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THE MUTUAL FUND INDUSTRY IN CANADA
July 1, 2006-June 30, 2007

   Statistical Situation and Trends
	Canadian Mutual Fund Industry ($CDN - 000's)

	
	
	
	
	

	Asset Class Type
	Assets
	Net Sales* for the 12 months ending

	 
	Jun 2007
	Jun 2006
	Jun 2007
	Jun 2006

	 
	 
	 
	
	 

	Equity Funds
	354,427,917
	295,215,774
	4,452,059
	1,674,725

	Domestic Equity
	197,486,585
	173,275,035
	-7,748,987
	1,702,425

	Global and International Equity
	114,750,074
	85,041,338
	11,747,905
	1,226,676

	U.S. Equity
	25,228,706
	22,212,938
	468,227
	-964,688

	Sector Equity
	16,962,552
	14,686,463
	-15,086
	-289,690

	 
	 
	 
	
	 

	Balanced Funds
	242,212,035
	195,465,979
	24,845,074
	19,816,902

	Domestic Balanced
	174,748,283
	146,298,044
	14,117,948
	16,059,558

	Global Balanced
	67,463,752
	49,167,935
	10,727,127
	3,757,344

	 
	 
	 
	
	 

	Bond Funds
	57,516,524
	54,024,114
	616,111
	4,188,852

	Domestic Fixed Income
	50,183,276
	47,074,183
	286,053
	4,898,193

	Global and High Yield Fixed Income
	7,333,249
	6,949,931
	330,058
	-709,340

	 
	 
	 
	
	 

	Specialty Funds
	3,877,239
	3,419,466
	979,174
	763,613

	 
	 
	 
	
	 

	Long-Term Funds Total
	658,033,715
	548,125,334
	30,892,419
	26,444,091

	 
	 
	 
	
	 

	Money Market Funds
	48,727,761
	41,458,359
	4,251,655
	-6,175,318

	 
	 
	 
	
	 

	Short-Term Funds Total
	48,727,761
	41,458,359
	4,251,655
	-6,175,318

	 
	 
	 
	
	 

	All Funds
	706,761,476
	589,583,693
	35,144,074
	20,268,774


      Economic and Financial Background
The Canadian economy has been particularly strong over the past five years. Annual real GDP growth across all industries has averaged 2.6% since 2002 and Canada’s unemployment rate has fallen to 6.1% -- the lowest in 30 years. The positive results in the goods and services sector have also been mirrored in financial markets with returns from the S&P/TSX Composite averaging 16.6% per annum over the past five years. 

Much of the growth in both the goods and services market and financial markets is due to the growth in commodity prices and the resulting increase in profits, mostly for resource-based companies. Oil and gas and diversified metal and mining companies have ramped up production and innovation in response to rising commodity prices. This has increased the demand for labour country-wide and resulted in a significant population movement from the Eastern provinces into the resource-rich Western provinces. 

The resource boom has also had a significant impact on the demand for Canadian dollars. In the past two years, the dollar has appreciated by more than 12 cents against its U.S. counterpart. This has increased the number of Canadians shopping abroad for goods and services, but has also begun to present a barrier to Canadian manufacturing, most of which is located in central Canada. The rising dollar, increasing relative returns across foreign capital markets and the removal of the foreign content restrictions two years ago in tax-deferred savings vehicles, have also presented an opportunity for Canadians to invest abroad. Year-to-date sales in stand-alone Global & International Equity funds were the highest of any asset class at $8.1 billion. 

Like the demand for labour and Canadian dollars, the resource boom has also put pressure on the prices of all goods and services and resulted in an East-West dichotomy in inflation. Western provinces such as Alberta and Saskatchewan had inflation rates last year of 6.3% and 3.2% respectively, while central provinces such as Ontario and Quebec were well within the 1% - 3% band the Bank of Canada sets for itself. To deal with this, the Bank has increased the overnight rate in the past three years at a slower rate than it would have if it had been focusing on the Western provinces alone. Still, the overnight rate has increased by 2.25% since August 2004, now standing at 4.25%.  Overall core inflation hit 2.3% for the first quarter of 2007 and, if inflation persists, it seems likely the Bank will continue to raise interest rates for the foreseeable future. 

