What’s the best way to protect yourself from investment fraud?

Good old-fashioned due diligence

When 67-year-old Earl Jones
was sentenced to 11 years
in jail last February for
having defrauded 158 cli-
ents out of $50 million, one
of his victims yelled out in
the Montreal courtroom:
“You can rot in hell!”

The voice belonged to
his older brother, Bevan,
who along with his wife
lost close to $1 million in
a Ponzi-style investment
scam Earl had operated for
almost 30 years. Preying
on family members and
friends — especially elderly
women who needed help
managing their financial
affairs — Earl promised
his victims returns as high
as 14%. In truth, he never
invested a single penny.
Instead, he paid out interest
and cash requisitions from

the investors’ own money
or from funds provided by
new investors rather than
from any profits earned.
All the while he used their
money to enjoy a smashing
lifestyle.

When the economy
turned sour in 2008, and
clients began demanding
access to their cash, Earl’s
scheming caught up with
him. In April 2009, as he
knew his world was unrav-
eling, “he took us for the
last $13,000 we had in the
bank,” says Bevan.

Not only did Earl Jones
steal from his brother, he
also defrauded his godson,
his daughter’s husband and
his family, and legendary
Montreal hockey writer
Red Fisher, who had often
touted Jones’ financial

|
acumen in his news-
paper columns.
“There are other
big names in the
hockey world [he
victimized], about
six or eight,” says
Bevan. “If I told
you their names
you'd be crying.”

Such a betrayal |

of trust was
understandably shock-
ing to anyone who had
money invested, especially
as it came to light about
a month after New York
financier Bernie Madoff
had been sentenced to
150 years in jail for mas-
terminding a US$67 bil-
lion Ponzi scheme whose
victims included film
director Steven Spielberg.
Nor were these the only

Frankie Gordon and husband
Bevan Jones (right) on an
Alaska trip with Earl Jones
and his wife in May 2008.

examples of investors
having been defrauded by
supposedly trustworthy
financial experts. Media
outlets reported numerous
other investment scams on
a regular basis. Investors
everywhere wondered if
their money was safe.
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Although it’s impossible
to eliminate risk com-
pletely, says Bruce Leboff,
a vice-president, risk man-
agement in the Toronto
office of Gluskin Sheff +
Associates Inc., an inde-
pendent firm that manages
investment portfolios of

2009 from “a VP finance

of one of our clients on
behalf of a ‘friend’ who was
investing with Earl Jones
and had stopped receiving
statements for a period of
time, which raised some
concerns.” Leboff, who

had never heard of Jones,

People have to do their research,
which includes asking a lot of
questions, such as credentials
and years of experience.

$3 million or more, inves-
tors can greatly reduce the
chances of being defrauded
by conducting effective due
diligence.

“Check out the firms
you're doing business with
and the individuals who
are handling your invest-
ments,” says Leboff, who
is a Chartered Accountant,
a Chartered Financial
Analyst (CFA) and a reg-
istered portfolio manager.
He cites, as an example,

a call he received in early
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should be clear.

did an Internet search
and learned he was not
registered as a portfolio
manager or as a broker
with Quebec’s securities
commission. “Those were
obvious, large red flags,”
says Leboff, who warned
the VP against becoming
involved with Jones. It later
came out Jones was not a
Certified Financial Planner,
as he had claimed.

The due diligence process
should also include face-
to-face meetings with a

numbers should

Ifyou don't be independentlg
understand them, audited and comply
stay away. with Global Investment
Performance
Standards.

2|
1

potential investment pro-
fessional, says Chad Van
Norman, a CFA and part-
ner in the Calgary office of
Jarislowsky Fraser Limited,
an investment counseling
firm that manages over $44
billion for pension funds
and individuals with high
net worth.

“People have to do their
research, which includes
asking a lot of questions,
such as credentials and
years of experience,” he
says. “They should take
their time when mak-
ing this kind of decision
... anumber of weeks or
months before they make
up their minds.”

COMMUNITY DISSERVICE
Many fraudsters target
people they know, and who
know each other; and the
exploitation of the trust
that comes with those
relationships is known as
affinity fraud. A classic
example occurred in the
early part of this century
within Canada’s closely

Internet with
great suspicion.

Investment

professionals do not

Promise sure pets,
and there are no

knit Ismaili community.

Salim Damyji told the
Ismaili community in
Toronto that his company,
Strategic Trading Systems
(STS), owned the rights to
Instant White, a tooth-whit-
ening product he was about
to sell to Colgate Palmolive
Corp. He offered com-
munity members a chance
to invest in STS prior to
finalization of the deal with
Colgate. For every dollar
put in, he promised, they'd
get $20 back. