding the collective investment schemes of fifteen countries® and a report setting out
principles for the supervison of operators of such schemes®® A working group of the
Technicd Committee has just completed compiling responses to a questionnaire on
principles and best practice sandards on infragtructure for decison making for scheme
operators. In May 2000, I0OSCO held its annud conference and, following that
conference, new IOSCO publications with respect to collective investment schemes were

published, including a report summarizing the responses to the questionnaire?®

There have been changes to Japan’s laws governing all investments funds which became effective
December 1998. While these changes do impact on the governance regime in Japan, they do not
constitute a substantive overhaul of the manner in which funds are governed in the same way that the
new Australian model does.

Australia, Law Reform Commission and Companies and Securities Advisory Committee, Report No.
65: Collective Investments: Other People’s Money (1993).

P. Hanrahan, Managed Investments Law, The Centre for Corporate Law and Securities Regulation
and CCH Australia Limited (November 1998).

4 |bid.at2-6.

Division of Investment Management, United States Securities and Exchange Commission, Protecting
Investors: A Half Century of Investment Company Regulation (Washington, D.C.: U.S. Government
Printing Office, May 1992) [hereinafter Protecting Investors]. Protecting Investors recommended,
among other things, that the SEC should propose to amend the 1940 Act to permit the introduction of
the Unified Fee Investment Company (“UFIC”). A UFIC would be organized and operated as a type
of open-ended investment company that is operated by an investment manager in return for a single
fixed fee. This fee structure, in which there are no sales charges or redemption fees and all expenses
(except brokerage commissions on the UFIC’s own portfolio transactions and extraordinary costs) are
paid from the fee or the manager’s own resources, would substitute market competition for the
oversight role of boards of directorsin the review of fee levels (Protecting Investors at 338-40). The
UFIC was never introduced in the United States, nor was another, similarly innovative model, the
Unitary Investment Fund (“UIF"). According to Protecting Investors, the UIF, which was originally
proposed in 1980, is an optional form of investment company, similar to a trust, in which a single
management fee would cover all expenses (except for extraordinary expenses and shareholder account
services). Unlike the UFIC, the UIF would have no board of directors (Protecting Investors at 282-
283).
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A transcript of the U.S. Securities and Exchange Commission Roundtable Conference on the Role of
Independent Investment Company Directors, (Washington, D.C., 23-24 February 1999) can be found
in full on the SEC website at www.sec.gov/offices/invmgmt/rountab.htm.

Ibid.

SEC press release, “SEC Chairman Arthur Levitt Proposes Significant Reforms to Mutual Fund
Governance Structure” (22 March 1999).

Ibid.
Ibid.
Ibid.
Ibid.
Ibid.

Report of the Advisory Group on Best Practices for Fund Directors: Enhancing a Culture of
Independence and Effectiveness (Investment Company Institute, 24 June 1999) (Chair: J. Brennan) at
(i) of the Executive Summary.

Ibid at (iii) of the Executive Summary.
Ibid. at (iii) — (v) of the Executive Summary.

“Role of Independent Directors of Investment Companies’, Release Nos. 33-7754; 34-42007; I1C-
24082; File No. S7-23-99 (15 October 1999) [hereinafter Proposed Rules]. This summary of the
Proposed Rules is excerpted in large part from the document that can be found, in its entirety, on the
SEC website at www.sec.gov/rules/proposed/34-42007.htm.

Summarized from the |OSCO website at www.iosco.org (as at December 16, 1999).

Report of the Technical Committee of IOSCO, Report on Investment Management - Principles for the
Regulation of Collective Investment Schemes and Explanatory Memorandum (October 1994). This
document isavailablein full on the |lOSCO website.

Ibid. at 2-10.

The international comparative chart is Part 11 of Report of the Technical Committee of 10SCO,
Report on Investment Management (July 1995). This document is available in full on the IOSCO
website.

Report of the Technical Committee of IOSCO, Principles for the Supervision of Operators of
Collective Investment Schemes (September 1997). This document is available in full on the IOSCO
website.

Two new reports of the Technical Committee of 10SCO which are now available are Summary of
Responses to the Questionnaire on Principles and Best Practice Standards on Infrastructure for
Decision Making for CIS Operators (May 2000) and Conflicts of Interests of CIS Operators (May
2000). Both documents are available in full on the |lOSCO website.
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VII. RECOMMENDATIONS

| do not believe that there is only one correct answer to the question of what
mutud fund governance regime should be esablished in Canada. If there was but a
gngle right answer, then one would think that the debate on mutud fund governance
which began in Canada in 1969 with the publication of the semind “Report of the
Canadian Committee on Mutual Funds and Investment Contracts’ should have resulted
in a definitive concluson sometime during the lagt thirty years. In fact, there are various
mutual fund governance regimes in existence today around the world? | aso understand
that contemporaneoudy with the preparation of this report, IOSCO is reviewing mutua
fund governance in many countries. Coincidentally, some systems are in the process of
being reformed even as such review is being undertaken. There is no current worldwide
consensus — nor is there even any consensus in Canada — that any one system of mutud

fund governance is the best in comparison to others.

During my discussons in preparing this report, one person jokingly caled me the
“Moses’ who had been retained by the CSA to guide us to the promised land. The
concern was voiced that the CSA do not understand that we are in the promised land now
and whatever recommendations | make may lead us in the wrong direction. | am not
Moses nor for that matter am | an economist or a private investigator. The CSA and the
mutua  fund industry can decide for themsdves what direction they beieve the

recommendations in this report will take us.
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Some of my recommendaions will require the enactment of new laws. Others,
however, can be adopted voluntarily by the mutuad fund industry or, if not adopted
voluntarily, might in effect be forced upon members of the fund indusry by the CSA
denying exemptive rdief unless the recommendations are adopted. The bass for the
denid of the exemptive rdief by the CSA would be that it is not in the public interest for
the exemptive reief to be granted unless the fund organization has adopted those

recommendations set out in this report which are accepted by the CSA.

With the foregoing in mind, 1 will now discuss my recommendations.

1. Recommendations Regar ding Establishing an Independent Gover ning Body

| have discussed in this report the higtory of the mutua fund governance debate in
Canada, publicly reported issues on the manager sde of the mutua fund indudry,
potentid pogtive benefits should a governance regime be implemented, types of mutud
fund governance dructures in exigence dsewhere in the world and mutua fund
governance reforms in other jurisdictions.  The fundamenta question is whether the
current mutua fund governance system in Canada, which congsts of a dtatutory standard
of care and duty of loydty as well as common law fiduciary duties, should be changed in
some manner. | beieve that changes should be made to the exising mutud fund
governance system in Canada by mandating some type of independent governing body,
in order: to mantain public trus and confidence in the mutud fund industry; to reduce
the potentiad for abuses aisng, to pre-empt potentid litigation; to possbly loosen

exiging conflict rules, with the CSA relying on the governance mechanism to monitor
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transactions that otherwise would be prohibited or would require exemptions from
exiding securities laws, to not force investors to “vote with ther feet”; to hopefully assst
in obtaining better performance for investors, and to ensure that the interests of the
securityholders of mutud funds are given prime importance with respect to decisons
made in a mutuad fund complex. | believe, to pargphrase Ira Millstein, that we do not
need to try to prove mathemaicdly that some form of governance regime is needed —
there is a lot to be sad in favour of saring a the piece of redity we are studying and
aking jus wha is going on® Again to paraphrase Mr. Millstein, there is no need to
avat definitive proof — it probably will never come, and it is not necessay.’t
Accordingly, | recommend that at this time each mutuad fund complex should be required
to edablish a governance regime that has an independent governing body. The key

question, however, iswhat type of independent governing body should be mandated.

| dready have dtated that | do not believe there is only one correct answer to the
question of what governance regime should be established in Canada. There are various
mutud fund governance regimes in existence today around the world and some systems
currently are in the process of being reformed. To reiterate, there is no current worldwide
consensus — nor is there even any consensus in Canada — that any one system of mutud

fund governance is the best in comparison to others.

| dso previoudy dated that the full panoply of U.S. style governance is not
necessarily what is appropriate for Canada. As | indicated in Part IV of this report, it is
interesting to see that there are reported problems today in the U.S. mutud fund industry

thaa ae vey gmila to issues discussed in the Canadian mutuad fund indudtry,
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notwithgtanding that the U.S. mutud fund industry has had as its underpinning for dmost
60 years a requirement of boards of directors for investment companies. Because the
U.S. is our largest and closest neighbour, and because much of what occurs in the U.S.
financid indudtry is trangported to Canada, it is not surprisng that Canadian regulators,
academics and lavyers make reference to the U.S. sysem of mutua fund governance.
However, one aso should keep in mind that the U.S. modd, which has as its core a board
of directors of each mutud fund, is, | believe, a mutual fund governance system which is

unique in the world today and has not been mandated elsewhere®

One should understand that designing a governance system is not a science but
rather is an at. As Martin Lipton, a wdl-known U.S. lawyer, has stated in the corporate

governance context:

“There %re some people who know what an idedl corporate governance world is.
| don't.”

The 1969 Mutua Funds Report is the semind report on the regulation of mutud
funds in Canada and much of exiging Canadian mutud fund regulation is based on its
recommendations. The report did not recommend that boards of directors of mutud
funds be mandated. The Committee that authored the 1969 Mutua Funds Report Stated,
however, that they supported the use of independent directors on a voluntary bass by

mutua funds.”

Because there is no empiricd evidence or consensus that one type of governance

regime is better than others and because of the diversty in sze and dructure of mutud
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fund complexes in Canada, | believe tha in an ided world one specific form of
governance regime would not be mandated today. In an ided world a fund complex
would be provided with the flexibility to determine the type of governance regime it
wishes to adopt. The CSA could then monitor Canadian mutua fund complexes which
have adopted different governance regimes and dso monitor the mutud fund governance
regimes that are recommended and implemented dsewhere in the world and, based upon

the evidence garnered from such monitoring, decide a some future date to mandate a

specific governance regime.

In this flexible modd, the types of regimes that in theory could be established by

amutud fund complex include:

@ a corporate trustee independent of the manager;

(b) a corporate trustee which is not independent of the manager but which has
a governance committee of the board comprised of a least a mgority of
individuas who are independent of the manager;

(© a governance committee of the board of directors of the manager,
comprised of & lesst a mgority of individuds who are independent
directors,

(d) an advisory board (of directors, governors or trustees, as the case may be)
of each mutud fund or of a group of mutuad funds comprised of a least a
mgority of individuas who are independent; or

(e a “corporate style’ board (of directors, governors or trustees, as the case

may be) of each mutud fund or of a group of mutuad funds comprised of
a leest amgority of individuals who are independent.

Agan, in an ided world, the recommendations relating to a corporate style board
st out in the next portion of this Pat VII under the heading “2. Recommendations

Regarding a Specific Governance Regime’ could be used as guiddines and applied, to
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the extent gpplicable and with gppropriate changes, to the type of governance regime

established by the mutud fund complex.

In this theoreticd modd where the CSA do not mandate a specific governance
regime a this time but rather permit each mutud fund complex to choose the type of
regime it wishes to follow for the time being, the CSA could consder whether to provide
catan types of rdigf from exiding regulaory condrants only to mutud fund
organizations that adopt a specific form of governance regime.  For example, if mutud
fund complexes seek exemptive orders in connection with the exising conflicts rules or
in connection with the requirements of Nationa Ingrument 81-102, the CSA could
consder preconditioning such rdief on the mutud fund complex adopting a “preferred”
form of governance regime. This opt in procedure would create an incentive for mutud
fund organizations to adopt a specific type of governance regime and would therefore
cause the mutud fund organizations to weigh the benefits of the proposed rdief agangt

any detriments relating to the adoption of this specific form of governance regime.

Such an opt in procedure is discussed in the SEC's recent release rdating to the
role of independent directors of investment companies? with respect to which the SEC
requested comments by January 28, 2000. In connection with the SEC's proposed rules
to reform the U.S. mutud fund governance regime described in this release, the SEC

dated asfollows;

“Our proposas to enhance board independence would amend ten rules under the
Investment Company Act. We have sdected those rules that (i) exempt funds or
their affiliated persons from provisons of the Act, and (ii) have as a condition the
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goprova or oversight of independent directors. For convenience, we will refer to
thee rules as the “Exemptive Rules’. The Exemptive Rules typicdly relieve
funds from dsatutory prohibitions that preclude certain types of transactions or
arrangements that would involve serious conflicts of interest. In one case, a rule
permits the board to approve an interim advisory agreement without a shareholder
vote that otherwise would be required. Based on these criteria, we propose to
amend the following rules:

Rule 10f-3 (permitting funds to purchase securities in a primary offering
when an dffilisted broker-deder is a member of the undewriting
syndicate);

Rule 12b-1 (permitting use of fund assets to pay distribution expenses);

Rule 15a-4 (permitting fund boards to approve interim advisory contracts
without shareholder gpprova);

Rule 17a-7 (permitting securities transactions between a fund and another
client of the fund’s adviser);

Rule 17a 8 (permitting mergers between certain affiliated funds);

Rule 170-1(d)(7) (permitting funds and ther affiliates to purchase joint
ligbility insurance policies);
Rule 17e-1 (specifying oconditions under which funds may pay

commissons to affiliated brokers in connection with the sde of securities
on an exchange);

Rule 17g-1(j) (permitting funds to maintain joint insured bonds);
Rule 18f- 3 (permitting funds to issue multiple classes of voting stock); and

Rule 23c-3 (permitting the operation of interval funds by enabling closed-
end funds to repurchase their shares from investors).

The Commission requests comment on the criteria that we have used to sdlect
these rules  Are there additiond rules that we should smilaly amend?
Conversdy, should any of the Exemptive Rules not be amended?

Although the Commisson urges dl funds to adopt these measures to strengthen
the independence of their boards, we are not proposing to require dl funds to
adopt these measures.  Funds that do not rely on any of the Exemptive Rules will
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not be subject to these requirements. They may continue, for example, to have
only 40 percent of their boards consist of independent directors.”®

The measures referred to in the previous paragraph which the SEC is urging dl
mutua funds to adopt are described in Part VI of this report under the heading “2. United
States — (@ Enhancing the Independence of Fund Boards of Directors’. In short,
however, the measures would require that: (i) independent fund directors conditute
ether a mgority or super-mgority (two-thirds) of their boards, (i) independent fund
directors sdect and nominate other independent directors, and (iii) any legd counsd for

the independent fund directors be independent legd counsd.

The theoreticd modd which provides flexibility to mutua fund organizations to
choose one of severa types of independent governance regimes is, however, a modd that

| believe would cause difficultiesin practice for various reasons, induding the following:

the public may be confused as to how the various governance systems will
operate and perhaps even skepticd that the various fund governance modes

adequately respond to the reasons for adopting a governance system;

it will not be easy for the CSA to monitor, compile empirical evidence and

evauate the efficacy of the various models,

it will take longer to edtablish best practices if there are different models of

mutud fund governance;
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the CSA may be rductant to loosen existing conflict rules or to grant certan
exemptive rdief unless and until the CSA had aufficient experience evaduating the

effectiveness of the various governance regimes,

dlowing various governance regimes may provide an incentive for mutud fund
organizaions to search for the least onerous choice, rather than choosng a system
of mutuad fund governance that best looks out for the interests of mutua fund

securityholders, and

in the event that the CSA later decide to mandate only one specific fund
governance model, then the mutud fund organizations that chose another modd
and which would then be required to switch over to the mandated modd would

suffer additiona switchover expenses through no fault of their own.

To summarize, | recommend:

Each mutua fund complex should be required to establish a governance regime

that has an independent governing body.

In an ided world:

@ Each mutud fund complex would be provided with the flexibility to
determine the type of governance regime it wishes to adopt.

(b) The CSA could monitor Canadian mutud fund complexes which have
adopted different governance regimes and aso monitor the mutud fund
governance regimes that are recommended and implemented dsewhere in
the world and, based upon the evidence garnered from such monitoring,
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decide a some future date whether they wish to mandate a specific
governance regime.

(© The CSA could consder whether they wish to create incentives for mutua
fund complexes to adopt a specific form of governance regime by pre-
conditioning certan exemptive relief (from some of the exising mutud
fund conflict rules or from some requirements of Nationd Instrument 81-
102, for example) on the mutud fund complex having adopted the
particular form of fund governance regime.

| believe, however, that a flexible mode which permits mutud fund organizations
to choose one of severd types of independent governance regimes would cause difficulty

in practice.

2. Recommendations Regar ding a Specific Gover nance Regime

| have recommended that each mutud fund complex should be required to
edablish a governance regime that has some type of independent governing body. In an
ided world each mutud fund complex would be provided with the flexibility to
determine the type of governance regime it wishes to adopt. After monitoring the
Canadian mutua fund complexes which have adopted different governance regimes and
dso monitoring the mutud fund governance regimes that ae recommended and
implemented dsawhere in the world, the CSA could, based upon the evidence garnered
from such monitoring, decide in this ided world & some future date whether they wish to
mandate a specific governance regime.  In this theoreticd modd the CSA dso could
consder whether they wished to create incentives for mutual fund complexes to adopt a
goecific form of governance regime by preconditioning certan exemptive rdief (from

some of the exigting mutua fund conflict rules or in connection with the requirements of
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Nationa Instrument 81-102, for example) on the mutud fund complex having adopted a
paticular type of fund governance regime. | aso believe that, notwithstanding the
flexibility offered by this theoreticd modd, having many different governance sysems

would cause difficulty in practice.

