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Introduction

Advising clients on financial investments involves considerable
initial effort and cost for the advisor and their firm. There is cost
and time training, licensing, and onboarding advisors, along with
ongoing client servicing in a complex regulatory environment. The
level of work required is even higher for new clients as advisors
must establish a relationship and gain an understanding of the
client's needs. Advisors need to be adequately compensated
upfront for these efforts and their costs. There are many models for
compensation effectively used in Canada and across the globe.

The challenge for consumers is understanding the value of financial
advice in their investment journey, knowing how to find a qualified
and trustworthy advisor, and ascertaining the true cost versus

the value of the services they are receiving. The challenge for
regulators is to ensure that advisors have adequate qualifications
and training and are incented to act in their clients’ interest.
Regulators must also ensure that financial products are not
predatory and that capital markets work efficiently and promote
financial inclusion.

Since the 2008 global financial crisis, requlators and lawmakers
around the world have endeavored to mitigate information
asymmetries® and moral hazard® risks for investors wherever
possible. Predatory practices have been curbed or banned,
information requirements enhanced, and fiduciary or duty of

care style responsibilities have been introduced. Some countries
have focused on licensing requirements for financial advisors and
planners and their duties to serve clients, while others have focused
on the regulation of financial products or a combination of the two
approaches.

Canada is examining its requlatory structure with the benefit of
hindsight and in the unique position to develop policy based on
the experience of other countries. This could minimize unintended
conseqguences of regulatory reform. Recent regulations in

Canada have banned certain compensation models and proposed
regulations seek to eliminate others. Because similar requlatory
actions have already been taken in the UK, the impact of
Canada's proposals can be examined both in theory and in effect.

There is a strong
correlation
between having an
advisor and having
healthy financial
habits. Those who
don’t have an
advisor are less
likely to save, take

advantage of tax-

beneficial vehicles,
and invest their
savings.

5 Where one party to a transaction has more information than the other and can use it to their advantage against the other party.

6 A lack of incentive to guard against risk where one is protected from its consequences, e.g. by insurance.



Financial Asset & Advisory Regulation in Canada

Canada has a federal constitutional system based on an explicit division of powers in the Constitution
Act of, 1982.” Under the Constitution, the Government of Canada has jurisdiction over certain
matters, such as banking regulation, while others fall within the jurisdiction of the provinces and
territories, such as regulation of securities brokering. Regulation of insurance companies is generally
split between federal and provincial/territorial jurisdictions.

In recent years the Canadian government attempted to form a national requlatory agency to

oversee securities regulations, but courts blocked the move due to a lack of constitutional authority.
While efforts toward a formal structure failed, Canada enjoys coordinated rule development across
provinces and territories through several cooperative regulatory bodies: the Canadian Council of
Insurance Regulators (CCIR), the Canadian Insurance Services Regulatory Organizations (CISRO), and
the Canadian Securities Administrators (CSA). They propose rules, seek comments on proposals, and
formulate policy recommendations for adoption by provincial/territorial regulators.

Several key provisions have come from the CSA regarding investment services. Among them are:

Conflict of Interest Rules: Registered firms and advisors are required to address material
conflicts in the client's best interest and inform clients how those conflicts are being addressed.
The information must be made in a timely fashion and using clear and understandable language.

Know Your Product (KYP) Suitability Obligation: Firms and investment advisors must take
reasonable steps to understand the securities that they sell or recommend to clients, including
consideration of the product features, structure, risks, costs, and the range of alternatives.

Know Your Client (KYC) Suitability Obligation: Firms and investment advisors must document
crucial information about the client’s personal and financial circumstances, the client's investment
objectives, risk tolerance, time horizon, and their financial ability to withstand losses (risk
capacity). The results must then be to reviewed with the client. These changes are intended to
result in suitable investment recommendations. Advisors must also take reasonable measures

to update the KYC information regularly and any time there is a material change in the client’s
circumstances or financial situation.

Initial Account Disclosure: Firms and investment advisors must provide information about
potentially significant terms and conditions of the account opened. These include any restrictions,
investing costs (including compounding effects), and any limitations relating to the products and
services offered (e.q., if clients will only be offered proprietary products that cannot be transferred
in kind to another Dealer).