While the Canadian economy and capital markets have remained generally strong, there has been some increased volatility in capital markets over the past two months in both Canada and the U.S. Sub-prime mortgage fears as well as overall flat or mildly disappointing company earning results in the United States have raised fears of a slowdown or even a recession south of the border. These fears have flowed through to oil prices and have raised questions about housing markets in Canada and the amount of U.S. sub-prime mortgage exposure of some Canadian financial firms and investments. While Canada does not have a sub-prime mortgage market similar to that in the United States and the total share of residential mortgage credit in the average Canadian’s total liability is much lower than the average American’s (69% versus 80%), Canadians do have more of their wealth tied up in their homes than the average American (36% versus 29%).  This means that as interest rates rise, it’s unlikely the kind of default rates in the U.S. will spill over into Canada. However, there may be a larger wealth effect for Canadians if housing prices begin to fall.

There are positive signs that Canada is better prepared than in the past for a possible slowdown south of the border. Canada’s export market has become more diversified. While the United States still receives the bulk of Canadian exports, its share of total exports has fallen from 84% in 2001 to 79% at the end of 2006. Over the same period, exports to OECD countries minus the United States have risen to 11% from 8.5%. Canadian mutual fund investments have also become more diversified over the past few years. During the last market downturn, Canadians were heavily invested in domestic, U.S. and sector equity markets. Today, Canadians have invested more heavily in mutual funds that diversify across countries, sectors and asset types such as target-date funds, balanced funds and fund-of-funds.

The Canadian economy and Canadian capital markets have outperformed most of the developed world for the past five years. Current increased volatility in North America may continue, but changes in the structure of the Canadian economy and Canadian investment will help offset this volatility going forward.
Key Trends in Flows and Assets Under Management

Assets grew over $117 billion for the 12-months ending June 2007. This represents the highest 12-month growth for the industry ever.  Of that growth, an estimated $82 billion was attributable to positive performance in the financial markets.
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Net sales excluding re-invested distributions for the 12-months ending June 2007 were $35.1 billion, the highest 12-month sales period for the industry since June 1998.  Almost 88% of the total sales came from long-term funds.  The first six months of 2007 alone, was a very strong sales period for the industry with net inflows of over $25 billion.  

A central theme within net flows for the last 12 months ending June 2007 has been the increasing amount of exposure to global mutual funds within clients’ portfolios.  The removal of the foreign content limit restriction in 2005 has allowed Canadians to increase their exposure to non-domestic mutual funds up to 100% within their portfolios. Two of the three highest flows in asset classes for that period were Global Balanced funds and Global & International Equity funds.  These two asset classes accounted for almost 64% of total sales for the industry which is in contrast to only 25% in the same period one year earlier.  

The asset class with the highest amount of net inflows was the Domestic Balanced funds, slightly decreasing the amount of flows seen in the same period one year ago.  Over 59% of the net flows within the Domestic Balanced funds were actually represented by flows into fund-of-funds. These are mutual fund products whose underlying investments are a basket of other mutual funds. It’s a convenient solution product that helps investors further diversify and decrease their risk and focus on longer term performance.

Despite strong positive growth within the Canadian financial markets over the last four years, the Domestic Equity asset class experienced a net outflow of almost $8 billion over the last 12 months ending June 2007. Given that the S&P/TSX is heavily weighted in resource and financial service companies, Canadians are keen not to attempt to chase past historical performance and overweight their portfolios in Canadian equities. 

The trend of increasing foreign exposure, the strong net flows into fund-of-fund solution products, and the tendency to avoid chasing past historical returns are strong evidence that investors have evolved from past habits and are clearly focused on creating risk management solutions within their investment portfolios for the longer term.

Regulatory and Self-Regulatory Developments

Passport vs common regulator

The debate over a common vs a “passport” style system of regulation continued in the past year. The Ontario and federal governments support a common securities regulator. Most of the other provinces are in favour of the passport style, in which participants need interact only with the regulator in their home jurisdiction, with that approval or decision automatically applicable in the other 12 jurisdictions. 
The federal government has indicated it may appoint a task force to look at how a common securities regulator could be set up in the country and how it would compare with the passport system.