If the CSA decide tha only one form of fund governance regime is to be
mandated, then | recommend that each mutua fund should have a “corporate style€’” board
(of directors, governors or trustees, as the case may be) and, in the case of mutua fund
trusts that have a corporate trustee, the corporate trustee should be replaced by a board of

individua trustees.

| have arived at the recommendation that mutual funds adopt a corporate style
board after consdering advantages and disadvantages of the other models of independent
governance regimes referred to on page 144 of this report compared to the corporate style

board, which | highlight below.

@ A corporatetrustee independent of the manager

The advantages and disadvantages of this governance mode, which is utilized in
the United Kingdom for unit trugts, are discussed in detail in the excerpt from the 1969
Mutua Funds Report reproduced on pages 33 to 35 of this report, but | will summarize

them below.
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Advantages.
1 An independent trustee can act as an effective check on management.

2. Rdiance on an independent trustee, unlike reiance on independent
directors, is condgent with the philosophy that the mutud fund is the
method whereby the manager sdlIs invesment advice (rather than the
mutud fund being a separate entity).

3. If successfully implemented, the use of an independent trustee would
reolve the principd problems inherent in the separation of management
from ownership in the context of mutua funds.

Disadvantages:

1 Cogt of implementation. (This issue dso aises, however, with
independent directors of corporate style boards.)

2. The sdection of a trustee from the many trust companies in Canada of dl
szes and degrees of competence would have to be approved by the
aopropriste adminigtrator in order to ensure the trustee's competence and
to venify its independence.  Such decisons would be difficult and mutua
fund securityholders might suffer as a result of the use of an inappropriate
trustee.

3. Compstitive anomdies would result. For example, in the case of a mutud
fund trudt, decisons concerning the mutua fund would be scrutinized by a
trust company that could be affiliated with a competing financid group.

4, An independent trustee does not have a direct stake in the success d the
enterprise.  (This issue, of course, also arises with independent directors of
corporate style boards.)

| point out that an independent trustee, by definition, could be utilized only if the
mutud fund is organized as a trust rather than as a corporation. Corporate mutua funds

would require some modification to this oversght mechaniam.

| dso note that Audrdia has recently moved away from a manager and
independent trustee governance modd. As indicated in Part VI of this report under the

heading “Mutud Fund Governance Reforms in Other Jurisdiction — 1. Audrdid’,
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Audrdia concluded that the dud entity <Structure of manager and independent trustee
resulted in a digolacement of respongbility and was an inefficient Structure to promote

compliance.

| dso point out that, theoretically, an independent trustee does not have divided
loydties, so that an independent trustee can look out for the best interests of the
securityholders of the mutud fund without worrying about the manager’s interest.  In
practice, however, the trustee 4ill may have divided loydties if the manager haes the

power to appoint or terminate the trustee or determineits fees.

(b) A corporate trustee which is not independent of the manager but which hasa
gover nance committee of the board comprised of at least a majority of
individuals who ar e independent of the manager

(© A governance committee of the board of directors of the manager, comprised
of at least a majority of individuals who areindependent directors

| will discuss models (b) and () together as | bdieve they have substantidly the

same advantages and disadvantages.

Advantages:

1. The cost associated with these governance regimes may be lower than the
cost of having an independent corporate style board of directors because
the manager and the trustee dready have a board of directors from which
most of the members of the governance committees can be sdected, unless
the manager and trustee do not have independent persons on their boards.

2. These governance regimes would introduce some independent supervison
of the mutua fund.
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Disadvantages:

1.

The governance committee will have divided loydties as between the
securityholders of the mutud fund and the stakeholders of the manager or
the trustee (as the case may be). If the members of the governance
committee are sdlected from the board of directors of the manager or
trustee (as the case may be), practicaly it may be difficult for them to
“awitch hats’ even if they are independent. On the other hand, the sole
interest of independent directors on a corporate style board is to the
securityholders of the mutud fund and, therefore, they should not have
divided loydties.

If the governance committee reports to the board of directors of the
manager or trustee (as the case may be) and depends on the board to take
actions recommended by the committee, then the committee may not have
a dgnificant amount of real power to look out for the best interests of the
mutual  fund securityholders, especidly if the board of directors is not
comprised of amgjority of independent directors.

The pool of candidates on the exising boards to choose from in forming
the governance committee may not saisfy the independence criterion or
may lack the relevant experience to act on a governance committee.

The members of the governance committee would most likely be chosen
and removed by the board of directors of the manager or trustee (as the
case may be), which would not foster true independence. On a corporate
dyle board, this power of removd could rest with the mutud fund's
securityholders.

An advisory board (of directors, governorsor trustees, asthe case may be) of
each mutual fund or of a group of mutual funds comprised of at least a
majority of individualswho are independent

Advantages:

1.

The costs associated with having an advisory board may be less than those
asociated with a corporate style board of directors.  This result may
follow because there could be less potentid for liability for advisory board
members and therefore advisory board members perhaps would be
compensated |ess than corporate style board members.

This governance regime introduces some independent supervison of the
mutud fund.
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3. This modd of mutud fund governance could essly be implemented by
mutuad fund complexes (large and smdl, trust or corporation) in Canada
today.

Disadvantages:

1 A true advisory board does not have the legd authority to enforce any of
its recommendations as its very nature limits it to the role of advisng. As
a result, the advisory board may rely on mord suasion or other methods to
influence the actions of the manager, but it has less power than

independent  directors of corporate style boards to look after the best
interests of securityholders of mutua funds.

2. There is some uncertainty today as to the roles, responghbilities and
liabilities of members of advisory boards and as to what they should be.

3. Members of an advisory board do not have a direct stake in the success of
the mutua fund. (This issue, of course, dso arises with independent
directors of corporate style boards.)

| believe that a corporate style board, comprised of a least a mgority of
independent individuads whose sole interest is the best interests of the securityholders of
the mutudl fund, is a system which, if properly implemented with gopropriate mandates
and competent and diligent individuas, can function to look after the best interests of
securityholders of the mutud fund and dso benefit the mutual fund complex as a whole.
As | indicated in Pat Il of this report entitled “History of the Mutud Fund Governance
Debate in Canada’, some type of corporate style board structure was recommended in the
Stromberg Report,'° the Steering Group Report,'! the Quebec Report? and the Senate
Committee Report.’®* A corporate style board structure is a system which, in the
corporate context, is used by business corporations throughout much of the world and is
required of mutua fund corporations in Canada today. A corporate style board structure

dso is the type of governance mechanism which the OSC has suggested since the early
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1970's for closed end investment vehicles. In particular, predecessor policies to current
OSC Policy 5.3 entitled “Mortgage and Real Estate Investment Trusts and Partnerships’
and OSC Policy 5.4 entitled “ ‘Closed-End’ Income Investment Trusts and Partnerships
(other than Mortgage and Red Edae Investment Trudts and Partnerships)” were first
published in 1972 and 1973, respectively.** The policies, which do not have the force of
law, both indicate that the Statements therein as to what should be st out in the
declaration of trust or other congating documents of the issuer are merely suggestions.
In the case of Policy 5.4 which is gpplicable to closed end mutua funds that invest in
securities, the policy dates in rdevant part that: (i) a cosed end invesment trust should
have at least seven trustees, (ii) the trustees should be elected and removed by the
unitholders in a Smilar manner as directors under the Business Corporations Act
(Ontario); (iii) the mgority of the trusees should be Canadian citizens resdent in
Canada; (iv) the mgority of the trustees should have a least five years experience
consgent with the stated investment objectives of the trust; and (v) the mgority of the
trustees must be independent of the adviser or its affilistes and a any meeting of the

trustees the mgjority of the quorum must be independent.

There have been various criticiams of the corporate style board of a mutua fund
in the past and it is gppropriate to discuss each of these criticiams, darting with the

reasons againg requiring such boards set out in the 1969 Mutual Funds Report.

The Committee that authored the 1969 Mutuad Funds Report supported the use of
independent directors for mutuad funds on a voluntary bass but the Committee did not

recommend that such use be mandated.® The 1969 Mutual Funds Report stated that the
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exigence of a separate board of directors for a mutua fund “may seem inconsigtent with
the philosophy of the mutud fund as the method whereby the management company sdls
invesment management”,'® as compared to the philosophy of the mutud fund as a
separate vehicle.  The Report dtated that the “inconsistency is, however, more apparent
then actud in view of the wide scope of powers entrusted to the management company
under the management contract and the even wider powers ordinarily exercised by it in

practice”.!” The Report also stated asfollows:

“Some of them [i.e, the possble techniques to provide independent scrutiny over
operations of mutua fund managers] ae inconsgent with our view that the
mutud fund is used by the management company to provide the service of
invesment management. We are not deterred by that fact from considering them
on their merits, if sidfied that a technique would effectively provide continuing
scrutiny and was workable, we would recommend its adoption in spite of a
philosophical inconsistency.”*8

Having concluded that, notwithstanding a possble philosophica inconsstency,
corporate style boards could be mandated even if one consders the mutua fund as a
product rather than as a separate entity, the 1969 Mutua Funds Report then leveled
certain criticisms againgt corporate style boards for mutual funds. The 1969 Mutud

Funds Report stated asfollows:

“Fird, the use of independent directors in the United States has not resolved the
problems inherent in the separation of management from ownership in the context
of mutud funds. Second, it is clear that independent directors have not been able
to ded adequately with the matters regarded by the SE.C. as mgor problem
aess, mentioned in the quotation in paragraph 6.38  [i.e, management
compensation, dlocation of brokerage and the setting of sdes load levelg. Third,
it seems agpparent on the bass of experience both in Canada and in the United
States that any effective requirement for the independence of directors would
have to include a very wide and rigorous test of independence.”*°
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The 1969 Mutud Funds Report aso stated a find reason why it rgected the

requirement of independent directors, as follows:

“Apart from the problems shown by experience to exist, we are concerned with a
quesion of principle inherent in the agpplication of a requirement for the
independence of directors. We question whether government should require that
persons without a direct stake in the success of the operation be put in a postion
where they are expected to pass on the busness judgment of the management
company. This point of principle serves to fortify us in a decison tha would in
any event be dictated by the other considerations discussed above.”°

With respect to the reasons given by the 1969 Mutuad Funds Report not to
recommend a corporate style board, one lawyer has written that the “actual reasons given
for the Canadian Committeg's decison [to rgect mandating independent directors] are

somewhet less compdling.”* | concur.

In response to the 1969 Mutud Funds Report's firgt criticiam, | beieve that a
form of mutud fund governance system which has independent directors as its core is at
leest as good as other fund governance models in resolving problems inherent in the

separation of management from ownership.??

With respect to the 1969 Mutua Funds Report's second criticiam that the
independent directors have not been able to ded adequately with certain matters, in 1992
and 1999 the SEC drongly endorsed the use of independent directors in U.S. mutua

funds as being the backbone of a wel functioning fund governance system.?®  As recently
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as December 1999, for example, the Director of the SEC's Divison of Investment

Management stated as follows:

“The watchdog role of independent directors is fundamentd to the framework
established by the 1940 Act to address conflicts of interest. Going into the 21st
century, strengthening that roleis one of our key roles as regulators.”#*

With respect to the 1969 Mutua Funds Report's third comment about the test of
independence, | agree that the U.S. test is complex and complicated but | believe a test

based upon the definition of unrelated director in the Dey Report®® would be workable.

Findly, the Committee that authored the 1969 Mutud Funds Report was
concerned with a “question of principle’ as to whether government should require that
persons without a direct stake in the success of a business should be placed in a pogtion
where they are expected to pass on the business judgment of the manager. It is not clear
from the 1969 Mutud Funds Report whether the Committees concern was that
independent mutud  fund directors would not own securities of the mutuad fund or
whether the independent directors would not own securities of the mutua fund manager.
In any event, | suggest that a mutud fund board will not necessaxrily be passng on the
business judgment of the fund manager. Even if the mutud fund board does pass on such
busness judgment, however, if thought necessary the CSA could mandate that board
members must own securities of one or more of the mutud funds in the mutud fund
complex or must own shares of the mutual fund manager if the fund manager is a public
company. Ownership by the fund directors of mutual fund securities, or of shares of the

fund manager if the fund manager is a public company, is not a requiremert in the U.S.
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dthough, as previoudy indicated in this report, the ICI pand which recommended best
practices for U.S. fund directors in 1999 recommended that fund directors should own
securities of the mutud funds on whose boards they serve®® In comparison, in the
corporate context, directors of public companies in the U.S. and Canada are not required
by lav to own securities of, and thereby have a direct stake in, the public companies on
whose boards they serve, dthough in the U.S. corporate directors frequently are pad in

stock, comprised either of option grants or of direct issuances of stock.

| see no need to require mutual fund directors to own shares of the fund manager
if the fund manager is a public company, as such ownership will not dign the interests of
the directors with the interets of the mutua fund securityholders and in fact such
ownership could conflict with such interests.  Although theoreticdly ownership by
mutua fund directors of securities of the mutua funds on whose boards they serve may
dign the interests of the directors with the interests of the securityholders, | believe the
redity is tha the amount of mutua fund securities owned likely will not make a dramdtic
impact on the net worth of the vast mgority of potentia directors and, therefore, fund
ownership would not be expected to materidly influence the decison of a director.
However, | do believe that owning securities of the mutua funds could cause the
directors to identify more with mutua fund securityholders by experiencing first hand the
quality of securityholder services provided by the mutua fund complex. In addition, as
securityholders the directors would receive copies of al materids that are sent to mutua
fund securityholders so that the directors might be prompted to consder from time to
time whether these materids are adequate or whether changes could be made to the

materids to provide better disclosure to mutua fund securityholders.  On  baance,
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therefore, | bdieve that mutua fund directors should own securities of the mutud funds

on whose boards they serve.

In addition to the concerns raised in the 1969 Mutua Funds Report, there are

additiona issues with respect to mandating boards of mutua funds.

A mgor criticiam relaes to the expense of having a board. The expense consists

of the actua cost of the directors and the cost of ancillary services for the directors.

In the United States, mutuad fund directors are paid for their services by the fund
while the board as a whole is respongble for setting the compensation of its members.
According to a survey by Management Practice Inc.,?” a U.S. consulting firm specidizing
in mutud fund governance issues, median compensation for U.S. mutua fund directors in

1998 was as follows (al figuresin U.S. dollars)?

Median Compensation of Mutua Fund Directorsin 1998

Insurance Company
Managed Funds Bank Managed All Other Funds
Median Funds Median Median
Asst Sze Compensation Compensation Compensation
$1-10 hillion $21,000 $9,500 $25,300
Gresater than $10 $61,000 $35,000 $66,000

billion

Management Practice Inc. dso pointed out that while directors for larger fund

groups are more highly compensated than directors of smdler fund groups, they “cost
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funds much less per million dollars of assets governed’?® and further that directors of
“complexes with more than $25 hillion in assets are paid $1.49 per year per $1 million
governed, or just over 1 cent for $10,000 (approximately the average mutud fund
invesment per U.S. shareholder)”®°. Set out below is a table prepared by Management

Practice Inc. upon which these statements are based (again, dl figuresin U.S. dollars)®

Totd Median Compensation per Million Dollars of Assats Governed

Asset Size
Lessthan (in Billions) Grester than
$1 billion $1-5 billion $5-10 hillion $10-25 billion $25 hillion
$36.91 $7.81 $4.35 $3.05 $1.49

Management Practice Inc. dso recently compared trends in corporate director

compensation to that of mutua fund trusteesin the U.S. and concluded as follows:

“The greastest difference between corporate directors and mutua fund trustees is
that the former are frequently paid in stock, ether in the form of outright grants or
stock options. In 1994 53% of corporate directors of the largest 200 public
companies received stock awards. By 1999 98% received stock awards.
Increasingly mutua fund trustees are being pad in red or deferred fund shares.
The objective, just as for public corporations, is to ensure that those responsible
for governance understand the motivations and frustrations of shareholders.

The average compensation of a director of one of the larget 200 US public
companies has risen from $78,700 in 1994 to $135,200 by 1999. Eighty one
percent of this amount was paid as fixed cash or stock award retainer, and 19% as
variable meeting or committee feess MPI found in 1999 tha the percent of
trustees fees paid asretainer averages 68% of total compensation.
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... The MPI 1999 Trustee Compensation Survey found that smdler fund
complexes (with between $1 and $5 hillion in assets) paid, on average, $17,000
while the largest complexes (with over $25 hillion) paid, on average, $79,700.
Snce mutual fund trustees are often drawn from the same candidate group as
directors of banks, insurance companies and diversified financial companies,
these amounts seem relatively small, especially since capital gains are excluded.

While the responsibilities of a mutual fund trustee are quite different from those of
a corporate director, the same pool of applicants tend to be qualified. Roughly
the same set of analytical skills and attention to detail is required. By this

measure independent trustees of mutual funds are comparatively inexpensive”32
[emphasis added]

In addition to fees paid to mutua fund loard members, there also would be other
expenses of having a mutud fund boad, including fees pad to consultants or
professona advisers to the board and the manager’s internal cods relating to servicing
the board. For large fund groups, | understand that the compensation and expense figures
in the aggregate are quite smal as a percentage of fund complex assets. For smdl fund
groups, however, the fees and expenses would be higher as a percentage of fund assets
and may in fact result in a competitive disadvantage compared to large fund groups and

other competing products.

Another criticiam is tha the Canadian mutud fund indusry will not be able to
find enough wel qudified individuds to become board members. With respect to
qudifications, | believe that board education programs sponsored by the manager or by a
trade organization like IFIC could bring new board members a long way up the requisite
learning curve. As to the number of individuas required, | recommend below that the
same individudls could be board members of dl funds in the mutud fund complex. It

may be the case that it will be difficult to find “high profile’ individuds to become board
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members, but | do not believe that high profile individuds would necessarily make the
best mutud fund board members. Individuds who have had busness experience in or
outsde the mutua fund area could have the appropriate background to become board
members, while board education programs could teach board members what they need to
know about the mutua fund business. It is key, however, that the individuds have

integrity and take their roles serioudy.