The CCIR and CISRO have proposed similar requlations for segregated funds, an annuity contract
issued by an insurance company where the investor's premiums are invested in funds managed by
the life insurance company but segregated from the rest of the company’s assets. The value of the

7 Constitution Act, 1982, being Schedule B to the Canada Act 1982 (UK), 1982, c 11.



plan will vary over time based on the value of those investments, but the investor is guaranteed to
receive at least 75% of what they have paid into the plan on death or sale, even if the investments
have dropped in value. Investors also have additional life insurance benefits such as estate protection.
Companies that offer segregated funds may offer other additional benefits. Investors may shift

the composition of their investment across different assets offered by their segregated fund issuer
without incurring additional expenses.

The following are changes specific to segregated funds:

Banning Deferred Sales Charges on Segregated Funds - Regulators recommended issuers cease
using DSCs in new sales from June 2022 until full phase-out by June 2023.

Proposed Changes to Compensation on Segregated Funds - Proposals range from additional
disclosures on funds fees to prospective investors to banning all embedded fees and chargebacks on
advisors.

These changes are intended to increase fairness and transparency for segregated fund investors and
level the playing field across different investment types for Canadian investors. While many of these
changes are supported by industry, banning all embedded compensation is controversial and viewed
as a barrier to serving Canadians with modest incomes. Embedded compensation helps a client get
invested without losing the value of their initial investable assets or having to pay an out-of-pocket
fee for the financial advice and service they receive. The CCIR has asked for comments on these
issues and below the impact of financial requlation is explored for Canada and the UK.

Embedded compensation helps a
client get invested without losing
the value of their initial investable

assets or having to pay an out-of-
pocket fee for the financial advice

and service they receive.




Canadian Household Investments Today

Canadian households have accumulated $6.3T in financial assets not tied to pensions or life insurance
policies (Exhibit 1). The largest single asset class is cash and deposits, worth $2.0T. Mutual funds and
non-mutual fund equity shares are about equal at $1.9T each, with segregated funds accounting for
0.4T and bonds and other fixed income securities accounting for the remaining $0.1T.2

Exhibit 1: Total Non-Pension, Non-Life Insurance Financial
Assets Held by Canadian Households

m Cash & Deposits mBonds m Mutual funds m Segregated funds '+ Other equity shares

Source: Statistics Canada (National Balance Sheet Accounts Table: 36-10-
0580-01) Canadian Life and Health Insurance Association (Canadian Life
and Health Insurance Facts, 2022 Edition). Note 2022 Segregated Funds
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Exhibit 2: Total Growth in Non-Pension, Non-Life Insurance
Financial Assets Held by Canadian Households 2015-2022

Cash & Bonds Mutual funds Segregated Other equity Total Non
Deposits funds shares Pension/LI

Source: Statistics Canada (National Balance Sheet Accounts Table: 36-
10-0580-01) Canadian Life and Health Insurance Association (Canadian
Life and Health Insurance Facts, 2022 Edition). Note 2022 Segregated

holdings are estimated by the author. Funds holdings are estimated by the author.

Growth in financial asset holdings comes from both added investments or savings and growth in
the underlying asset values. Over the 2015-2022 period, financial assets excluding pensions and
life insurance grew 62% (Exhibit 2). Due to global central bank monetary tightening in 2022, bond
holdings lost value and the market value of bonds fell enough to record a loss over the period.

Over the past seven years, Canadian households socked away nearly $800 billion in savings in the
form of currency or other deposits, holding a third of their investable assets in cash at the end of
2022. During this period, inflation reduced the value of cash holdings and bank interest rates on
deposits were running less than 1%.°

Consider that if instead of growing cash balances as they did from 2015-2022 at an annualized rate of
7.2%, Canadian households had grown cash balances by just 3% per year and invested the remainder
in a diversified portfolio? A rough estimate for this time period puts a balanced portfolio at an
average annual return of 4-8%, taking into account positive and negative returns in any given year
(including 2022 when the S&P/TSX 300 index lost 9%). With an average return of 5% per year, at the
end of the period aggregate holdings in financial assets would have been $120 billion higher (net of
the $72 billion cash converted to investment). In a fund generating 7% per year, aggregate holdings
would have been $173 billion higher.

