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H
ave you been
a victim, or do
you know of
someone who

has been victimized by a
pyramid scheme, a fi-
nancial scandal or a
ponzi operation? I’d like
to address some of the things that
I think could be done by  Joe Av-
erage Investor to help avoid being
scammed by one of these
scoundrels. A few of the culprits
such as Earl Jones, Bernie Madoff
and others have made national
media headlines. But also on the
local level, every town seems to
have at least one story of an inno-
cent, financially unaware individ-
ual who has been swindled. 

Perhaps the most serious of
these crimes is the ponzi opera-
tion. I’d like to examine what a
ponzi scheme is in the first place.
A ponzi scheme is a scam where
current investors are paid a re-
turn from the money paid by new
investors. For example, let’s as-
sume you gave Bernie Madoff or
any of his brethren $10,000. He
promises you a return of, let’s
say, 20 per cent. After he gets your
money, it is used by the schemer
for his or her personal use, rather
than being invested on your be-
half. A year goes by and you
would like your capital returned,
along with the 20 per cent
promised return on investment
(a total of $12,000). 

As an early investor, you
would possibly get that $12,000.
But your fabulous 20 per cent re-
turn wasn’t from great invest-
ment decisions made by Mr.
Madoff. Instead, you are taking
capital from newer investors who

have been duped into
the program well after
you handed over your
original capital. In this
way, ponzi fraudsters are
able to put on an appear-
ance that they made
money for their early in-
vestors, and then show
those “results” to new in-

vestors to lure them into invest-
ing their money. 

So long as the pipeline of new
money continues, the earlier in-
vestors are seemingly protected
should they demand their capital
back. You can see why, in the
case of arch swindler Bernard
Madoff, many of the latecomers
to his dog and pony show asked
for repayment from earlier in-
vestors who had been fortunate
enough to bail out early. In effect,
the early investors were not actu-
ally getting their capital back —
they were receiving the newer in-
vestor’s capital!

There are a few things that one
could do to alleviate the potential
of running into one of these shys-
ters. Here’s a synopsis of three
things that you can do right now
when looking to invest your hard
earned money:

1. Member firms. Make sure
that your financial institute be-
longs to a regulated organization.
At the top of the heap in Canada
are IIROC-member firms (Invest-
ment Industry Regulatory Organi-
zation of Canada), who publish a
list of their member firms at
www.iiroc.ca. IIROC members
are tightly regulated and offer
their clients the security of the
Canadian Investment Protection
Fund. More information about
the CIPF can be found at
www.cipf.ca. 

Financial Planners, who tra-
ditionally only offer mutual
funds and insurance products,
are regulated through the Mutu-
al Fund Dealers Association of
Canada (www.mfda.ca) and/or
the provincial regulatory body
that oversees insurance-licensed
advisers. 

In Ontario, that body is the Fi-
nancial Services Commission of
Ontario (www.fsco.gov.on.ca).
The compliance regulations that
are enforced by these regulatory
bodies on their member firms do
offer some level of confidence to
clients of the individual firms un-
der their jurisdictions. It has been
my personal observation that the
level of compliance can vary from
firm to firm. Do some research by
contacting the appropriate mem-
ber firm to check on a potential fi-
nancial firm. IIROC offers an “Ad-
visorsReport” that can check on
the credentials and for disci-
plinary action (if any) against
both individual advisers as well as
the firm they work for. 

Don’t be lead to believe that a
larger firm or a bank-owned firm
will enforce stricter compliance
than a smaller independent firm.
All member firms must adhere to
regulations regardless of the size of
a firm. Regulatory-organization
membership gives you an avenue
to research a potential adviser and
his or her firm. It also gives you a
path towards registering a com-
plaint, if warranted.

2. Assets held by a third-party
custodian. Make sure your assets
are held at “arm’s length” from
your adviser. A custodian is in
possession of your investment ac-
count and issues periodic state-
ments of transactions. The custo-
dian keeps the assets separate

from the adviser, allowing man-
agement of the assets but not al-
lowing personal access to them
by the adviser. In other words,
your adviser or portfolio manager
cannot access your assets for per-
sonal use, even if he or she want-
ed to. This is perhaps the most
important issue to address when
exploring whether to deal with a
potential investment adviser.
Many independent firms in Cana-
da use National Bank Financial
which is the largest provider of
such services as a custodian.

3. Too good to be true. I have
commentated in past columns
of Investors Digest regarding the
realities behind managed prod-
ucts promising “all of the market
returns with none of the risk.”
Similarly, you should beware of
the promises that sound too en-
ticing coming from unscrupu-
lous money managers. Key
phrases like “getting in on the
ground floor” or “high yield,
quick return” may alert you to
the legitimacy of an investment
proposition. Stay conservative
and learn to tolerate lower re-
turns if you value the safety of
your capital.

Researching the potential of
dealing with a new investment
adviser or portfolio manager re-
quires a bit of time and effort. As
with applying a disciplined ap-
proach to investing in the mar-
kets, the effort is usually reward-
ed in the end.
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