Another criticism that has been levied is that a mutua fund board could hinder the
operations of the mutud fund complex. This criticism relaes to the amount of time
required, and the possible increased workload on the manager, in order to obtain various
gpprovas from a fund board, the alegation that a fund board could micro-manage and
interfere with the manager’s decisonrmaking process and the argument that it may be
difficult to remove fund directors who are not seen to be working out. | believe that it is
possble for a mutud fund organization to desgn an effective and efficient board which
will not hinder the mutud fund complex carrying on business in the ordinary course. |

describe the basics of such a system in my recommendations which follow.

Findly, some ague that the U.S is the only jurisdiction which has as the
underpinning of its governance regime a corporate syle board of directors for ther
mutua funds and that Canada should not follow such a unique sysem. The uniqueness
of the U.S. system, however, does not necessarily make it any better or worse than any
other syssem. A board of directors style of governance does have the merit, however, of
being a sysem which is used in the corporate context throughout much of the world and

is even used in Canada for mutual fund corporations. A corporate style board aso is the
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governance mechanism that has been suggested by the OSC for closed end investment
funds in its current Policies 5.3 and 5.4 and since the early 1970's in predecessors to such

policies.

Accordingly, even though there may be certain legitimate criticiams to overcome
with respect to the establishment of a @rporate style board for mutua funds, if the CSA
conclude that they should mandate one specific form of governance regime a this time |
recommend that each mutua fund should have a corporate style board (of directors,

governors or trustees, asthe case may be).

What should the basics of such a mutua fund board sysem look like? As |
decribe below, | beieve that there should be flexibility built into the syssem and it

should not blindly mirror the U.S. mutua fund governance regime.

| recommend that the board should consst of a least three individuds, of whom
a least a mgority and preferably at least two-thirds are independent of the manager. The
definition of what conditutes an “independent” member should be modeled on the Dey
Report's definition of “unrelated” director®® rather than on the complex and detailed rules
used in the Investment Company Act of 1940.3* As stated in the ICI Best Practices
Report, having a least two-thirds of the directors of every investment company board
being independent “will help assure that independent directors control the voting process,
paticulaly on matters involving potentid conflicts of interet with the fund's investment

adviser or other service providers’
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| dso suggest tha the independent members of the board initidly would be
sdected and appointed by the manager. Theredfter the independent members would be
gopointed by the full board (and not by the manager nor by the independent members
done) or in the case of a corporate mutua fund they would be dected by the fund's
shareholders as required by the fund’'s governing corporate statute, in either case based
upon the recommendations of a nominating committee composed of a least a mgority of
directors who are independent of the manager. This recommendation is not entirdy in
accord with that of the ICI Best Practices Report, which states that independent directors
should be sdected and nominated by vote of a mgority of the incumbent independent
directors and that the fund board should delegate to the independent directors the
authority to dect, or recommend that shareholders eect, the nominees if legaly permitted
to do s0.*® My recommendation does accord with that of the Dey Report, which stated as

follows in connection with the nomination of new directors:

“We therefore propose as our next governance guiddine that the board of every
corporation gppoint a committee of directors composed exclusvely of outsde
directors, a mgority of whom are unrelated directors, with the respongbility for
proposing new nominees to the board and for assessng directors on a ongoing
bass  The actud decison as to who should be nominated should be the
reponsbility of the full board after consdering the recommendations of the
nominating committee.”’

The sdaries and expenses of the board members, including the expenses of
professional advice that the board or that the independent members reasonably require to
carry out their duties, must be borne ether by the manager or by the funds themsaves. |
do not believe that there is a “right” answer as to what party should bear these expenses.

In the U.S, the expenses ae borne by the mutud funds. There is some merit to
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arguments from the Canadian mutud fund industry that if boards are mandated by the
CSA, the boards are being edtablished for the benefit of the fund securityholders and
accordingly the expenses associated with the board should be borne by the
securityholders. The contrary view, however, is that the expenses related to having
boards of mutua funds are merdly an additiond cost of doing business and the manager
should absorb these expenses as the price of entering into the mutua fund management
busness. At this time, | suggest that competition in the marketplace should determine
who pays the board’'s fees and expenses, provided that who pays is adequately disclosed
to investors. No matter who pays the fees and expenses associated with the board,
however, it is important in order to ensure the independence of independent members that
their sdaries should be determined by the board itsdf (dthough the manager and the

board jointly could set the sdary levelsin thefirg ingance).

The board, smilar to a board of directors of a corporation, should have the
generd  responghility to supervise the management of the busness and affars of the
mutud fund in order that decisons affecting the mutud fund are made in the best
interests of the securityholders of the mutuad fund. The board should have oversight
respongbilities and should not micro-manage. The board need not have a detailed list of
specific duties, dthough certan minimum responghilities should be edablished. The
minimum duties could incdlude (i) evauating the performance of the manager in vaious
categories, including providing an adequate levd of service to securityholders and in
producing acceptable investment returns for the mutua fund, before and after expenses,
in comparison to appropriate benchmarks that take into account the mutua fund's risk

profile (i) reviewing the financid daements of the mutud fund; (iii) checking that the
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mutud fund is following its invesment objectives; (iv) monitoring the manager's
compliance with the mutua fund’'s compliance plan (described later in this Part VII under
the heading “4. Recommendations Regarding a Compliance Plan”); and (v) making
decisons on behdf of a mutud fund whenever conflict of interest issues arise between

the mutual fund and any other party.

In addition to the specified minimum duties, the board should have flexibility to
determine what dse it should do to fulfill its broader generd mandate. For example, the
board may decide that it is in the best interests of mutuad fund securityholders if
additiona information is disclosed to them that a present is not legdly necessary in
Canada. In this vein, the board might recommend to the manager that after-tax returns
for investors at specific tax brackets and for specified time periods be disclosed to mutud
fund securityholders, which is a practice tha some mutua fund groups in the U.S. are
voluntarily following and that the SEC is conddering mandeting. In addition, the board
might recommend that the manager should disclose to the mutuad fund securityholders
whether the mutual fund's expenses which are pad to the manager or related parties are
being charged at cost or whether they are being charged a a profit and, if a a profit, the
amount of such profit. The board dso might recommend to the manager tha there is
another method of disclosang expenses (i.e, as a percentage of the mutua fund's return
for specified time periods) that would be relevant to mutua fund securityholders and that
would make the quantum of expenses clearer to securityholders. In this regard, | quote
from a 1999 booklet entitled “Strengthening Mutua Fund Governance’ prepared by
Management Practice, Inc, a U.S oonaulting firm gspecidizing in mutud  fund

governance issues.
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“In the bull market of the past Sx years investors have become quite insengtive to
fund fee and expense levels because, as a generd rule, they have done very wdll.
Expense raios seem comparatively low and investors understand that investment
managers deserve to be highly compensated for a job well done. With this as a

prevaent atitude, expense comparisons may appear reasonable even though the
absolute levels are high.

Pat of the problem is that fund expenses are typicdly shown as a percent of fund
asts, a very large denominator.  This disclosure portrays an annud outflow of
money as a fraction of a large period end balance — not unlike General Motors
disclosing its operaing expense as a percent of its year end tota assets. Even the
disclosure of how many dollars an investor will pay in expenses per $10,000
invesed is not paticulaly meaningful to an individud investor.  Shareholders
would be more interested in the expense ratio if it were shown as a percent of
what they earned in the same period because then they would see how much of
their return has been eroded.”>®

The board dso might recommend that the manager provide more information to mutua

funds securityholders of the impact on them of fund expenses.

Whatever responghbilities are given to the board, however, 1 do not beieve that
the board should have the power to terminate the manager. Having the right to terminate
the manager is the ultimate “big stick” but | believe it is too draconian a pendty to hold
over the head of the manager, especidly when investors buy into a mutua fund knowing
who, and in many cases gpecificaly because of who, is sponsoring the mutua fund.
Rather than having the right to terminate the manager, | recommend that in the event tha
the board and the manager cannot agree on any issues, the board or the manager should
report such matters to the CSA or to the securityholders of the mutud fund or, in
gopropriate circumstances, cal a meeting of mutual fund securityholders to vote on the
issues.  To whom the report is made and whether a securityholder meeting will be called

will be a decison of the board or the manager, as the case may be, based upon the nature
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of the matter in dispute. The CSA should not be required to function as a mediator in a
dispute upon receipt of a report, but rather the CSA should investigate the adlegations in
the report and if the meatters in dispute gppear to violate agpplicable securities law or
appear to be contrary to the public interest then the CSA should take appropriate action. |
believe that this reporting power and the power to cdl a meeting of mutud fund
securityholders, together with the publicity engendered if the report is made to the
securityholders or the securityholder meeting is cdled and the threat of action by the
C3A if the report is made to the CSA, should in most cases provide sufficient incentive

for the board and the manager to work together and resolve any issues.

Board members should have a standard of care smilar to that of directors of a
business corporation, which in the case of a federal Canadian corporation are set out in

subsection 122(1) of the Canada Business Corporations Act®°, asfollows:

“Every director and officer of a corporation in exercisng his powers and
discharging his duties shall

@ act honestly and in good fath with a view to the best interests of the
corporation; and

(b) exercise the care, diligence and skill that a reasonably prudent person
would exercise in comparable circumstances.”*°

This standard of care for directors under the Canada Business Corporations Act dso is
gmilar to tha required of mutud fund managers under subsection 116(1) of the

Securities Act (Ontario).
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| beieve that the board will function more effectivdly if one of the independent
members serves as a lead member.  The lead member could manage the processes of the
board and could monitor the mutud fund on a regular bass. The lead member should be
the key person who interacts with the fund manager on issues relaing to the mutua fund.
The lead member dso would give the manager a contact person to speek to if and when

the manager wishes to informaly have discussions rdating to the mutua fund.

The mutud fund complex may wish to pay the lead member more than is pad to
the other independent directors. Whether or not the lead member is paid more, however,
the appointment of a leead member should not detract from the legd obligations of the

remaining independent members.

It is possble that directors may be involved in litigation. Such litigation may be
brought by securityholders of a mutua fund, by outside third parties or by the manager

itsdlf. Asdated in the ICl Best Practices Report:

“There have been two recent cases ... where fund management sought to resolve
sious differences with the independent directors through litigation.  Such
ingtances have emphasized to the Advisory Group the importance of ensuring thet
independent directors be able to take whatever action they believe in good faith to
be necessary for the protection of shareholders without concern over persona
ligbility from litigetion, paticularly litigation with fund manegement.  Such
litigation can be extremely expensve and may even cary with it a potentid for
persond financid ruin.  Consequently, the absence of adequate insurance
coverage or indemnification can discourage independent directors from acting
aggressvdy in the interests of fund shareholders and even discourage qudified
individuals from serving as independent directors”**
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Accordingly, | beieve that it is important for board members to have the right to be
indemnified from the assats of a mutud fund (and, if these are not sufficient, from the
asets of a manager) for lidbilities incurred while carrying out their duties, provided the
board members have not falen below the standard of care discussed above*? The board
aso should be authorized to purchase appropriate liability insurance for the benefit of its
members, which would be paid by the mutud fund if the manager is not willing to defray
the cos, but such insurance should not cover any lidbility resulting from not satisfying
the standard of care discussed above*® Board members should try to obtain insurance
policies that would provide coverage in Stuations where the directors and the manager
are opposng paties in litigation. Board members aso should try to obtain insurance
coverage that continues to insure activities that occurred while the member was a director
even if the director subsequently resigns or if the policy subsequently is terminated or

modified.

In order that board members understand their duties as well as the mutua fund
busness, it is important that they be provided with sufficient education about the fund
business in generd and the mutud fund complex’s operations in particular.  Accordingly,
| believe that it is gppropriate that the manager, directly or through a trade organization
such as IFIC, provide sufficient education programs to new board members and to board
members on an ongoing basis. If necessary, board members could supplement these
education programs by aso attending outsde seminars, the cost of which would be paid

by the mutua fund if the manager is nat willing to defray the cod.
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One question that has been debated in the U.S. and Canada is whether the same
individuals can St on the boards of a number of mutud funds within the same mutud
fund complex. Some commentators have suggested that each mutud fund should have its
own board comprised of members different from the members of other boards of other
mutud funds in the complex, others have suggested that while eech mutua fund should
have its own board the same people can st as members of dl the boards in a mutud fund
complex (cdled unitary boards) or in a mutud fund family within the complex (cdled
cluster boards), while others have suggested that if there is to be a board for mutud funds
there should be but one board that covers dl mutua funds in the complex or in the fund

family.

Canadian mutua fund corporations have separate boards of directors for each
corporation and mutud fund trusts have separate trustees for each trust. To cregte a
ample and coherent structure, | believe it is more gppropriate to have a separate board for
each mutud fund rather than one board for the entire mutua fund complex or the entire

fund family.

The question whether the same people can st on the boards of dl the mutud
funds raises other issues. Let me quote from a 1997 article that appeared in the Journa of
Fnancid Economics which sets out cetan aguments for and agang permitting

individuasto St on multiple boards of U.S. mutud funds.

“The potentid for conflicts of interex may be compounded when independent
directors serve on multiple boards for a sngle fund sponsor. ...While the fund
sponsor cannot remove an independent director from a board, it can privatdy ask
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the director not to stand for redection, and dlegedly, by such trestment, make the
affected director fed ‘uncomfortable’. Findly, while independent directors have
regular contact with representatives of the fund sponsor through board mesetings,
they have litle mandated contact with the fund shareholders they represent.
Unlike corporate boards, who nomindly meet with shareholders a  annud
shareholder mesetings, mutual fund boards are not required to hold these mestings.
Board dections are amost never publicly contested, as is frequently observed in
corporate proxy contests.

By seeking to protect the current and future stream of compensation from existing
and new board memberships, an independent director’s interests could become
more closdy digned with the fund sponsor than with the shareholders of the fund,
leading to less vigilant oversght and higher feess A dear datement of this
dlegation is found in the lawsuit, Olesh v. Dreyfus (CV-94-1664), filed in the
Eagtern Didtrict of New Y ork, in which:

Mantiffs alege that by virtue of ... disproportionate compensation, the
interlocking directorates, and the presence of Dreyfus officers, the non
interested directors are anything but non-interested, and in fact have an
ongoing business reaionship with Dreyfus that overcomes ther ability to
judge Dreyfus conduct independently.

In a more recent lawsuit (Strougo v. Scudder, Stevens, and Clark and the Brazil
Fund (CV-95-2136), the contention was made that wedl-paid independent
shareholders [sc] were essentidly ‘house directors .

In rebuttal, others have suggested that the use of a common board of well-paid
directors is beneficid for fund shareholders. The use of the same directors across
multiple boards creastes economies of scade and scope in oversght due to the
development of specidized monitoring skills.  Being gatekeepers of many funds
contracts can enhance the directors bargaining power. By dgtting on many
boards, independent directors develop a stronger relaionship with independent
counsd. Findly, higher compensation could be the reward for better oversight
skills, which could be signded to potential customers”#4

| would add that, should different individuads be required for the board of each

mutud fund, there dso are practicad and logidicd issues of finding sufficient numbers of



- 174-

qudified individuds to become members of the board and of having to hold separate

board meetings of each mutua fund.

| understand that as a result of the Strougo litigation referred to above, the
invesment funds indugry in the United States lobbied the legidatures of Massachusetts
(where the mgority of mutud fund truss in the U.S. are established) and Maryland
(where the mgority of mutual fund corporations in the U.S. ae incorporated) and
legidation was enacted in those two states which now provides that mutua fund directors
who ae independent under the Investment Company Act of 1940 are consdered
independent under date law, thereby going a long way to stop dlegations smilar to the

plantiff’s damsin Strougo from proceeding in the future.

Chairman Levitt of the SEC dso was quoted in 1999 as stating:

“There have been questions raised in the press and in the courts about whether
amply sarving on multiple boards or portfolios compromises a director’'s
independence.  Recent court decisons say it doesit. And I'm inclined to
agree.”®

For the reasons set out in the extracted article above describing why the same
individuals can gt on multiple boards, as well as because of the practicaity and logistics
of not being ale to find enough qudified individuds or having to hold separate board
mesetings of each mutua fund, | recommend that there should not be a redriction on the
same people becoming members of the board of dl of the mutud funds in a mutud fund

family or amutual fund complex.
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To summarize, | recommend:

If the CSA decide to mandate at this time one specific form of fund governance
regime, then each mutua fund should have a “corporate style€’ board (of directors,
governors or trustees, as the case may be). Mutud fund corporations aready have
boards of directors and some mutud fund trusts have individua trustees who
collectively condtitute a board of trustees. In the case of mutud fund trusts that
have a corporate trustee, the corporate trustee should be ieplaced by a board of

individud trustees.

If the CSA mandate such a board sructure, | believe that there should be some
flexibility built into the sysem and it should not blindly mirror the U.S. mutud
fund governance regime. | recommend that the board of a Canadian mutua fund

should be constituted and should operate as follows:

@ The board should consst of a least three individuas of whom a least a
maority and preferably at least two-thirds are independent of the manager.
The ddfinition of what conditutes an “independent” member should be
moddled on the Dey Report's definition of “unrelated” director rather than
on the complex and detailed rules usad in the Investment Company Act of
1940.

(b) There should be no redtriction on the same individuas being on the boards
of more than one or dl of the mutua fundsin a fund complex.

(© The independent members of the board initidly would be sdected and
gppointed by the manager. Thereafter the independent members would be
gopointed by the full board (and not by the manager nor by the
independent members done) or in the case of a corporate mutua fund they
would be eected by the fund's shareholders as required by the fund's
governing corporate daute, in  ether case based upon the
recommendations of a nominating committee composed of a least a
magority of directors who are independent of the manager.
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The sdaries of the independent members should be determined by the
board, but in the firs ingance they could be established by the manager
and the board jointly.