8 statistics Canada (National Balance Sheet Accounts Table: 36-10-0580-01).
9 https://www.bankofcanada.ca/rates/interest-rates/money-market-yields/ calculated on the daily Overnight Money Market Financing Rate.






How do Canadians Benefit from Advice?

Advisors can help to increase average returns on investments, the so-called “alpha factor" of
investing, decrease volatility, the "beta factor” of investing, and be there to lend support and
guidance through thick and thin, the “gamma factor.” If we simply consider the alpha factor, it can be
hard to justify the expense of an advisor beyond the occasionally complicated situation because few
fund managers can outperform comparative indexes over sustained periods. However, if we take a
holistic approach to measuring advisor value on household wealth, the results are overwhelmingly in
favor of retaining services for any investor, regardless of wealth.

Three companion academic studies by CIRANO researchers examined the value of advice through
robust statistical analyses on survey panels that were put in the field in 2010, 2014, and 2018." Their
research was unigue on several fronts and collectively determined the following:

Over the long term, those with advisors have larger gains than otherwise similar non-advised
Canadians. Over 15 years, the advised group had 2.7 times the level of assets of the non-advised
group.

The most statistically significant difference in the gains comes from greater savings discipline and

a larger allocation into non-cash investments among advised households. This is the gamma factor
of investing at work. Similarly, another study from 2013 finds that the support and savings discipline
of the gamma factor alone amounts to 159 basis points (1.6%) on an annualized return basis.” This
finding is especially important for investors starting with small investment portfolios.

Investors seek advisors, rather than being solicited by advisors. This result was reaffirmed in a study
of mutual fund and segregated fund investors in 2022." This finding is key because it contradicts a
primary basis for stronger regulations for financial advisors: that it is advisors seeking clients that
lead to advising and, worse, to conflicts of interest in the provision of advice to the detriment of
investors.

Matching respondents in the 2014 survey with those in 2010 and again in the 2018 survey with those
in the 2014 sample, the researchers were able to determine the impact of gaining or terminating

an advisor on asset accumulation. Over each four-year period, they estimated the difference in
financial assets of having an advisor initially but terminating the relationship resulted in a portfolio
that was at least $90,000 lower than those of households that were advised in both periods.

In the most recent study, they demonstrated that it was not simply having more assets initially that
led to the newly advised having more at the end of the observation period. Households that did not
have an advisor in 2014 but had one in 2018 had $116K in financial assets initially which gained $81K
in value by 2018. For investors that didn't have an advisor in either year, they gained $43K on an
initial investment of $134K.

13 Montmarquette, C. and Viennot-Briot, N. 2015. “The Value of Financial Advice,” Annals of Economics and Finance, 16(1), 69-94; Montmarquette, C. and Viennot-
Briot, N. 2016. “The Gamma Factor and the Value of Financial Advice.” CIRANO Working Paper 2016s-35; and Montmarquette, C. and Prud'Homme, A. 2020. “More
on the Value of Financial Advisors” CIRANO Project Report 2020RP™-04.

14 Blanchett, D. and Kaplan, P. 2013. “Alpha, Beta and Now ... Gamma,” The Journal of Retirement, I(2), 29-45.
15 Ipid. Footnote 1.



One impediment to seeking financial
advice is uncertainty about the amount
of investable funds necessary to retain an
advisor. The Montmarguette and Viennot-
Briot (2015) study of Canadian households
found that most investors who identified
as self-advised believed they needed at
least $100,000 to seek out an advisor
and 44% of non-advised, non-investor
households believed they needed at least
$50,000 to seek an advisor.” Yet most
(71%) advised investor households first
sought advice with less than $50,000 as
shown in Exhibit 4. In their subsequent
study, Montmarguette and Viennot-Briot
(2016) found 32% of survey respondents
would not seek advice at any level of
assets.

Exhibit 4: Distribution of the Value of Assets that would
prompt a Canadian Household to Seek Financial Advice

Most traders (i.e., identified as

Most advised households first self-advised) believe they need
seek advice at below $50K in $100K or more to seek advice

assets (71% <$50K) (66% > $100K) |

0%
144%) Many non-advised households believe they

need more than $50K in assets to seek

advice (44% > SSOK)
21%
16%
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Source: Montmarquette, C. and Viennot-Briot, N. 2015. “The Value of
Financial Advice,” Annals of Economics and Finance, 16(1), 69-94. Figure
1.