In the meantime, most members of the Canadian Securities Administrators (CSA), the umbrella organization for provincial and territorial securities regulators, issued for comment proposals to implement phase two of the passport model. Notably absent, however, in issuing a comment proposal was Ontario, the largest provincial regulator. The proposals issued by the other provinces are dependent on implementation of the prospectus disclosure and registration rule proposals outlined below in the Registration Reform Project. IFIC was generally in favour of the enhancements. However, significant concerns were raised about the impact on multi-jurisdictional participants doing business in Ontario if the proposal is implemented without Ontario’s participation.

Registration Reform Project

The past year was highlighted by significant regulatory activity that is expected to have far-reaching implications to the business operations of managers, dealers and their advisors.  The overarching proposal, called the Registration Reform Project (RRP), is under the auspices of the CSA. Other regulators are taking part in the RRP, all with the stated goal of increased harmonization. 

The first proposal to be released for comment is National Instrument 31-103, which came out in February and is designed to streamline the registration requirements applied to market participants across Canada. For the first time, investment fund managers would need to register, comply with mandatory capital, insurance and proficiency requirements and formalize the role of a chief compliance officer. The number of registration categories would be reduced, but exempt market dealers would now need to register everywhere in Canada. A harmonized structure for a complaint resolution mechanism for dealers and managers to ensure a consistent client experience was also proposed.  A rule re-issue is expected in late 2007 and the CSA is seeking to implement the rule in mid to late 2008. 

Point of Sale Disclosure

In June, the Joint Forum of Financial Market Regulators, made up of regulators of the country’s investment funds, insurance and pension industries, released a concept paper for a 120-day comment period. The main objective of the paper is to produce a two-page disclosure document for mutual funds and segregated funds called Fund Facts.  The two-pager, written in plain language, would contain quick facts about the fund, such as its MER and who the portfolio manager is, the fund’s top 10 investments, how the fund has performed in the past and what kind of investor is best suited to this particular fund. It would also deal with costs to the investor, specifically advisor compensation.

Under the proposal, a Fund Fact would need to be provided to the investor before a fund transaction could be executed. This will significantly alter the current sales process where a prospectus is provided a few days after the transaction has been executed. The industry is concerned that mutual fund sales will be hurt by this proposal.
The mutual fund industry in Canada has always been in favour of a simpler, more meaningful disclosure document. IFIC also believes it is essential that the delivery requirements suggested in the proposal do not limit customer service or access.  Currently, the proposal calls for the Fund Facts to be delivered at initial purchases, subsequent purchases (except for pre-authorized payment plans) and switches (except for those under asset allocation services). The industry believes many investors have come to rely on making subsequent purchases or switches over the phone or go to a website to review information. The mutual fund industry feels investors should be able to continue their practices and not be subject to an over-prescriptive delivery requirement that could delay their purchase transactions.

Client Relationship Model

The Investment Dealers Association of Canada and the Mutual Fund Dealers Association of Canada have been working on a New Client Application Form and a Relationship Disclosure Document (RDD) to clarify obligations and expectations of all parties.  The date of the implementation of this process is yet unknown. IFIC has urged regulators to merge disclosure requirements in Point of Sale and RDD to prevent duplication and to conduct a full review of all disclosure currently required to find any gaps that can be closed or duplication that can be eliminated.

Accounting Developments

In 2006, as Canada made one of its first moves toward the adoption of international accounting standards, IFIC members realized that a section of the new CICA Handbook clashed with current definitions for determining Net Asset Value Per Unit under generally accepted accounting principles (GAAP). If left unchecked, this section could have caused serious problems for fund companies and investors alike. But quick action on the part of an IFIC task force set helped influence the CSA to adopt all of IFIC’s recommendations in its draft form.
The crux of the problem was Section 3855, a new section of the CICA Handbook, which states that for financial statement purposes, investments must be valued based on bid price. This generally departs from the industry’s current daily valuation practices for pricing purposes, which is “fair value” based on closing price or last trade price.  NI 81-106 specifically requires that NAV be calculated in accordance with GAAP. This would have meant that investment funds would have to use bid price for the daily valuation of investments, rather than fair value. As a result, the CSA issued an exemption order for one year commencing October 1, 2006 to allow the industry to develop a solution. Under a tight timeline, the task force quickly conducted extensive research and explored all options to resolving this problem. Among their recommendations: 

· Pricing NAV should be calculated in accordance with principles that do not reference Canadian GAAP. In other words, pricing NAV would continue to use “fair value,” while financial statement NAV would be based on bid price.