The sdaies of the independent members, as wel as any additiond
expenses of having a board, could be paid ether by the mutua fund or by
the manager.

The board, as well as the independent members as a separate group,
should have the power to seek whatever professonal advice and incur
whatever expenses they reasonably require to carry out their duties, with
the cost of such advice being borne ether by the mutud fund or by the
manager. These expenses would be paid by the mutud fund if the
manager does not agree to pay them.

The board should have the generd responshility to supervise the
management of the business and affars of the mutud fund in order that
decisons afecting the mutud fund are made in the best interests of the
securityholders of the mutud fund. The board need not have a detailed list
of gpecific duties but cetan minimum regpongbilities should be
edablished. The minimum duties could incdude (i) evduaing the
performance of the manager in various categories (including in providing
an adequate level of service to securityholders and in producing acceptable
investment returns for the mutud fund, before and after expenses, in
comparison to appropriate benchmarks that take into account the mutud
fund's risk prafile); (i) reviewing the financid daiements of the mutua
fund; (i) checking tha the mutud fund is folowing its invesment
objectives, (iv) monitoring the manager’'s compliance with the mutud
fund’'s compliance plan; and (v) meking decisons on behdf of a mutua
fund whenever conflict of interest issues arise between the mutud fund
and any other paty. In addition to the specified minimum duties, the
board should have the flexibility to determine wha ese it should do to
fulfill its broader generd mandate. The board should not have the right to
terminate the manager. The board should be given sufficient power to
carry out its responshilities.

Board members should have a sandard of care smilar to that of directors
of abusiness corporation.

Each board should have a lead member, who will be one of the
independent members. The lead member should be responsble for
managing the processes of the board. The lead member should monitor
the mutua fund on a regula basis and should be the key person who
interacts with the fund manager on issues relating to the mutua fund.

Each board member should be entitled to be indemnified from the assets
of the mutua fund (and, if these are not sufficient, from the assats of the
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manager) for liabilities incurred while carrying out his or her duties,
provided the board member has not falen below the board's standard of
care.

(k) The board should be authorized to purchase appropriate ligbility insurance
for the benefit of its members a the expense of the mutua fund, but such
insurance should not cover any ligbility resulting from not satisfying the
board’ s standard of care.

()] If the board and the manager cannot agree on any issues, the board or the
manager should report such matters to the CSA or to the securityholders of
the mutud fund or, in gppropriate circumdances, cadl a meeting of mutua
fund securityholders to vote on the issues. To whom the report is made
and whether a securityholder meeting will be cdled will be a decison of
the board or the manager, as the case may be, based upon the nature of the
matter in dispute.  The CSA, however should not be required to function
asamediator.

(m  The manager, directly or through a trade organization, should provide
aUfficient education programs to new board members and to al board
members on an ongoing bass. Board members dso should have the right
to supplement these education programs by attending outsde seminars a
the expense of the manager or, if the manager is unwilling to pay the codts,
a the expense of the mutud fund.

3. Recommendations Regar ding Registration of Mutual Fund Managers

Part 111 of this report entitled “Higtory of the Mutud Fund Governance Debate in
Canadd’ points out that the 1969 Mutua Funds Report, the 1974 Proposals®® the
Stromberg Report, the Steering Group Report and the Quebec Report al recommended
that mutuad fund managers be registered. Notwithstanding these recommendations, today
a mutuad fund manager is not required to be registered with a securities regulatory body
in Canada in order to act as the manager of a mutud fund. If, in addition to being the
manager, the manager acts as a deder in the securities of the mutuad fund or as an adviser

to the mutua fund, however, the manager must be registered as a mutud fund deder or
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as an advisr (in Ontario, generdly in the categories of investment counsd and portfolio

manager), as the case may be.

The manager of a mutud fund is typicdly the promoter of the fund and as such is
the entity which causes the fund to be established and on an onrgoing bass has the
responsibility (together with the trustee of a mutua fund trust and the board of directors
of a mutud fund corporation) for operating the mutual fund. Accordingly, the manager is
a vey important, and perhaps the most important, entity in ensuring the viability of the

mutud fund.

In consdering whether Audtrdian mutud fund managers should be registered, the

ALRC dated asfollowsin the ALRC Report:

“Licengng is an effective way of imposng and monitoring the controls that the
Review recommends for scheme operators. ...Licensng will enable the regulator
to screen out insolvent companies, those that do not have the required leve of
capital and those that do not have adequate compliance measures.  Licensng
provides a means of monitoring the operations of schemes [i.e. mutud fundg and
imposng aly necessty changes to the schemeés operation through licence
conditions. It will dso provide the ASC [Audrdian Securities Commisson] with
information about the industry which is particularly important for the purpose of
aurvelllance.  The Review recommends that al scheme operators should be
licensed. It should be an offence for any person other than a court appointed
temporary scheme operator or the adminigtrator or liquidator for a scheme to
operae a collective invesment scheme or to issue intereds in a collective
investment scheme without alicence” #’

The supervison of fund managers adso has been considered by 10SCO.*8  In

September 1997 the Technicd Committee of IOSCO published a document entitled
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“Principles for the Supervison of Operators of Collective Investment Schemes'.

According to the report, it was published for the following reason:

“... CIS [collective investment scheme or schemes, as the context may require)
operators increesingly engage in cross-border activities The development of
Principles for the supervison of these entities would not only fecilitate the
internationd coordination of the regulaion of investment management, but would
adso contribute to the ultimate goa of reducing impediments to the cross border
activities of CIS and their operators.”#°

The IOSCO Technicd Committee indicated that mutud fund managers “may be
subject to supervison by a number of different parties (such as trustees, custodians,
depositories, externd auditors, independent directors and compliance committees, efc.),
even where the regulatory authority plays a primary role in supervison”*® The 10SCO
Technicad Committee then gave the following four reasons why managers of collective
invesment schemes should be supervised, without specifying whether a regulatory

authority or another entity should be responsible for the supervision:

“1. Investor Protection

The fundamental purpose of supervisng an operator of a CIS is to ensure that
investors interests are protected.  Supervison should seek to ensure that the
assts of a CIS are managed in the best interests of its investors and in accordance
with the objectivesof aCIS. ...

An operator should dso be supervised in order to confirm that the investments in
aClSare valued properly. ...

Investors  interests will dso be protected by ensuring a CIS contans an
appropriate spread of investments, ...
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2. Market Integrity

The fact that an operator is subject to supervison may encourage investors to
use CIS as vehides for ther invesments. If there is no (or inadequate)
supervison, there is a strong posshility that investors interests will be adversdly
affected. This, in turn, will dissuade the public from investing their savings and
diminish confidence in the financid markets. ...

3. Integrity of Operator

An operator of a CIS will often be responsible for ensuring that dl the day to day
activities of operating a CIS are caried out competently. This may be a wide
range of activities which includes managing the invetments in accordance with
the objectives of a CIS, vduation, adminigration, accounting, promotion and
digribution. With so much responghility resing with one entity, it is important
that effective supervisonisin place. ...

4, Global Developments of CISas an Investment Vehicle

CIS gructures have developed rapidly and are now used globaly as investment
vehidles for a range of investment opportunities. For many investors a CIS is the
fird choice of invetment vehicle which, in some respects, increases the
obligations of supervisory authorities to ensure that CIS are managed properly
and that these investors' interests are protected. ...

For the CIS industry to be able to satisfy this expectation of producing a globd
investment vehicle, it is important that operators are properly supervised. Failure
to properly supervise may result in vauation, custodid and other types of erors
which, in turn, may adversdy affect large numbers of investors”>*

Regidration of a mutua fund manager should give the CSA the jurisdiction and
power to inspect and monitor the operations of the mutua fund manager even if the
manager is not registered as a deder or as an adviser, thereby providing the CSA with
another tool to assg them in trying to ensure tha the interests of the mutud fund

securityholders are being looked after adequately. The 1969 Mutud Funds Report has an
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interesting paragraph which is sated in a different context, but | believe the thought aso

is gpplicable in the context of the mutua fund manager:

“8.65 Regulatory systems often tend to weigh most heavily on the organizations
for which they are least needed, namely those which are operated on an
ethical basis and make it a policy to comply not only with the letter but
also with the spirit of applicable rules. Other organizations, those for
which the regulations are often designed, might take a more cavalier
attitude towards them; reliance on a strict interpretation of the letter of
the law, by contrast with conscientious adherence to its spirit, can result
in completely different methods of operation. Only by effective
enforcement can the disparity be rectified. With regulations of the type
proposed in this chapter and with most of the recommendations in this
report, effective enforcement can only be attained with an adequate system
of ingpection. Compliance with many of the procedures proposed in this
report could be confirmed only by persond ingpection, and problems in
other aspects of operations can be detected in that way before they develop
into crises”®? [emphasis added]

| concur with the foregoing views st out in the ALRC Report, the 10SCO
Technicd Committee report and the 1969 Mutual Funds Report and recommend that

mutua fund managers be required to be registered with a securities regulator.

If a mutua fund manager is to be registered, the next question is what category of
registration should apply. Should the mutua fund manager be registered in one of the
current categories, namey ether as a deder or as an adviser, or should a separate
regisiration category be created? The Stromberg Report recommended that “registration
of managers of investment funds be a specid category of regidration within the adviser
dassfication”.®® | recommend tha rather than having the manager regisered as an
adviser or as a deder, a separate regidration category be created. | suggest this route

because | bdieve that the manager function is different from the advisr and deder
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functions and certain criteria which would be looked at by the securities regulator before

permitting the mutual fund manager to be registered and on an on-going bass thereafter

are different from the criteria for regstering advisers or deders.  In paticular, a mgor

focus of the manager regidtration scheme should be to try to ensure that appropriate

personnel, systems, technology and cepitd are avalable so that there will be some

assurance that the manager will ke able to carry out its functions and properly service the

mutud fund securityholders, in compliance with al legd requirements goplicable to the

manager and the mutud funds.

(@)

Registration Consider ations

The ALRC Report ated in rdlevant part asfollows

“The main focus of the licensing process should be to reduce compliance risk. It
should do this in two ways. Fird, the primary factor that the ASC should consider
when dedling with licence gpplications is the compliance measures the gpplicant
proposes to implement. The ASC should be able to rgect an gpplication if it
consders that the proposed compliance measures are not reasonably likely to
detect in advance and prevent a possble breach of the law or the scheme
conditution.  Secondly, the directors of the applicant should be required to
endorse the compliance measures that are to be imposed as license conditions and
certify that, in their opinion, the measures are adequate and can be implemented.

... The Review recommends that the law should set out a non-exhaustive list of
compliance factors that the ASC must take into account in considering license
applications. They indude

arangements for holding the scheme property, including procedures to
ensure the separate identification of scheme assets

measures for separating decison making rdating to the investment and

expenditure of scheme propety from the implementation of those
decisons
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arangements for auditing the scheme, including the frequency of audits
by internal and external auditors

arrangements for keeping the records of the scheme.

... The Review recommends that the directors of the operator should, before the
ASC grants the licence, certify that they have examined the conditions proposed
by the ASC and that they are satisfied that they are reasonably likely to detect in
advance and prevent possible breaches of the law and the scheme constitution
and can be put into effect by the applicant if the application is granted. Thiswill
impress on directors the importance of the conditions of the licence and will
commit the operator to the compliance measures suggested by the ASC. This
aoproach will achieve a focus on addressng compliance risk without introducing
inflexibility into the regime. It may aso reduce the risk that an operators licence
will be seen as some sort of guarantee by the ASC that the operator will comply
with the law.”>* [emphasis added]

| concur with the foregoing recommendations in the ALRC Report.

Both the Stromberg Report and the Steering Group Report have discussed and
recommended conditions of regidration for mutua fund managers. As | agree with much
of what these reports have stated in this regard, | will set out sdected quotes from these

reports.

(b) Proficiency Requirementsfor Mutual Fund Managers

The Stromberg Report recommended that

“ an invesment fund manager should, as a minimum, be required to have a chief
executive officer, a chief financid officer, a senior adminidrative officer and a
senior compliance officer. Each of these persons should be required to have at
leest five years direct experience in the invesment fund/securities industry or
sarving the industry from outdde. The chief financid officer should be required
to have suitable finahcid and accounting traning and expertise to enable such
officer to fulfil the functions of such office.
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In gtuations where the investment fund manager is not providing investment
advisory sarvices directly to its goonsored investment funds but is retaining third
parties to provide such services, the invesment fund manager should be required
to have on daff persons with sufficient knowledge, expertise and experience in
portfolio management who will be responsble for oversght and assessment of the
adequacy of the services provided by third party portfolio managers.”>®

The Steering Group Report made smilar recommendations which are described in

Part 111 of this report under the heading “5. The Steering Group Report”.

| concur with the foregoing recommendations of the Steering Group and the

Stromberg Report.

(© Capital Requirementsfor Mutual Fund Managers

If a mutud fund manager is to be registered, the question arises whether there
should be a minimum capitd requirement gpplicable to the manager. In the Stromberg
Report, Ms Stromberg did not question the requirement for capitd, but rather

recommended that

“pat of the follon-on work aisng out of my Report [should] focus on
edablishing what the minimum amount of regulatory capita should be and how it
should be cdculated.  Condderation might aso be given to whether any
reductions in these amounts is gppropriate where the services required by the
manager of the investment are outsourced.”>®

| believe there is merit in requiring minimum capitad for managers.  According to

various industry participants referred to in the Stromberg Report,
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“the minimum regulatory capitd for investment fund managers should be st a a
high enough levd to ensure that the organization is sufficently cepitdized to
provide qudity daff, equipment, sysems and services to support the assets of
fund investors.”®

Ms Stromberg stated as follows:

“Increased capitd requirements will help ensure that the investment fund manager
is e to provide and maintain qudity services as fund assets grow. It will dso
help ensure that the invesment fund manager has assets avalable to stisfy any
legd dlaims”>®

Thisview is echoed in a submisson to the ALRC described in the ALRC Report:

“We grongly contend that investors interests are not well served by not having a
minmum capital requirement for [operators]. A minimum capitd requirement is
demondtration of [an operator’s] commitment to the industry, and of its substance
and credentids to perform collective investment respongbility. It dso offers
investors an added degee of security and a sendble fiducary discipline on
[operators] who would not want to expose their capital base.”>°

The ALRC Report indicated that it “appears that an dement of comfort is gained
from a cepitd requirement, despite widespread acknowledgement that any amount
chosen will be arbitrary and, for some schemes, ingppropriate. A capitd requirement is
adso seen by many as some protection againg inditution risk [i.e. meaning risk that the

mutual fund manager will collapse].”®°

According to the ALRC, the amount of capitd necessary as a condition for mutua
fund manager regidratiion should be st a 5% of the vaue of the assets of dl funds

managed by the manager, subject to a minimum of $100,000 and a maximum of
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$5,000,000.°* The suggestion of various industry commentators set out in the Stromberg
Report was tha the initid minimum regulatory capitd should be set a $1,000,000 and

should increase as fund assets increase according to the following scale®?

Fund Assets Capital Rate Minimum Capital
Lessthan - $100 million - $1,000,000
$100 million - $200 million 1.00 % up to $2,000,000
$200 million - $1 billion 0.25% up to $4,000,000
$1 billion - $5 billion 0.10% up to $8,000,000
$5 hillion and over 0.05 % over $8,000,000

The Seering Group Report suggested different minimum  capital  requirements
(see Pat 11 of this report). | leave it to the CSA to determine what amount of capitd is

gppropriate for amutua fund manager.

d) Insurance Requirementsfor Mutual Fund Managers

In addition to, and not as a subgtitution for, minimum capital requirements, | aso
recommend (as did Ms Stromberg)®® tha minimum insurance requirements for fund
managers should be established. As stated by Ms Stromberd®* and the Steering Group
Report,®® insurance should cover various risks, including property and casualty coverage,
business interruption coverage and fiddity coverage. Agan, | leave it to the CSA to
determine the type of coverages and levels that are gppropriate for a mutud fund

manager. | aso concur with the following recommendaions from the Steering Group

Report:
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“Regulators should obtain certification from the board of directors of the manager
that full condderation has been given to the amount of bonding or insurance
necessary to cover the insurable risks in the manager’s business.  Confirmation of
the level of insurance coverage could aso be provided to the regulators or an
independent third party could be required to report on the levd of insurance
coverage.”®®

(e Board of Directorsand Audit Committee of Mutual Fund Managers

If the CSA decide to mandate corporate style boards for mutua funds with at least
a mgority and preferably at least two-thirds of its members independent of the manager,
then 1 see no need to require boards of directors of mutud fund managers to have a
majority of independent directors. | do believe (as did Ms Stromberg)®’, however, that
mutua fund managers should have an audit committee of the board, a mgority of whom
should be independent directors. | aso believe that the members of the audit committee
should have aufficient financid literacy, and in addition the char of the audit committee
should have accounting expertise, in order to be able to carry out ther duties. A key
function of the audit committee would be to monitor the financid integrity of the
financid datements of the mutua funds and, in particular, to make sure tha there are
adequate procedures in place to monitor the caculations of net asset vaue and the types
and amounts of expenses which are dlocated to the mutua funds. The audit committee
would report to the full board of the manager, which would be responsble for signing off
on the financid datements of the mutud funds. | previoudy stated in Part VII under the
heading “1. Recommendations Regarding Edablishing an Independent Governing Body”
that the independent governing body would be responsble for reviewing the mutud
funds financid datements, but | believe the primary responsbility for any erors in the

finendd statements should lie with the manager.
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Recent announcements by the SEC have highlighted its concerns regarding the
role of the audit committees of public companies which are ddiberaidy engaging in
improper  earnings management®®  Eanings management of mutua funds, however,
would not be a concern of the audit committee of the manager of a mutud fund. Rather,
as dated above, the key concerns of the audit committee of the mutua fund manager
would be the caculaion of net asset vdue and the verification of the types and amounts

of expenses dlocated to a mutual fund.

) Internal and External Controls

The Steering Group Report aso described various internd controls as well as
controls to monitor externd service providers tha the manager should have in place,
dating that “[gpecific minimum internd control procedures for transfer agency, trust
accounting and fund accounting functions should be aticulated”®® Some of these
controls will be dedt with a the mutud fund levd in the compliance plans and reports
described later in this Part VII under the heading “4. Recommendations Regarding
Compliance Plan”. To the extent these controls relae to the manager or other service

providers, however, it is important that the manager and its audit committee monitor

them.

To summarize, | recommend:

1 Each mutual fund manager should be required to be registered with the CSA. |
recommend that rather than having the manager regisered as an adviser or as a

dedler, a separate registration category be created.
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2. Conditions of regigration should indude minimum profidency requirements,
minimum  capitdl requirements, minimum  insurance  requirements,  the
edablishment of an audit committee and implementation of various internd

controls aswell as controls to monitor external service providers.

3. As part of the regidration process, the board of directors of the manager should
certify that it has reviewed any proposed conditions of regigtration and the board

believes that the manager will be able to satisfy the conditions.

4, Recommendations Regar ding a Compliance Plan

| believe it is of paramount importance that every mutud fund complex have a
culture of integrity that is fostered a the most senior leves of the organization and is
inculcated throughout the organization.  Although a culture of integrity can be
encouraged, however, it is very difficult, if not impossble, to effectively mandate such a
requirement.  Accordingly, whatever the form of governance regime that results from
these recommendations, | bdieve it is important that the manager, with the input of the

governance body, prepares a compliance plan for each mutua fund.

The ALRC Report dtated its principa reason for a compliance plan, asfollows:

“This [i.e, compliance rik] is the most sSgnificant risk that a regulaory regime
for collective invesment schemes mugt ded with. Deding adequatdly and in a
cos effective way with compliance risk is the centrd dement of the regulatory
regime the Review recommends for collective investment schemes.” "
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The ALRC Report went on to make the following recommendations in connection

with compliance plans:

“Incentive and respongbility

9.5

Compliance risk will be contained if scheme operators establish and give
effect to compliance measures that are reasonably likey to detect in
advance and prevent a potentid breach of the law or the scheme's
conditution. The measures the Review envisages would include rules and
procedures to be followed at every stage in the management of the scheme
which diminate, as far as reasonably possible, the risk of mistake, neglect
or fraud in the conduct of the scheme, and a sysem of checks and
independent auditing to ensure that those rules and procedures are being
complied with. The law should undewrite the dedrability of operators
implementing such measures. Smply requiring operators to have
adequate compliance measures is not, however, the most effective way to
achieve this. Operators must dso be given an incentive to address the
issue of compliance risk and must be made to take responghility for the
compliance mesasures under which their schemes operate.  This incentive
can be provided by making it a defence to most prosecutions for breaches
of the law tha the operator was teking al reasonable measures to prevent
rdevant contraventions. Encouraging scheme operators to take
respongbility for compliance measures can dso be achieved by requiring
them to cetify tha the compliance measures under which they will
operate are adequate.” "

The ALRC Report continued as follows.

“9.7

The law should not specify what will conditute adequate compliance
measures.  Rather, the law should place the respongbility on the scheme
operator to develop and implement an agppropriate set of compliance
measures to address a minimum number of mandatory matters.  This
dlows for flexibility — compliance procedures will be adjusted according
to the naure and features of individua schemes. This is vitd to an
effident and effective regulatory framework, particulaly given the wide
range of schemes that fal within the definition of a collective investment
scheme.” "2



-191-

As daed in the ALRC Report, a compliance plan is one way of trying to assure
both the securityholders of a mutua fund and the regulator that the mutud fund is being
operated in the best interests of the securityholders of the mutua fund. A compliance
plan should set out the measures that the manager and the governance body will gpply in
managing or supervisng the management of the mutud fund to ensure compliance with
goplicable laws and the congtating documents of the mutud fund. The compliance plan
will cover more matters than the compliance reports required by Pat 12 of Nationd

Instrument 81-102. A compliance plan could ded with such matters as:

0] enauring that the assets of the mutud fund are dealy identified and held

separately from other assets not belonging to the mutud fund;

(i) setting out arrangements in relation to the committee or other persons charged

with monitoring the compliance plan;

@)  ensuring that the assats of the mutud fund are vaued on a timely bass and in an

appropriate manner;

(v)  ensuring that the assats of the mutuad fund (incdluding soft dollar commissons and
the votes atached to the portfolio securities of the fund) are used for the best

interests of the securityholders of the mutua fund;

v) ensuring that the compliance plan is reviewed on a regular bass and, if

appropriate, audited;
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(vi)  ensuring that adequate records of the operations of the mutual fund are kept; and

(vii) saisfying any other reguirements of applicable law as to the contents and

monitoring of the compliance plan.

| do not believe that the CSA should specify exactly wha must be built into a
compliance plan but rather should st out the gods of the compliance plan and provide
guidance to the mutud fund organization as to the underlying principles for a wel-
functioning compliance plan. The CSA can then permit mutua fund organizations to

develop compliance plansthat are tailored to their specific mutud funds.

Annexed as Schedule A to this chapter is a policy statement of the Audraian
Securities and Investments Commisson which provides guidance on how to prepare a
compliance plan for an Audrdian mutua fund and which incudes as an annex thereto
illugrative guidance on wha might be included in a compliance plan. One may wish to
add certain items to these guiddines, such as describing the mutud fund complex’s proxy
voting guiddines for the portfolio securities held by the mutud funds and describing
what procedures the mutua fund complex has put in place to ensure that the proxy voting
guidelines are followed. | bdieve, however, that this policy statement is a good basis

upon which the CSA could develop guidelines for the preparation of compliance plans.”®

In an effort to make the compliance plan workable and effective, and to create an
incentive for mutual fund organizations to prepare well thought out plans, | suggest that a

compliance plan, if properly reviewed and monitored by the mutuad fund's governance
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body, should creste a due diligence defence for the governance body and for the manager

of the mutua fund againgt claims aleging breaches of matters covered by the plan.

| dso recommend that the compliance plan and the manager's compliance with
the compliance plan should be reviewed periodicaly, a least by the governance body
and, if the governance body or the CSA wish, by the externd auditor. An annual review
should be filed with the CSA as pat of the anua mutud fund prospectus renewa
process and should be made available for public inspection. Accordingly, even if the
CSA do not have the opportunity to perform a compliance audit of a particular mutua
fund organization in any given year, & least they will be able to read the filed review of
the compliance plan and the manager’'s compliance with the plan and to rase any
questions that the CSA may have. The filing of the compliance plan with the CSA
should not, however, mean that the CSA have blessed the plan if litigation later arises

involving the plan.

To summarize, | recommend:

1 Each mutud fund in exigence today should be required to have a compliance
plan, which is filed with the CSA. Adopting a compliance plan should be a
condition precedent for a new mutud fund to be permitted to offer its securities to

the public.
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The compliance plan, as wel as the manager's compliance with the plan, should
be reviewed periodicdly, a least by the governance body and, if the governance

body or the CSA wish, by the externd auditor.

An annud review of the compliance plan and the manager’s compliance with the
plan should be filed with the CSA as pat of the annud mutud fund prospectus

renewa process and should be made available for public ingpection.

The compliance plan, if properly reviewed and monitored by the mutud fund's
governance body, should create a due diligence defence for the governance body
and for the manager of the mutud fund againg cdams dleging breaches of

matters covered by the plan.

Recommendations Regar ding Enactment of Statutory Fiduciary Duties
and a Business Judgment Rule

Section 116 of the Securities Act (Ontario) and equivaent provisons in other

jurigdictions form the cornerstone of the existing governance regime for mutual funds in

Canada. It is sometimes sad that section 116 creates a Satutory fiduciary duty on those

repongble for managing mutud funds, but it is not cear tha this is the case. Let me

quote from my 1996 paper entitted “Fiduciay Duties and Conflicts of Interest in the

Canadian Mutua Fund Industry”:"

“Traditiondly, when lawvyers used the term ‘fiduciaries, lawyers were referring
to persons that fel within recognized categories of relaionships. The archetypd
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fidudary rddionship was tha of trusee and beneficiary. Over time, other
relaionships, such as those between lawyer and client and between director and
corporaion, were recognized as fiduciary relationships on the bass of andogies
drawn to the trustee-beneficiary relaionship.

Some rdationships ae expresdy or implicitly recognized by datute to be
fiduciary in nature. For example, subsection 116(1) of the Act states as follows:

‘Every person or company reponsble for the management of a mutud
fund shdl exercise the powers and discharge the duties of its office
honestly, in good faith and in the best interests of the mutud fund, and in
connection therewith shal exercise the degree of care, diligence and skill
that a reasonably prudent person would exercise in the circumstances.’

Notwithstanding the OSC's statement in the Conflicts Report that ‘section 116 of
the Act imposes a statutory fiduciary duty on al those responsible for the
management of a fund or with the power to control the fund’ (emphasis added), |
would suggest that section 116 of the Act does not expressly create a statutory
fiduciary duty but rather creates obligations {.e., to exercise powers and discharge
duties ‘in the best interests of the mutud fund’) which a court may wdl recognize
as implicitly being fiduciary in nature. In this regard, the wording of section 116
of the Act can be compared to subsection 32(1) of Ontario’s Substitute Decisions
Act, 1992, where the Ontario legidature expressly crested afiduciary duty:

‘A guardian of property is a fiduciary whose powers and duties shdl be
exercised and performed diligently, with honesty and integrity and in good
faith, for the incapable person’s benefit.” (emphasis added)

Accordingly, the most we can say is that trustees of mutual fund trusts, directors
of mutuad fund corporations, managers and possbly invesment advisers are
implicitly fiduciaries under subsection 116 of the Act.”"®

In addition to the issue of whether a dautory fiduciay duty has been created
under section 116 of the Securities Act (Ontario), there is another issue relaing to a
potentid conflict between the duty (whether statutory or a common law) of the manager

to the mutuad fund securityholders and the manager’s duty to its own dtakeholders. It is
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possible that circumstances may arise in which these two duties conflict and, in the event

of such conflict, the issue iswhich duty prevails.

Although it is not directly gpplicable, a somewhat andagous Stuation arises under
the Loan and Trust Corporations Act’® (Ontaio) which indicates in section 108 as

follows

“(2) Evey director and officer of a provincid corporation in exercisng his or
her powers and in discharging hisor her duties,

@ shdl act honestly and in good faith with a view to the best interests
of the corporation asawhole; and
(b) shdl exercise the care, diligence and skill of a reasonably prudent

director or officer, as the case may be under comparable
circumstances.

3 In congdering whether a particular transaction or course of action is in the
best interests of the provincia corporation as a whole, a director or officer
dhdl have due regard to the interests of the depositors, as well as the
shareholders of the corporation and, in the case of a trust corporation,
shall also have due regard to the interests of the persons for whomiit acts
in afiduciary capacity.” [emphasis added]

Accordingly, it is specificdly dated in this dtatute that directors of an Ontario loan or
trust corporation must have due regard to the interests of the Corporation’s depositors and
shareholders and, in the case of a trust corporation, the directors dso must have due
regard to the interests of the persons for whom the trust corporation acts in a fiduciary

capacity. What again is left open under this statute, however, is how to dd with these

various conflicting duties.
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Audrdia recognized that conflicting duties could exist, dthough it rased this

issue in the context of officers of mutua fund managers. | quote from the ALRC Report:

“10.17 Conflict between duties to the operator and duties to investors. Officers
of scheme operators [i.e. mutua fund managers] will continue to owe to
the operator the duties set out in the Corporations Law s.232. They will,
consequently, owe duties both to the operator and to investors. Where any
conflict arises, the latter duty should prevall. The Review recommends
that this should be expresdy provided for in the Corporations Law, and
that officers should be given datutory protection from dams by the
operator or its shareholders arisng from any loss they suffered in
consequence  of officers complying with ther paramount duties to
investors””’

The new legidation enacted in Austrdia in 19987 to regulate mutua funds goes
further than the proposds in the ALRC Report. The new legidation refers to potentid
conflicting duties of the responsble entity, of officers (the definition of which in the
Audrdian legidation includes directors) of the responsble entity and of employees of the
responsible entity and, in each case, makes it clear that the duties of the responshble
entity, its officers and employees to the securityholders of the mutud fund teke priority
over any conflicting duty which the respongble entity may have to its shareholders or
which officers or employees of the responsible entity may have to the responsble entity
or its shareholders. The following is an excerpt from Audrdids Managed Investments

Act 1998:

“601FC Duities of responsible entity

@ In exercisng its powers and carrying out its duties, the responsible entity
of aregistered scheme must:
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€) act honedtly; and

(b) exercise the degree of care and diligence that a reasonable person
would exercise if they were in the responsble entity’s pogtion;
and

(© act in the best interests of the members and, if there is a conflict
between the members' interests and its own interests, give priority
to the members’ interests ...

(m  cary out or comply with any other duty, not inconagent with this

Law, tha is conferred on the responsble entity by the scheme's
condtitution. ...

2 The responsble entity holds scheme property on trust for scheme
members.

3 A duty of the responsible entity under subsection (1) or (2) overrides any
conflicting duty an officer or employee of the responsible entity has under
section 232.” ° [emphasis added]

Note that section 232 referred to in the foregoing quotation sets out a standard of care and
a duty of loydty for officers of an Audrdian corporation. Similar language to section
601FC exigs with respect to officers of the responsible entity in section 601FD and with

respect to employees of the responsible entity in section 601FE.

| believe that such legidation is important because it contemplates that conflicting
duties may exig and then clearly indicates tha the interests of the securityholders of the
mutud fund are paramount if such a conflict in fact exids, thereby relieving a person

with the conflict from having to decide where his or her primary duty lies.
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Accordingly, 1 recommend that in any jurisdiction where such duty is not aready
clearly legidated, laws should be enacted to create a datutory fiduciay duty of the
governance body and of the manager smilar to section 116 of the Securities Act (Ontario)
in favour of the securityholders of the mutud fund. | dso recommend that laws should
be enacted to specify that in the event there is a conflict between the duty of the
governance body, the manager or individud directors or officers to the mutud fund
securityholders and any duties to other parties, the duty to the mutud fund

securityholders takes precedence.

| believe it is gppropriate to create additiond protection for the members of the
governance body who are acting in good fath in the best interests of securityholders,
which in turn should make it eader to recruit qudified individuds who ae willing to
sarve as independent members of a governance body. If additional protections were
avaldble, then potentid indemnification cdams agang the assats of the mutud fund
could be reduced, presumably the cost of liability insurance aso could be reduced and
perhgps it would be less likey that frivolous litigation would be brought agains members
of a mutud fund governance body. The type of protection | envisage is a legidated
“budness judgment ruleé’ smilar to the common law rules which have developed in the
United States for the protection of directors, including directors of mutua funds. A
layman's description of the rule is set out in this extract from the Fund Director's

Guidebook published by the American Bar Association:

“The busness judgment rule, wel-established in case law, protects a disinterested
director who has no financid or persond interest in a transaction, contract, or
meatter from persona liability to the corporation and its shareholders, even though
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a corporate action approved by the director turns out to be unwise or unsuccessful.
In reviewing a disnterested director's conduct, a court will not subgitute its
judgment (particularly in hindsght) for that of the director, provided thet the
director acted in good fath, was reasonably informed, and rationdly believed the
action taken was in the best interests of the corporation.

The busness judgment rule, unlike the standards of conduct encompassed in the
duties of care and loydty, is not a description of a duty or standard used to
determine whether a breach of duty has occurred. It is instead an ement of
judicid review used in andyzing director conduct to determine whether the
director should be held persondly lidble If the rule applies, directors are
presumed to have exercised their judgment in good faith and in the raiond beief
that the actions were taken in the best interests of the corporation. In such
crcumgdances, a court will not examine the merits of a director's decison or
subdtitute its judgment regarding the wisdom of a decison within the busness
judgment of directors.” &

Accordingly, | recommend that laws be enacted to provide to the members of the

governance body the benefit of alegidated business judgment rule.

To summarize, | recommend:

1. In any juridiction where a duty equivalent to section 116 of the Securities Act
(Ontario) is not dready clearly legidated, lawvs should be enacted to create a
datutory fiduciary duty of the governance body and of the manager in favour of

the securityholders of the mutua fund.

2. Laws should be enacted to specify that in the event there is a conflict between the
duty of the governance body, the manager or individua directors or officers to the
mutud fund securityholders and any duties to other parties, the duty to the mutud

fund securityhol ders takes precedence.
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3. Laws should be enacted to provide to the members of the governance body the

benefit of alegidaed business judgement rule.

6. Recommendations Regar ding Unifor mity of Securityholder Rights

The vast mgority of mutual funds in Canada are trudts rather than corporations. |
indicate under the heading “7. Recommendations Regarding Securityholder Protection”
in this Part of the report that the reason for the use of trugs for public mutud funds in
Canada derives from a change in the Income Tax Act®! (Canada) in 1972 resulting in a tax

disncentive againg the use of amutua fund corporation.