Claims that Canadian investors are steered into
products without adequate consideration of
their financial situation and goals run counter
to the actual experience of investors in mutual
funds and segregated funds. When surveyed
about the advice they received prior to their
purchase decision, 74% of segregated fund
investors and 68% of mutual fund investors

received help from a financial advisor. (Exhibit
5) Of these, just 6% of segregated fund investors
and 7% of mutual fund investors indicated that
“My Financial Advisor told me what he/she
planned to buy on my behalf and asked for my

nl7

okay.

Exhibit 5: Advisor role in Mutual Fund and Segregated
Fund Purchase Decision

My Financial Advisor assessed my financial
needs and recommended products and
strategies | should use. 28%
A Financial Advisor helped me with my
purchase, including considering this type of
investment versus other potential sources... 25%

| told my Financial Advisor what | wanted to 1%
buy and he/she guided me on the purchase
of a specific product. 8%

m Segregated Fund Investor
My Financial Advisor told me what he/she 6%
planned to buy on my behalf and asked for m Mutual Fund Investor
7%

my okay.

My Financial Advisor simply helped me get 8%
what | asked for. 7%
1 did not get help from a Financial Advisor in 19%
making this decision. 25%

Source: Brondesbury-Golfdale Research, 2022. Question was “For the
Segregated Fund/Mutual Fund that you have purchased, which of the
following best describes the role a Financial Advisor played in making
the decision to invest. By ‘Financial Advisor’, we mean any person
working in financial services that was involved in helping you choose or
buy a product.”

Getting advice to the most financially vulnerable
is a key concern. When potential investors have
a small portfolio of investable assets advisors
are less incented to provide services. When
examining mutual fund investors that did not get
advice from a financial advisor with those that
got at least some advice by the amount invested,
those with smaller investments received less
advice (Exhibit 6)."® However, the advice gap by
asset size was smaller and the overall share of
those receiving advice was higher among those
that purchased their mutual fund through a life
insurance or mutual fund agent. For those that
invested $10,000 or less with an agent, 76%
received advice versus 54% of all mutual fund
investors in the survey.

16 Similar results were found in the subsequent study by Montmarquette, C. and Prud’'Homme, A. 2020. “More on the Value of Financial Advisors" CIRANO

Project Report 2020RP-04 for the 2018 survey.
17 |bid. Footnote 1.
18 |pid.



Exhibit 6: Advisory Help for Canadian Mutual Fund Holders by Amount of Invested Assets for all Investors and those that
Purchased from an Life Insurance or Mutual Fund Agent

73% W 78% Wl 78%

35%
22%
19% 1% N 19%
< $10K $10K $25k $50K SI00K  $250K  $500K
to< to< to< to< to< or

§25K $50K SI00K  $250K  $500K  more
Total Household Investment Funds
mGot Advice = No Advice Advisor Simply Got What | Asked For

Source: Brondesbury-Golfdale Research, 2022.
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Willingness of Canadians to Pay an Upfront Fee for
Financial Advisory Services

The Brondesbury-Golfdale Research 2022 survey explored investor confidence regarding their
investments in mutual funds and segregated funds, their satisfaction with any advice they may have
received in deciding on what investments to make, and what price a respondent would be willing to
pay if they had to explicitly compensate their advisor upfront for investment advice given on future

investments."”

Among current or past investors in mutual funds
shown in Exhibit 7, those expressing the least
confidence that the investment would help them
reach their financial goals purchased their fund
through a bank representative or from an online
‘robo-advisor’. Interestingly, these represent
both the most popular form of purchase and the
least popular form of purchase, respectively.
Those who paid upfront for advice, took a DIY
approach, or purchased with the help of various
types of advisors (agents or stockbrokers) all
had mid- to high-80s percent confidence in the
product they purchased.