· Disclosure in all documents (other than financial statements) should be by reference to pricing NAV, including NAV published in the press, NAV used to calculate performance and commentary on performance of a fund in a management report of fund performance.

· Management expense ratio in Canada should continue to be calculated as total expenses other than brokerage and other portfolio transactions.

· Trading expense ratios in Canada should continue to be reported separately.

On June 1, 2007, the CSA introduced proposed draft changes to NI 81-106, which if adopted, would implement all of IFIC’s core recommendations into the new proposed rule.

Tax Developments

IFIC has long advocated for changes to government policies to ensure Canadians can save adequately for their retirement. Frequently these ideas are adopted by government.

To explore ideas for its pre-budget submission last year, IFIC held its first Tax Symposium in June 2006. Several ideas came out of this forum and were then presented to the federal government. The next federal government budget included a concept proposed by IFIC to increase the maximum age at which a person could convert their Registered Retirement Savings Plan (RRSP), a deferred tax-saving vehicle, to a Registered Retirement Income Fund, a plan designed to provide a steady stream of income during retirement and under which a specific percentage of the plan's assets must be withdrawn each year as income. As well, IFIC successfully lobbied to provide unlimited RRSP creditor protection in the event of bankruptcy, with no locking-in requirement.

In addition, once the draft budget legislation was introduced, IFIC was able to provide the government with some technical wording changes to avoid some unintended consequences for spousal RRSPs.

Fund Governance Developments

National Instrument 81-107, Independent Review Committee for Investment Funds, came into force on November 1, 2006, and gave mutual fund managers until May 1, 2007, to establish and form an Independent Review Committee (IRC), which would oversee all conflict-of-interest matters faced by the fund manager in the operation of an investment fund. Fund managers and their IRCs are required to be in full compliance with the rule by November 1, 2007. An IRC (at least three individuals who are independent of the fund manager) is expected to provide an added level of investor protection by ensuring that the interests of the investment fund – and ultimately the investor – are placed at the forefront when a fund manager is faced with a conflict of interest. In addition, the IRC will improve the fund manager’s decision-making process by providing an upfront check on how the conflict is resolved.

IFIC provided guidelines on how fund companies could develop an IRC Charter Framework. This tool provided Members with guidance to create an appropriate structure to process conflict-of-interest matters, the scope of the IRC’s role in their own organizations and how to draft their first IRC Charter.

A special IFIC task force then released an NI 81-107 Implementation Checklist, a working document providing guidance via a list of areas to be reviewed prior to the November 1, 2007 deadline. A Post-Implementation Checklist will be issued to the Membership shortly.

Product Developments

A trend that has finally started to pick up some pace since the removal of the foreign content limit restriction in tax-deferred savings vehicles has been the announcement by some major fund companies to increase the foreign content equity exposure within individual Domestic Equity funds to up to 49%.  Thus the fund itself will continue to have the majority of its equity assets invested in Canada (i.e. 51% or more), but a significant portion can and may be allocated into any other part (or sector) of the world depending on present market opportunities determined by the portfolio manager.  Prior to the removal of the foreign content limit, portfolio managers of Domestic Equity funds were not permitted to invest more than 30% of each of the fund’s equity assets outside of Canada.
Similar to the concept of fund-of-funds, another increasing trend within the mutual fund industry has been the use of mutual fund products as the primary underlying investment in another investment product.  For example, Principal Protected Notes (also known as “PPNs”) are a new breed of investment type products that may use a mutual fund (or benchmark index) as their underlying investment. The difference between this product and the mutual fund is that a PPN provides at a minimum, the principal of the investment back to the investor should the fund not produce positive returns over the fixed term of the product.
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