If an investor purchases shares of a mutua fund corporation, the investor’'s mgor
rights are found in the share provisons cregting the shares, in the busness corporations
daute governing the corporation and, in connection with certain fundamental changes, in
Pat 5 of Nationd Instrument 81-102 (formerly Section 6 of Nationd Policy No. 39). In
the case of a mutua fund trugt, the investor has rights granted by the trust document and
by Pat 5 of Naiond Instrument 81-102 but there is no overriding business trust statute
that ensures uniformity of rights for mutual fund securityholders. The Senate Committee
Report, concurring with the Stromberg Report, recommended the enactment of legidation
that would recognize a business trust structure®  While | do not believe it is necessary to
have a complete busness trust atute Smilar to business corporation statutes in existence
in Canada today, | do bdieve that securityholders of al mutud funds should have
uniformity of trestment on certain basic issues These issues include the percentage of

securityholders  required to cal meetings of securityholders, quorum  requirements for
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securityholder meetings (whether caled by the securityholders or by others) and the
percentage of votes required to take action a securityholder meetings (including a

adjourned mestings).

| dso bedieve tha securityholders of dl mutud funds should have certain specific
powers, including, if the governance body is a corporate style board, the power to cal
meetings of securityholders in order to remove and replace members of the board. These
rights are required not just for investors in mutua fund trusts, but dso for investors in
mutual fund corporations because it is possble to have the voting shares of the mutud
fund corporation owned by the mutual fund manager or a relaed entity while the shares

purchased by public investors are not fully voting shares of the mutua fund corporation.

As an adde, | do not believe that it is necessary to hold annud meetings of mutua
fund securityholders.  Such meetings generdly do not have dgnificant turnout and there
is a cogt to holding such meetings. The governance body or the manager may wish to cdl
annua securityholder mesetings, however, if a cost efficient method can be developed to
do s, perhaps by utilizing the internet for such meetings. In any event, each of the
governance body, the manager and the mutua fund securityholders should have the

power to call securityholder meetings to consider specia business should the need arise.

The best way to provide the rights and powers to mutud fund securityholders
which | have described would be to enact laws providing uniformity in treetment and
powers, thereby ensuring that al public investors have these rights notwithstanding any

contrary provisons in the trus documents, share provisons or governing corporate
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gatute.  Accordingly, | recommend that such laws be enacted. In drafting such laws, we
should be able to take guidance from Canadian business corporation statutes and aso
from provisons in some of the busness trust legidation in the United States, such as that

found in the states of Delaware and M assachusetts.

To summarize, | recommend:

1 Laws should be enacted to ensure that securityholders of al mutua funds have
uniformity in treetment on certain issues including with respect to the percentage
of securityholders required to cdl meetings of securityholders, quorum
requirements for securityholder meetings and the percentage of votes required to

take action at securityholder mestings.

2. Laws should be enacted to ensure that securityholders of dl mutud funds have
certain specific powers, including, if the governance body is a corporate syle
board, the power to cdl meetings of securityholders in order to remove and

replace members of the board.

7. Recommendations Regarding Securityholder Protection

When investors purchase mutua fund securities, the risk which they have “bought
into” is the risk that the investment performance will not be saisfactory. Investors do
not, however, expect that they will lose ther money because of insolvency of the mutud

fund manager, fraudulent transactions or loss of limited ligbility as securityholders.
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Recdl the statements in this regard set out in the 1969 Mutua Funds Report which | have
previoudy quoted in Part Il of this report “Higory of the Mutud Fund Governance

Debatein Canada’ under the heading “1. The 1969 Mutua Funds Report”:

“6.06 If amutud fund investor considered the risks he was prepared to accept in
his invesment, the only one he would conscioudy accept would be that
his money might be partidly or wholly lost as a result of a market decline
or of invesment decisons which turned out to be mistaken athough made
in good faith. He would not be prepared to accept the risk of investment
decisons made in bad &ith for purposes other than the good of the mutua
funds, of theft; or of loss through bankruptcy or other misadventure which
affects his sdesman or anybody ese who handled his money before it
reeches the mutud fund. More precisdly, he would wish to assume that
such risks had been reduced to the minimum by appropriate precautions
designed to prevent their occurrence. In our view, requirements to ensure
that such precautions are taken form a necessary part of any regulaory
scheme designed to provide protection for the mutud fund investor.

6.07 The riks referred to in the preceding paragreph result from various
posshilities.  Through no fault of the respongble persons the mutud
fund, management company or digtribution company could encounter
financd midortune, thereby preventing fulfillment of their obligations
and exposng the shareholders or unitholders to the possibility of serious
loss. Alternatively, those persons with access to assats of the mutud fund
might embezzle them, or the assats could be lost through theft or by fire.
Findly, persons with the power to control investment decisons affecting
the mutud fund might make those decisons so as to favour their own
interests rather than the best interests of the mutual fund.”®3

In order to protect mutuad fund securityholders againgt losses that could result
from the insolvency or fraud of a mutud fund manager, a plan could be established to
provide rembursement to mutua fund securityholders smilar to the reimbursement that
would be avalable to dients of security deders pursuant to the exiging Canadian
Investor Protection Fund. | believe it is important that some type of plan be adopted.

Accordingly, | recommend that the CSA should encourage the development of a mutud
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fund investor compensation plan to protect securityholders againgt losses that could result

from fraud or the insolvency of a mutuad fund manager.

There is even a more basic principle that must be consdered for the protection of
securityholders of mutud  fund trusts.  Securityholders of Canadian mutud  fund
corporations enjoy the benefit of limited ligbility by virtue of common law and corporate
legidation but there is no smilar legidation rdating to securityholders of Canadian

mutud fund trusts.

Prior to 1972, the popular method for the pooling of cepitd by retal investors in
Canada was the mutua fund corporation. In 1972, however, changes were made to the
Income Tax Act (Canada) which resulted in a tax disncentive againg the choice of a
mutud fund corporation. In 1994, further changes were made to the Income Tax Act
(Canada) to permit mutua fund corporations to convert to mutua fund trusts and thereby
diminate the tax disncentive.  Accordingly, today most Canadian public mutud funds

aretrusts.

In the case of a bendficiary of a trug, the issue of the potentid ligbility of the
beneficiary to creditors of the trust has been the subject of a lengthy debate®* in Canada
snce the early 1980's between Robert Hannigan, a law professor, and Maurice Cullity, a
former law professor and practisng lawyer and currently a judge of the Ontario Superior
Court of Judtice. The thesis propounded by Mr. Fannigan is that the “beneficiaries of a

business trust could be found generdly liable as principds if they were in a postion to
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control trust assets’.®® In response, Mr. Cullity has maintained that Mr. Flannigan's thesis

is not supported by Anglo-Canadian jurisprudence.

Turning to the United States, Delaware law, for example, states that to the extent
provided in the governing indrument of a budness trus, any person, including a
beneficiary of a busness trud, is entitled to direct the trustees or other persons in the
management of the busness trugt. In addition, Ddlaware law limits the persond liability
of beneficiaries of a Delaware busness trus to the same extent as liability is limited for

shareholders of private for-profit corporations organized under the laws of Delaware.®®

| believe that most Canadian lawyers who have thought about this issue believe
there is but a remote chance that liability would accrue to unitholders of a Canadian
mutud fund trust if there were insufficient assts in the trust itsdlf from which the trustee
could satiffy a liadility to creditors of the trus. From time to time, however, one sees
risk factor sections of prospectuses for offerings of trust units that refer to such potentid
ligbility and the fact that it is remote. | suggest that no matter how remote the ligbility to
unitholders may be, there should not even be an issue as to whether securityholders could
posshly be lidble for cams againg the trust if there are insufficent assats in the trust

from which the trustee could satisfy the liability.

Although the OSC has in the past congdered unitholder ligbility in the context of
closed end investment trusts, | do not beieve the CSA have addressed the issue of
ligbility of unitholders of a mutuad fund trus. OSC Policy 54 (dedling with closed end

income investment trusts and partnerships) indicates in Part 11.N(a) that the “nature and
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extent of the potentid persond liability of each unit holder shal be cdlearly disclosed” in
the prospectus and that “supporting written lega opinions must be filed with the
Commisson”. OSC Policy 54 adso dates in Part 11.M.3 that with respect to “any
contract entered into by the trust which would, in the ordinary course of business, be in
writing, the declaration of trust must require that there be a term in each contract entered
into by the issuer that the persond liability of the unit holders and trustees to third parties,
including the adviser, shdl be limited to ther interests in the trust assets’.  Section 6.2 of
Companion Policy 81-102CP to recently enacted National Instrument 81-102 refers to
mutud funds dructured as corporations and as limited partnerships and indicates that
there is an issue about the loss of limited ligbility if limited partners participate in the
management and control of the partnership. There is no reference to any potentid
lidbility of unitholders of mutua fund trusts, perhaps because the CSA aso bdieve tha
in Canada today the posshility of such ligdility is remote. Subsection 6.2(1) of the

Companion Policy, however, does state as follows:

“Mutud funds generdly are dructured in a manner that ensures that investors are
not exposed to the risk of loss of an amount more than their origina investment.
Thisisavery important and essentid attribute of mutua funds.”

Accordingly, in order to backstop this “very important and essentid attribute of
mutud funds’ that are dtructured as trusts and which are by far the prevaent form of
mutua funds in Canada today, | recommend that legidation be enacted to ensure tha
unitholders of Canadian mutud fund trusts have limited ligbility smilar to shareholders

of Canadian mutua fund corporations.
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To summarize, | recommend:

1 The CSA should encourage the devdopment of a mutud fund investor
compensation plan to protect securityholders againg any losses that could result

from the insolvency or fraud of a mutud fund manager.

2. Laws should be enacted to ensure that unitholders of mutua fund trusts have

limited ligbility smilar to shareholders of mutua fund corporations.

8. Recommendations Regar ding Role of the CSA

As an ancillasy measure to the establishment of independent governance bodies
foo  mutud funds the regidration of mutud fund managers and the other
recommendations in this report, | beieve it is important to have a securities regulator that
is able to be involved, and when necessary publicly seen to be involved, in ensuring that
decisons in a mutud fund complex are made in the best interests of the securityholders

of the mutua fund.

In order to achieve this result, | have previoudy recommended that a compliance
plan be required to be prepared and filed with the CSA for each mutud fund as part of the
annua mutua fund prospectus renewa process.  Accordingly, the CSA would have the
opportunity to review the initid compliance plan and any amendments to it, as wel as
have the opportunity to look a the annud reviews of such compliance plan made by the

governance body and possibly by the externa auditor.
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In addition to this role, however, the CSA must have sufficient powers to ingpect
and discipline dl actors in the mutud fund complex, induding the mutud fund, its
manager and, if goplicable, its trustee. In Ontario, for example, the OSC can rely on its
power under section 20 of the Securities Act (Ontario) to examine books and records that
are required to be kept by market participants (defined in subsection 1(1) of the statute to
include “a manager or cugtodian of assats, shares or units of a mutud fund’, but this
definition may not be broad enough to include a trusee which is not the manager or
custodian) and its various disciplinary powers under the dtatute. If current powers in any
juridiction are not sufficient, however, 1 recommend that laws should be enacted to

provide such powers to the CSA.

| dso bdieve that it is important for the mutud fund industry to know that in the
event there are cases of abuse the CSA will take appropriate action. | believe that the
possible adverse consequences to a mutud fund organization that can arise from public
disclosure of abuses can be an excedlent deterrent. As it has often been sad, sunlight is
the best of disnfectants and dectric light the best policeman. Accordingly, | recommend
that the CSA should effect ingpections of mutud fund complexes on a regular basis and

publicly report the results of problems encountered.

Depending upon the type of governance regime which is enacted, it dso may be
very important for the CSA to review any matters brought to ther attention by the
governance body or by the manager of the mutua fund and to take gppropriate action
where necessary. In this regard, the SEC has been criticized in the past for not taking

action to support the independent directors of U.S. investment companies when these
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directors have brought matters to the SEC's attention. In October 1999 the SEC

responded to these dlegations as follows:

“Over the past few years, the Commisson has been criticized for not taking
certain actions in connection with disputes between independent fund directors
and fund management.  Specificaly, some persons have suggested tha the
Commisson should have teken action agangt certan investment advisers based
on dlegations made by funds independent directors that the advisers had violated
the federd securitieslaws. ...

We dso bdieve tha it would be hdpful to carify the Commisson’s role and
procedures in connection with disputes between independent fund directors and
fund management. The Commisson’'s role, as a genera matter, is to interpret,
adminiger and enforce the federd securities laws for the protection of investors.
Accordingly, the Commisson's role in connection with internd fund disputes
generdly is to provide guidance regading the requirements of the federd
securities  laws, investigate possble violations of these laws, and inditute
enforcement actions in gppropriate circumstances when the Commisson bdieves
that these laws have been violated. While there may be ingtances in which the
Commisson, in fulfilling this role, may indirectly assst one party in a dispute, the
Commisson genedly will not mediate private disputes, sde with one party over
another, or seek to effect a paticular outcome. Reather, the Commisson will
asSg the paties to understand the requirements of the federd securities laws,
evaduate dl dlegations of violaions of those bws, and take appropriate action for
the protection of investors. ...

As described above, the Commisson and the daff are committed to carefully
reviewing dl dlegations of violations of the federa securities laws and taking
gopropriate action when a violation has occurred. The Commisson’'s and the
daff's actions, and any decisons not to act, will be based on dl facts that are
avalable to us, and will not necessarily be explaned to the public. These
positions are necessary to ensure the fairness and integrity of the examination and
invedtigative process.  The Commisson and the daff dso are dedicated to
enhancing the farness and integrity of the fund governance process, and will
condder indituting enforcement proceedings or teking other public pogtions if
they will further thisgod.” &’

| recommend that the CSA should make it clear that they are ready, willing and
able to ligen to complaints from the independent governance body or from the manager

relating to violations of applicable securities laws or matters that are contrary to the
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public interest and to commence invetigations or take whatever other actions may be
gopropriate in the circumstances. As | have previoudy indicated, however, the CSA
should not be functioning as a mediaor in a dispute between the governance body and

the manager.

To summarize, | recommend:

1 The CSA should have sufficient powers to ingpect and discipline al actors in the
mutud fund complex, including the mutud fund, its manager and, if gpplicable
its trustee. If current powers in any jurisdiction are not sufficient, laws should be

enacted to provide such powersto the CSA.

2. The CSA should effect ingpections of mutua fund complexes on a regular basis

and publicly report the results of problems encountered.

3. The CSA should make it clear that they are ready, willing and able to lisen to
complaints from the independent governance body or from the manager reating
to violaions of gpplicable securities laws or matters that are contrary to the public
interest and to commence investigations or take whatever other actions may be

gppropriate in the circumstances.
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0. Recommendations Regar ding Disclosure

One of the primary underpinnings of securities laws in Canada is the requirement
of disclosure. In the mutud fund context, disclosure refers to setting out in the
progpectus and annud information form dl materid facts rdating to the mutua fund
securities being offered for sde and dso providing additiond informetion in the financid
satements and other periodic reports to securityholders of the mutud funds.  Although
disclosure is not a panecea for dl problems especidly in light of the fact that many
securityholders do not read the disclosed information on a timely basis or at dl or even if
securityholders read the information they may not understand it, | do believe that sunlight
is the best of dignfectants and eectric light the best policeman and, accordingly, that

gppropriate disclosure Hill is advantageous for securityholders.

The quedion is whether, in the context of mutud fund governance, there is any
information that could be beneficid to unitholders and which currently is not required to

be disclosed. | believe the answer isyes.

@ Approach to Fund Gover nance

Item 12 of Form 81-101F2 wnder Nationd Instrument 81-101 sets out what must
be daed in reation to fund governance in an annud information form. Section 1 of Item

12 gates asfollows:

“(1) Provide dealed information concerning the governance of the mutud
fund, induding information concerning
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@ the body or group that has responghility for fund governance, the
extent to which its members are independent of the manager of the
mutud fund and the names and municipdities of resdence of each
member of that body or group; ad

(b) decriptions of the policies, practices or guiddines of the mutud
fund or the manager relating to business practices, sales practices,
risk management controls and internd conflicts of interest, and if
the mutud fund or the manager have no such plicies, practices or
guidelines, a statement to that effect.”

In the corporate context, the Dey Report adso supported the disclosure of
governance practices of public companies. In relevant part, the Dey Report stated as

follows

“We recommend that every company incorporated in Canada or a province of
Canada whose shares are traded publicly in Canada be required to disclose on an
annua basis its gpproach to corporate governance. The disclosure — a * Statement
of Corporate Governance Practices — should ke made in the corporation’s annud
report or information circular. When we say disclose its gpproach to corporate
governance, we mean a description of the corporation’s system of corporate
governance with reference to the guiddines that we have proposed in this Report
and, where the company’s system is different from the guiddines, an explanation
of the differences”®®

This suggestion in the Dey Report has been adopted by the Toronto Stock Exchange and

iISnow set out in Section 473 of the Toronto Stock Exchange Company Manudl.

| concur with this approach. | would recommend, however, that Item 12 of Form
81-101F2 be amended so that the required disclosure also would set out the mutua fund

complex’ s approach to fund governance, including:
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0] the bass upon which the mutua fund organization has concluded that the
independent governance body is independent; and

(i) adescription of each mutua fund's compliance plan.

The CSA dso should consder whether the fund governance disclosure should be
moved from the annud information form to the smplified progpectus or made available

to investors on some other basis, such as on the fund complex’ s internet website.

(b) Voting Guidelines With Respect to Portfolio Securities

The manner in which the portfolio securities owned by mutud funds are voted at
shareholder meetings of the portfolio companies is not required to be disclosed to mutud
fund securityholders nor to the portfolio companies whose securities are owned by the
mutua funds. The right to vote the securities of the portfolio companies is an asset of the
mutud fund and in many cases can be vauable in determining the fundamenta direction
of the portfolio company, whether in connection with the annual eection of directors or
in connection with any specid item of business which may be voted upon a a specid
shareholders meeting.  As the right to vote is an assat of the mutud fund, the fiduciary
duty of the manager or adviser to the mutud fund is to vote (or refran from voting) the

portfolio securitiesin the best interests of the securityholders of the mutua fund.