When the same question was asked of
segregated fund owners, which is a more
complex product with more limited means of
purchase, a similar pattern was evident with the
notable exception that those who could afford

Exhibit 7: Confidence in Mutual Fund Based on Where It
Was Purchased

mmTotal % Confident in Mutual Fund (5-10) Percent Who Purchased Through this Channel

89% 88%
74%

13% l12%
— .
= \2\‘:/0
Fee-based Do-it-yourself Life Insurance Stockbroker Mutual Fund Automatically Bank Online
Financial (DIY) Agent/Advisor Representative/ invested Representative 'robo-advisol
Planner investment /Broker Advisor through my

platform workplace plan

Source: Brondesbury-Golfdale Research, 2022. Asked of those who owned
now or in the past: “For the next few questions | would like you to think
about the last time you invested in a mutual fund. When buying those
mutual funds did you buy them from a...?"” by Using a 10 point scale, where
1 means 'not at all confident” and 10 means ‘completely confident’; overall,
how confident are you that each of the following investment products
would help you meet your household's financial goals? ... Mutual Funds

19 |pid.



and used a wealth manager/financial planner the invested funds or through commissions) are

were clearly the most satisfied (Exhibit 8), less willing to pay upfront fees than those that
followed by those who purchased from a life currently have a direct payment relationship
insurance agent. with their advisor and those that paid a direct
» . . fee are the most willing to pay a fee of $400-
Exhibit 8: Confidence in Segregated Fund Based on $500 on a potential future $10,000 investment.
Where It Was Purchased o
However, even among those most inclined to
m=Total % Confident in Seg Fund (5-10) —~-Percent Who Purchased Through this Channel pay an Upfront fee, On|y one-third would do

soon a new investment of $10,000.

Exhibit 9: Willingness to Pay Upfront Fee by Past
Commission/Fee Experience: Mutual Funds

An independent Wealth Life Insurance Bank-based Don't know/
wealth manager/ team gent/Advi Insurer Not sure
financial planner with a stockbroker Broker

Source: Brondesbury-Golfdale Research, 2022. Asked of those who owned
now or in the past: “For the next few questions | would like you to think
about the last time you invested in a mutual fund. When buying those
mutual funds did you buy them from a...?" by Using a 10 point scale, where

1 means 'not at all confident' and 10 means 'completely confident'; overall,
how confident are you that each of the following investment products would
help you meet your household's financial goals? ... Segregated Funds

In the Brondesbury-Golfdale Research 2022

survey, and SImllar tO flndmgs n the ClRANO Source: Golfdale Consulting/Brondsbury Group, 2022. Asked of those who
: H H owned now or in the past: “Suppose you had an additional $10,000 to invest in
StUdleS, some mvestors Slmply dO nOt Want a [MF/SF] but had no choice about how to pay for it. You have to pay an upfront
H H fee to buy it instead of a commission or an amount taken out of the fund itself.
adVICe at any prlce' bUt those that have Would you still buy a [MF/SF]if the upfront fee was the following amount?”

experience with an advisor and knowledge

of how their advisor is compensated are . -
Exhibit 10: Willingness to Pay Upfront Fee by Past

more willing to pay a fee equal to what Commission/Fee Experience: Segregated Funds
most advisors say is required to adequately

research and advise a client on the basis of
their needs, roughly $400-$500.%° In Exhibits
9 and 10 on the right, mutual fund and
segregated fund investors were asked how
much they would be willing to pay for advice
on a potential future investment of $10,000.
The idea that investors do not know that their
advisor is paid either directly or indirectly

for advice is clearly not in evidence. 66%

percent of mutual fund investors and 75% of
Source: Golfdale Consulting/Brondsbury Group, 2022. Asked of those who

segregated fund |nveSt0rS were able tO State owned now or in the past: “Suppose you had an additional $10,000 to invest in
. . . . a [MF/SF] but had no choice about how to pay for it. You have to pay an upfront
hOW thelr adV|sor was pald' Those that pald fee to buy it instead of a commission or an amount taken out of the fund itself.

indirectly in the past (either as a portion Of Would you still buy a [MF/SF] if the upfront fee was the following amount?”

20 Brondesbury-Golfdale Research, 2022, “Mutual Fund and Segregated Fund Owners in Canada;"” Montmarquette, C. and Viennot-Briot, N. 2015. “The Value of
Financial Advice,” Annals of Economics and Finance, 16(1), 69-94; Montmarquette, C. and Viennot-Briot, N. 2016. “The Gamma Factor and the Value of Financial
Advice.” CIRANO Working Paper 2016s-35; and Montmarquette, C. and Prud’Homme, A. 2020. "More on the Value of Financial Advisers” CIRANO Project Report
2020RP-04.

10