The Penson Investment Association of Canada (“PIAC”) has published the PIAC

Corporate Governance Standards, which state in relevant part as follows:

“Stock ownership rights, which include proxy votes and participation in corporate
bankruptcy proceedings and shareholder litigation, are a financid asset.  They
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must be managed with the same care, <kill, prudence and diligence as any other
financid asst.  Such rights must be exercised by fidudaies for the exclusve
benefit of penson plan beneficiaries in such a way as to protect and enhance long-
term shareholder vaue.

Managing stock ownership rights and the proxy vote includes questions about
preserving the full integrity — and vaue — of the ownership characterigics of
common dock. For example, the vaue of the vote may be diminished by a
classfied board or by dud class capitdization and the right to transfer the stock to
a willing buyer a a mutudly agreegble price may be aorogated by the adoption of
a‘poison pill’.

...Effective shareholders  will keep themsdves informed dbout corporate
governance issues, not srink from an activig role, exercise, where possible, their
right to make shareholder proposals in support of these Standards and manage
their proxy votesin order to protect stock ownership rights from erosion.”®°

In addition, guideines of many large penson funds explan how such penson
funds vote the securities in their portfolios. In this regard, the Senate Committee Report

dated asfollows;

“OMERS told the Committee that its fiduciary duties require it to vote its proxies.
Voting rights are the property of the penson fund and have a recognized market
vaue. OMERS is asked to vote on more than 1,200 proxies each year, most of
which are routine. It uses its own interna researchers and a number of services to
review proxies and dert it to mgor changes proposed by companies.

Not dl inditutiona investors, however, asign the same importance to proxy
voting. A survey of PIAC members completed in 1997, reveded that though a
ggnificant number of respondents were notified of important corporate issues,
71% of them did not provide specific indructions to externd managers on proxy
issues.  Of the respondents, 26% andyzed proxy materid interndly while 50%
believed such materid was andyzed by externd managers.

Indtitutional Investors such as OMERS, the OTPPB, and the Ontario Public
Service Employees Union Penson Trust have developed their own proxy voting
guddines. These guiddines often contan generd dSaements of policy on
various aspects of corporate governance and Specific  recommendations on
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numerous issues. The PIAC survey reveded that 66% of respondents have a
proxy voting policy. While dlowing flexibility to judge each dtuation on an
individua bass, the OMERS guiddines made a number of gpedific
recommendations for voting. Under mogt circumstances, OMERS will direct its
votes to be cast in the following manner:

againg stock option clauses that do not meet the criteria set forth
in the guiddines,

againg ‘golden parachutes’;
againg mogt ‘poison pills’;

agang leveraged buyout proposds if OMERS believes that management
or the board of directors have not adequately pursued shareholders
interests;

againgt unequa or subordinate voting shares,
agang ‘greenmail’ transactions,

agang unlimited or excessve dhare issues, incduding unlimited ‘blank
cheque’ preferred shares.”*°

SEC Commissioner Paul Carey recently discussed how U.S. fund advisers should

exercise their voting powers. 1n a speech in December 1999, he stated as follows:

“...Some fund advisers approach these corporate governance issues smply by
voting proxies according to the recommendations of proxy consultants.  Many
other fund advisars ‘vote with therr fee’ by sdling if they are dissatisfied with
company management, rather than trying to work with company management to
increase shareholder value.

Again, an obvious question is caled to mind:  Should fund advisers do more?

Sometimes, fund advisers may not do more because they have concluded that
doing more is not in the best interest of the fund. Clearly, fund advisers must
engage in cost/benefit anadyss, and weigh the costs of possible courses of action
agang the potentia benefits to the fund. In some cases, the costs of engaging
company management on an issue may outweigh the potential benefits that may
accrue to the fund. Fund advisers should not expend resources if they have no
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reasonable expectation that doing so will provide a net benefit to the fund. For
example, if a fund holds only a smdl podtion in a company, a decison to not
engage management in discussons, or to switch rather than fight, may be
appropriate — particulaly if the issue involved woud not sgnificantly affect the
vaue of the fund's holdings.

Unfortunately, sometimes, fund advisers may not do more, because, to do more,
might conflict with the interests of the adviser. A fund adviser could have an
economic interest to vote the fund' s shares to please company management, even
if such a vote might not be in the best interests of the fund. This could be because
a fund advisr might manage — or hope to manage — the retirement plan of a
company whose stock is owned by the fund. If the fund adviser wants the penson
busness of XYZ Company, or it wants to continue to manage XYZ's pendon
business, it might think twice before voting againg the recommendation of XYZ's
management — even if voting againg the recommendation could increase the
vaue of the funds holdings. Clearly, this result is contrary to a fund adviser’'s
fiduciary duty to the fund and its shareholders. ...

In closing, fund governance issues continue to be at the forefront of our concern.
How investment advisers exercise fund voting power is an important issue that
fund boards and advisers should consider. | ask that you think about what you
can do to enhance funds voting power in order to maximize shareholder value,
and to fairly recognize and address conflict of interest situations. Consider
whether it makes sense to have procedures in place to address these issues. Know
what process is taking place now, and decide if the process is in the best interest
of the fund. | dso ask tha you consider whether disclosing fund voting practices
or polices would be useful information for your shareholders”®' [emphasis

added]

Accordingly, | recommend tha a a minimum each mutuad fund complex should
be required to disclose in the smplified prospectus the guideines that the manager or the
portfolio adviser follows in determining whether and how to vote portfolio securities a
shareholders meetings of companies held in the portfolios of the mutua funds. The
CSA should consder whether such disclosure aso should be made in some other manner,

such as on the fund complex’ s internet webdte.
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To summarize, | recommend:

Each mutud fund complex should be required to disclose the mutud fund
complex’s agpproach to fund governance, including: (i) the bass upon which the
mutud fund organization has concluded that the independent governance body is
independent; and (i) a description of each mutud fund's compliance plan. The
CSA should consder whether governance disclosure should be moved from the
annud informaion form to the gamplified prospectus or made avalable to

investors on some other bas's, such as on the fund complex’ sinternet webdte.

Each mutud fund complex should be required to disclose in the smplified
prospectus the guideines that the manager or the portfolio adviser follows in
determining whether and how to vote portfolio securities a  shareholders
meetings of companies hdd in the portfolios of the mutua funds The CSA
should consder whether such disclosure dso should be made in some other

manner, such as on the fund complex’ sinternet website,

Recommendations Regar ding Best Practice Guidelines

Ingtituting a governance regime will be a new step for Canadian mutud funds. In

order to assst the governance body, in whatever form it may exis, to cary out its

respongbilities in an acceptable manner, it would be agppropriate for best practice

guidelines relating to mutud fund governance to be developed and reviewed from time to

time. Such guiddines have been prepared in the U.S. by the ICI, the trade association for
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mutual fund managers. In June of 1999, for example, the ICl Best Practices Report was
published and in it the Advisory Group recommended 15 best practices designed to
enhance the role of mutud fund directors (previoudy referred to in Part VI of this report
“Mutud Fund Governance Reforms in Other Jurisdictions’ under the heading “2.  United

States’).%?

In developing and enunciating these best practice guiddines, the CSA should
remind the mutud fund industry that adherence to such guidelines does not absolve
industry members from ther obligations to comply with agpplicable laws including

gpplicable securities law and gpplicable common law relating to fiduciary obligations.

To summarize, | recommend that best practice guiddines reating to Canadian
mutuad fund governance should be devedoped from time to time by the CSA in

conjunction with the mutua fund indudtry.

Report of the Canadian Committee on Mutual Funds and Investment Contracts — Provincial and
Federal Study, 1969 (Ottawa: Queen’s Printer, 1969) [hereinafter 1969 Mutual Funds Report].

The description of the “to-ing and fro-ing” behind the implementation of the recent Australian fund
governance legislation described in Part VI of this report under the heading “Mutual Fund
Governance Reforms in Other Jurisdictions — 1. Australia — History” shows that mutual fund
governance can raise legal, political and other policy issuesthat do not have clearcut answers.

3 I.M. Millstein, “Red Herring over Independent Boards” The New York Times (6 April 1997) 10
Money & Business. An excerpt fromthisarticle appearsin Part | of this report.

4 Ibid.

| am told, however, that some U.S. mutual fund groups which have operations outside of the U.S.
have voluntarily adopted a U.S. style mutual fund board of directors system in some jurisdictions
outsidethe U.S.

6 H. Kaback, “Martin Lipton: For the Defense” (summer 1999) Directors & Boards at [10].
! 1969 Mutual Funds Report, supra note 1 at 161.
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Divison of Investment Management, United States Securities and Exchange Commission, Protecting
Investors: A Half Century of Investment Company Regulation (Washington, D.C.: U.S. Government
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SCHEDULE A

AUSTRALIAN SECURITIES AND INVESTMENTS COMMISSION POLICY
STATEMENT RELATING TO MUTUAL FUND COMPLIANCE PLANS

[PS 132]

Managed investments. Compliance plans
Related instruments [CO 98/50]

Chapter 5C — Managed investment schemes
|ssued 3/8/1998

Updated 4/11/1998

What thispolicy statement is about

In order to gain a full understanding of our policy in this area you should read all the
parts of this policy statement, including the Underlying Principles and the Explanations.

[PS 132.1] This policy dtatement gives you guidance on how to prepare a compliance
plan for a managed investment scheme. It includes, as an Annexure, illudrative guidance
on what might be included in a compliance plan.

see[PS132.2] {PS 132.22]
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How to prepare a compliance plan

Our policy
Preparing a compliance plan
[PS 132.2] In preparing a compliance plan, you should:

@ undertake a dructured and systematic process which condders the responsible
entity’ s obligations under the Law and the scheme condtitution;

(b) identify the risks of non-compliance; and

(© establish measures designed to meet these risks.

No ASIC checklist

[PS 132.3] We do not have a checklist of what must be built into a compliance plan.
Level of detail

[PS 1324] A compliance plan should describe the dructures, systems and processes
without detailing every aspect or step in the process. The measures should be set out with
enough certainty to dlow us and the auditor of the compliance plan to assess whether the
respongble entity has complied with the compliance plan.

I ncorporating parts of other plans

[PS 132.5] We have modified the Law so that a compliance plan can incorporate parts of
a previoudy lodged compliance plan as that firg plan is amended from time to time. This
assigtsin preparing and amending of compliance plans. See [CO 98/50].

How to lodge a compliance plan

You can lodge an application to register a managed investment scheme a your
nearest ASIC Regiond Office.

You can dso contact the ASIC Infoline on 1300 300 630 for information and
asssance.
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Underlying principles

[PS 132.6] Under the Law, the compliance plan for a scheme plays a key role in the
range of measures designed to protect scheme members. We bdlieve that our approach
should therefore focus the preparation of compliance plans on:

@ the characteridtics of the individua scheme; and
(b) the protection of scheme members.
Explanations

Preparing a compliance plan

[PS 132.7] We condder that the purpose of a compliance plan is to describe how a
repongble entity will make sure tha it is complying with the Law and the scheme
conditution. We therefore condgder that a compliance plan should ligt the key processes,
gystems and dructures that the responsble entity will gpply. For example, a compliance
plan should set out the processes, systems and dructures by which a responsible entity
will continuoudy review how it is complying with its obligations under the Lawv and the

scheme condtitution.

[PS 132.8] Under the Law, a compliance plan must set out adequate measures that a
reponsble entity will gpply to make sure tha it complies with the Law and the scheme
conditution: S60IHA. This section sets a very high sandard of content for compliance
plans. We congder that this does not mean that every requirement of the Law or the
conditution should be dedt with exhaustivdy or in the same levd of detal. The
individud characterigics of each scheme will affect wha is the appropriate content of a
compliance plan for that scheme.

[PS 132.9] In addition to the mandatory matters listed in S60IHA(1) and S601HA(2),
there will be many other matters which deserve serious treatment in a compliance plan.
The Law is desgned to ensure that the interests of investors are protected. A compliance
plan should therefore reflect:

@ the mgor compliance risks which investors face; and
(b) the abuses potentidly associated with conducting schemes.

[PS 132.10] To ensure that the interests of investors are protected, when you prepare a
compliance plan you should undertake a structured and systemetic process which:

@ condders the obligations under the Law and the conditution affecting the
respongble entity;

(b) identifies risks of non-compliance; and

(© establishes measures designed to address these risks.
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[PS 132.11] This would involve, a& a minimum, responding to the following generd

questions:

@ What are the responsble entity’s obligations under the Law and the conditution
for this scheme? What outcomes are the Law and congtitution designed to ddliver?

(b) What risks to ongoing compliance are posed by the operations of this particular
scheme given the naure of the scheme, its environment, its Sze, its members, its
asset types etc?

(© What is the likdihood and impact of faling to ddiver this outcome againg other
outcomes? Therefore, how should compliance efforts be focused?

(d) What compliance measures will deliver the intended outcome?

[PS 132.12] The specific obligations of the Law and the condtitution referred to in para
(@ of [PS13211] can be andysed in terms of gppreciating the risks to members.
Members interests will not be protected if there is a falure in any one of a number of
key aress. Those key areas fal under a number of generd headings, but would include, at
aminimum, ensuring thet:

@

(b)

(©

(d)
C)

()

()

scheme propaty is hdd in a way tha minimises the risk of loss by
misgppropriation or through insolvency of the responsible entity;

the interests of the responsible entity or its related parties are not placed above the
interests of the member;

the responsble entity and its officers and employees, will not profit from
improper use of information;

there is adherence to the scheme' s investment palicy;

members are told al information necessary for them to make decisons about their
holdings,

scheme members of the same class are treated equdly and dl scheme members
are treeted fairly; and

members do not suffer loss because the responsble entity, its officers or
employees do not act with reasonable care and diligence or otherwise fal in ther
duties to the scheme.

[PS 132.13] The measures identified under a process such as that described in [PS
132.7]—[PS 132.12] should be documented in the compliance plan. They should be
documented in a way that meets the detaill requirements set out under the heading Level
of detail in [PS 132.17]—[PS 132.19].
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[PS 132.14] We will actively assess compliance plans when we are deciding whether or
not to register a £heme under SS01EB(1). We will consder, in the context of the type of
scheme, whether the responsible entity has designed measures which adequately address
the risks of not complying with its obligations. For example, a responsble entity must
continuoudy monitor, review and audit the outcomes of its compliance activities. We will
therefore assess whether the respongble entity's arangements for doing this ae
adequate.

No ASIC checklist

[PS 132.15] A compliance plan should focus on the measures and processes to achieve
compliance outcomes including ongoing compliance. These outcomes will depend on the
type of scheme. For this reason, we will not give checklists of detalled measures which
should beincluded in a compliance plan.

[PS 132.16] A lig of some illudrative outcomes is in the Annexure to this policy
datement at [PS 132.25]. It gives some guidance on the types of outcomes which might
typicdly, as a result of the suggested process, be addressed in a compliance plan. The
matters in the Annexure ae not relevant to al scheme types. Nor are the suggested types
of measures dways suiteble for addressng the outcomes. The lig is included merdy as
an ad for preparing a compliance plan. It may help you to assess if the processes you use
to prepare the plan are sufficiently robust.

Level of detail

[PS 132.17] ASIC and the auditor of the compliance plan must be able to assess whether
or not a respongble entity has complied with its compliance plan. A compliance plan
lodged with us must describe compliance activities with enough detall and certainty for
the auditor and oursalves to assess, a a later time, whether or not the plan has been
complied with.

[PS 132.18] Therefore, measures must be described in a way which represents more than
mere platitudes or broad ambitions of compliance. Conversdy, this does not necessarily
mean that a compliance plan should detail each and every step, check, detailed procedure
or action.

[PS 132.19] Severd illudraions on how measures might be described in a compliance
plan are included in the Annexure to this policy Statement at [PS 132.25]. Thee are
included for guidance purposes only. They do not necessarily set out measures that will
be gpplicable for any particular scheme. When deciding on what level of detall to include,
you should consder how the responshble entity, the auditor and ASIC will use the
compliance plan.

I ncorporating parts of other plans

[PS 132.20] After regisdering one scheme, a respongble entity may want to register
further schemes. In this dtudion, any pat (typicadly the generd pat) of the firg
scheme's compliance plan may be incorporated by reference into the compliance plan for



VIl - 6

other schemes: s601HB(1). The words “ as in force at a specified time” in s601HB(l) and
(2) meen that it is only possible to incorporate parts of that other plan as they existed a a
specified date. This means, for example, if the first plan is amended, this will not result in
the parts that have been incorporated into the later plan being amended as well. That later
plan would have to be modified itself: SGOIHE(3).

[PS 132.21] The incorporated parts of compliance plans will logicdly be those parts
which have common operation across severd schemes. Therefore, we have modified the
Law so that a compliance plan can incorporate parts of a previoudy lodged compliance
plan as amended from time to time. We have done this so that the incorporated parts of
the second, or subsequent, plans are amended as the first plan is amended. See [CO
98/50].

[PS 132.22] The modification to the Law will only have effect however when the
compliance plan which incorporates parts from another plan uses words to the effect that
the responsble entity will review the gppropriateness of the plan a the time that any
amendment is made to the part that is incorporated.

Key terms

[PS 132.23] Inthis palicy Satement, areferenceto:
“ASIC” isto the Audraian Securities and Investments Commisson;
“the Law” isto the Corporations Law;

“scheme’ is to a registered managed investment scheme or to a proposed registered
managed investment scheme;

“responsible entity” isto aresponsble entity of a scheme; and

“s782” (for example) isto a section of the Law.

Rdated infor mation

[PS 132.24]

Headnotes
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Managed investment schemes, compliance plans, assessng compliance plans, adequate
measures, structured and systematic process, incorporating by reference, incorporation by
reference, illudtrative outcomes, detail of compliance plans.

Classordersand pro formas
[CO 98/50]

Policy statements and practice notes

Policy Statement 130 Managed investments: Licensing [PS 130]

Policy Statement 131 Managed investments: Financial requirements [PS 131]

Policy Statement 133 Managed investments. Scheme property arrangements [PS 133]
Policy Statement 134 Managed investments: Condtitutions [PS 134]

Policy Statement 135 Managed investments. Transitional issues [PS 135]

Policy Statement 136 Managed invesments Discretionary powers and closdy relaed
schemes [PS 136]

Legidation

S601EA, 601EB, 601HA, 601HB, 601HE

Policy proposal papers

Licensng arespongble entity

Financid requirements of aresponsible entity
Compliance plans for managed investment schemes
Scheme property arrangements

Condtitutiona issues

Trangtiond issues
Exemptions and modifications

Media and infor mation releases

[IR 98/9], [IR 98/10]

Annexure
[PS 132.25]

This Annexure to Policy Statement 132 gives some guidance about two aspects of
compliance plans. While developing this policy Satement, we were asked by some
industry participants for some genera guidance on what to put in a compliance plan.
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(b)
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a lig of some outcomes which might typicaly, as a result of the process suggested
in paragraphs [PS 132.7]—[PS 132.12] of the policy statement, be addressed in a

compliance plan, and

some guidance on how compliance measures might be described in a compliance

plan.

It is not suggested that the matters in these lids are relevant to any particular scheme nor
that they are exhaudive. The outcomes and measures which are relevant to a particular
scheme can only be ascertained by undertaking a review process dong the lines set out in
the policy datement. The two lists will however give you guidance on our current
thinking on these issues, and the types of matters which we will have regard to in
asessing the adequiacy of compliance plans.

We will review these examplesin light of our experience in administering the Law.

Examples of outcomes which might be addressed in a compliance plan

1 Safekeeping and segregating scheme property

@ |dentifying scheme assets | What controls ensure that scheme assets are  identified
appropriately?

(b) Separating scheme assets | What are the controls to ensure that scheme assets are
separated from those of the responsible entity and other
schemes as required under the Law?

(© Third party custodians What arangements are in place to ensure that any person

(other than the respongble entity) holding scheme property
meets ASIC' s standards for holding scheme property?

Policy Satement 133 considers in more detail standards for custodians of scheme
property: see [PS133.2].

2 Directorsor compliance committee

@ Responshilities What procedures ensure that members of the board or the
compliance committee (as appropriate) ae appropriaey
skilled, and have access to dl information, reports and
resources necessary for them to fulfil their responghilities?

(b) Compliance committee If a compliance committee is required, what arangements

(such as for remuneration, tenure, frequency of meetings)
ensure that the committee functions as required by
s601HA (b)?
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(©

Compliance officer

If a compliance officer is gppointed what measures ensure
that that person has adequate authority to escdate matters if
necessary? What measures ensure that compliance dtaff are
adequately trained and independent?

Policy Statement 136 gives some guidance on the meaning of the phrase “ substantially
involved in business dealings, or in a professional capacity, with the responsible entity”:
see [PS136. 76A] —{ PS 136. 76E] .

[Historical note: Inserted 4/11/1998.]

3 Valuation issues: 601FC(1)(j)
@ Systermyapproach used for | What are the controls to ensure that the systems used to
calculating unit price determine unit price ae functioning consgently with the
scheme's offering document, that the offering document is
conggent with the scheme's conditution and that supporting
sysdems (eg sysem for processng unit buying and sdling
activities) are adequately operated? What procedures are in
place to correct pricing errors?

(b) Systems/approach used in | How does the responsble entity ensure tha the scheme

valuing investments property is vaued a regular intervals gppropriate to the
nature of the property? How does the responsble entity
ensure that the scheme property is vdued in a manner
appropriate to the nature of the property?

(© Collecting income What controls ensure that income earned by scheme assets is
collected and recorded in a way which is timely, accurate and
complete?

(d) Identifying and recording | What controls ensure that the scheme becomes aware of

of corporate actions changes in security values, podtions etc due to corporate
actions on a timedy bass so that changes in vaudions,
income accruas, and positions can be evaluated?

4 Audit

@ Audit resources What role will internd audit have in the compliance process
and to what extent will the externad auditor report beyond the
annud compliance audit requirement?

5 Accounts and record keeping

@ Record keeping What controls ensure that accounting records and other

evidence about the responsble entity's operation of the
scheme will be adequate to dlow the responshble entity and
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ASIC to conduct reviews of scheme eactivities? What
procedures ensure that appropriate accounting and taxation
requirements are adhered to? What procedures ensure all that
satutory deadlines for reporting are adhered to?

(b) I'T and accounting Wha arrangements ensure that IT and accounting systems
systems used by the used by the responsble entity are secure and meet the
responsible entity operational requirements of the scheme?

(© Custody IT systems If the regponsble entity holds scheme assats what
arrangements ensure that the IT sysems used for identifying
and recording scheme property are secure and meet ASIC's
standards?

(d) Omnibus accounts If the respondble entity holds scheme assets what
arrangements ensure that any omnibus accounts operated are
conducted under the terms of ASIC relief?

(e Business continuity and What are the responsible entity’s plans for ensuring its ability
disaster recovery to resume operations if a disaster occurs (eg a computer
planning sysemsfailure)?

() Record retention What are the controls to ensure that records are maintained
for the statutory period? What procedures ensure that records
of al compliance monitoring are kept?

6 Applications, redemptions and distributions

@ Application What controls ensure that applications are processed in a
timely manner and are invested in the correct scheme a the
correct price? What controls protect gpplication monies
before they become scheme property?

(b) Withdrawals What are the controls to ensure that withdrawa prices are set
S0 as not to disadvantage remaining scheme members?

(© Didtributions Wha controls ensure tha didtributions to members are
caculated correctly and made in atimely manner?

7 Conduct of businessissues

@ Timely and best execution | What are the controls to ensure that trades executed on
of trades behaf of the scheme are performed on a timey bass (in red

tems and in rdation to other dient accounts of the
responsible entity), and a the best price available?

(b) Timely and fair What are the controls to ensure that scheme trades receive

allocation of trades

far dlocations when block trades are made? How does the
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responsble entity ensure that dlocations ae completed
without bias for or againgt any particular client or scheme?

(© Investment objectives How will the responsble entity ensure compliance with the
schemeé sinvestment Strategy, mandate or restrictions?

(d) Investment risks What are the controls to ensure that the responsible entity
(liquidity, mar ket manages investment risks as oecified in the scheme
volatility, counterparty) | congtitution and/or offering document?

(e Fund borrowing/ If applicable, what measures are in place to ensure that the
securities lending sheme will not lose assats from any  security lending

arrangements?

0] Churning of securities What controls ensure that the responsble entity’s levels of
securities trading on behdf of the scheme are appropriate
and that scheme assets are not wasted on brokerage?

(9) Responsible entity What mesasures ensure that any potentid conflicts of interest

interestsin schemes caused by the responsble entity, its affiliates, or directors
owning interests in the scheme are appropriately managed?

(h) Commission rebatesand | If the responsble entity participates in rebate programs with
other inducements brokers, what are the controls to ensure that commisson

rebates are credited back to the scheme and are not retained
by the responsible entity or credited to another client of the
respongble entity?

0] Property trust specific What procedures ensure completeness and timeliness of
obligations rentd  collections, that expenditure is appropriaely

authorised and in accordance with the conditution; that
vauation methodologies and frequencies are gppropriate;
that borrowings are within defined limits?

@) Insurance of assets What measures ensure that gppropriate insurance is in place
for dl idetifisble risks reevant to the nature of the
scheme' s assets?

8 Disclosure and reporting

@ Advertising What procedures ensure that publicity (including advertising,
media releases etc) which incdudes performance information,
is not mideading? What procedures ensure that no materid is
published in breach of s1025?

(b) Prospectus What procedures ensure that the prospectus or other public

offer document contains dl rdevant information and is not
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mideading? What ae the procedures to ensure that
representations made in the offer document are carried out?

(© Reporting What ae the procedures to ensure that the financiad
datements are true and fair and, when relevant, appropriate
continuous disclosure is made?

(d) Member reporting What procedures ensure that disclosure and reporting to
scheme membersis not mideading?

9 Related party issues

@ Functional separationof | What are the controls to ensure tha information flows
group operations between companies within a group ae appropriady

protected?

(b) Use of related brokers, What are the controls to ensure that the decison to use a
banks and other service | relaed party service provider is in the best interests of the
providers scheme?

(© Underwriting What are the controls to ensure that if the responsible entity
or a relaed paty underwrite the issue of securities, any
dlocation to a scheme is in the best interest of the scheme,
particularly in reation to the dlocation of shortfals?

(d) Trading on inside What are the controls to ensure that information obtained

information about the responsble entity’s intentions to trade in specific
securitiesis not used by employees for their own benefit?

(e Personal and house What controls ensure that dedlings by the responsible entity
account dealing or its employees do not disadvantage the scheme or free ride

onitinany way?

10 Fees and expenses

@ Feescharged are What are the controls to ensure that only authorised fees are
authorised charged to the scheme and that fees are caculated and

deducted correctly?

11 Use of external service providers

@ Selection of external What are the procedures to ensure that the use of third parties
service providers will be appropriately evauated?

(b) Contracts What are the procedures to ensure that contracts with

externa service providers are appropriate?

(© Custodian What arangements are in place to ensure that any externa
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custodian used meets ASIC standards?

(d)

Monitoring

Wha procedures will the responsble entity use to monitor
the activities of externd service providers to ensure tha the
savice provider is complying with the scheme's condtitution
and the Corporations Law?

(€

External service
providers

What procedures ensure that external service providers are
meeting the terms of the contractud arrangements?

12

Complaints handling

(@)

Complaints handling

What are the controls to ensure that complaints relating to the
scheme or the actions of employees of the responsble entity
are appropriately handled in accordance with the method set
out in the scheme condtitution?

13

Compliance

(@)

Compliance plan

How will the responsble entity ensure that necessary
changes ae identified and that the compliance plan is
updated for them and any changes in procedures? What
arrangements are in place to emsure that the compliance plan
adequatdy deds with new investment products and the
changing regulatory environment? How will the responsble
entity ensure that changes are reported to ASIC?

(b)

Licensing

Wha measures ensure that, in operating the scheme, the
responsible entity continues to comply with any conditions of
its licence, for example meeting financd requirements?
(Policy Statement 131 discusses the financial requirements
for responsible entities: see [PS131.3])

14

| dentifying, rectifying and

reporting of breaches

(@)

| dentifying

How are breaches identified and rated?

(b)

Rectifying

What ae the controls to ensure that dl breaches in
obligations are gppropriately rectified?

(©

Reporting

What are the controls to ensure that dl breaches ae reported
to the agppropricte level of management, the compliance
committee and the directors? What are the controls to ensure
all breaches are reported to ASIC as required by s601JC(d)?

15

Training recruitment and experience

(@)

Compliance staff

What procedures ensure that compliance daff have
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appropriate experience and have adequate resources?

(b) Compliance plan Wha training is peformed to ensure that existing and new
daff are familiar with the compliance plan?
(© Saff competency What procedures are in place to ensure that only appropriate

personnel  hold pogtions of trus and that key daff ae

competent to perform their relevant roles?

16 Digtribution channds

@ s849 and 851 What measures ensure that sdeddidribution saff comply

and 851)?

Examples of the detail which may be required in a compliance plan
Cdculation of unit price

What are the controls to ensure that the systems used to determine unit price are
functioning consggently with the scheme's offering document, that the offering document
is condgent with the scheme's conditution and that supporting sysems (eg sysem for
processing unit buying and sdling activities) are adequately operated? What procedures
arein placeto correct pricing errors?

Compliance plan example

The unit pricing procedures are documented in a procedures manua (which has been
goproved by the compliance officer) and are subject to a detaled review by
extend/internad audit on a gx monthly bass to ensure they are condgtent with the
prospectus/condtitution.

Daly unit pricing cdculaions (which incdude detalls of dl assats and lidbilities of the
scheme, and the number of units on issue) are gpproved by a person independent from the

preparer.

Daily movements in unit pricing are reviewed and explained by a person independent
from the preparer.

Any unusua or unexpected movements are reported to management and investigated by
the compliance officer.

Errors identified are corrected in a manner consigtent with IFSA’s Guidance Note
“Incorrect Pricing of Scheme Units’.

Vauation of investments

with the know your client/know your product rules (s849
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How does the respongble entity ensure that the scheme property is vadued a regular
intervals appropriate to the nature of the property? How does the responsble entity
ensure that the scheme property is vaued in a manner gppropriate to the nature of the

property?
Compliance plan example
All equities are valued daily by way of automatic price feeds from athird party.

Manudly priced stocks are identified as such, sgned off by the head of the department
and periodicdly verified against independent sources.

All valuaions are viewed by scheme accountants independent of the portfolio managers.

The vduation procedures are regularly checked for congstency with the conditution by
the compliance officer.

Any dgnificant or unexpected fluctuations are reported to management and investigated
by the compliance officer.

Collection of income

What are the controls to ensure that income earned by scheme assets is recorded in away
which istimely, accurate and complete?

Compliance plan example

A dividend diary incorporated into the system ensures dividend capture. Accrued income
is compared to actud dividend income and differences investigated.

Interest income is accrued daily by the systems.

Management reviews daily income accruas and periodicaly checks projected and actud
yidds
Audit

Wha role will interna audit have in the compliance process and to what extent will the
externa auditor report beyond the proposed amnua compliance audit requirement?

Compliance plan example

Internal audit’s role is set out in their internd audit charter. Ther annud plan is discussed
and agreed with the board audit committee. This includes a quarterly review of adherence
to the content of the compliance plan.

The scope of the annud externa audit of the compliance plan is set down in the auditor’s
engagement letter dated 1 July 1998. Terms of engagement are agreed annudly with the
compliance committee and the board audit committee.
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Applications

What controls ensure gpplications are processed in a timey manner and are invested in
the correct scheme at the correct price? What controls protect application monies before
they become scheme property?

Compliance plan example

Application monies are banked into the applications bank account and are reconciled
daily to application form monies recorded as received.

Application forms are checked for completeness, accuracy and relevancy.

Missng, incomplete or incorrect gpplication forms are followed up with applicants within
24 hours.

Regigry input data of gpplication detalls and daly unit pricing are goproved by an
independent person.

Daily registry gpplications and redemptions are reviewed for reasonableness.
Application monies are transferred on acceptance to a scheme specific bank account.
Disclosure and reporting

What procedures ensure that the prospectus or other public offer document contains all
relevant information and is not mideading? What procedures ensure that representations
made in the offer document are carried out?

Compliance plan example

Each prospectus is subject to a rigorous due diligence procedure whereby dl significant
datements, dl assations and dl financid data are subject to dgn-off by senior
management, external auditors and legal advisers as appropriate. The prospectus and
supporting representations are reviewed and discussed a a due diligence committee
meeting. The committee condgts of three directors with atendance by the chief legd
officer, the chief financid officer and externa auditors.

Procedures to monitor representations made in the prospectus are covered esewhere in
this compliance plan.
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VIIl. CONCLUSON

There is no consensus in Canada as to whether a new mutual fund governance
regime is necessary or gppropriate nor, if Canada is to have a new fund governance
regime, what type of regime should be established. Evidence of this lack of consensus
was mogt vividly brought to my atention when | recaeived the firs two responses to the
questionnaire which | sent to the mutud fund indudry (a form of which is annexed as
Schedule A to Part 1l of this report). One of the two fund groups that first responded to
the questionnaire indicated that no form of independent governing body was necessary as
part of a new mutua fund governance regime in Canada and that there was no reason to
require the manager to be registered, while the other fund group favoured an independent
governing body and favoured manager regidration. Additiona discussions during the
course of this report, as well as the responses | recelved to the questionnaire (Summarized
in Schedule B to Pat Il of this report), have confirmed this lack of consensus.
Accordingly, of one thing | am sure the recommendations in this report will not find
acceptance in some quarters of the mutud fund industry and perhgps even with some

members of the CSA.

As | previoudy dated, desgning a governance regime is not a science but rather
is an at. | do not believe that there is only one correct answer b the question of what
governance regime should be edablished. One dso should remember that better
governance is not an end in and of itsedf but rather is a means to an end. With these
thoughts in mind, | suggest that the CSA undertake a conaultaive process with the

mutua fund industry to review and consder the recommendations in this report before
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they are adopted. In addition, these recommendations and whatever governance regime
is implemented as a result of these recommendations should be re-evaluaed in light of
any future empirical evidence that is devdoped as to whether problems exig in the
Canadian mutud fund industry, whether better fund governance leads to better fund
performance and whether the governance regime is responsve to the other matters raised
a the beginning of the Executive Summary portion of this report. The purpose of the re-
evauation would be to determine whether any of these recommendations or the adopted
governance regime should be dtered in light of such empiricd evidence and thereby

edtablish a more effective and efficient mutua fund governance regime.

| hope that the CSA and the mutud fund industry ultimaidy embrace these
recommendations and that fund organizations improve upon and talor these
recommendations to the disinct circumstances of ther mutud fund complexes. | know
from persond experience that the Canadian mutud fund indudry is extremey innovative
and | would not be surprised if some fund organizations discover that they can use ther
models of mutud fund governance to assg them in marketing their sponsored mutud

funds.
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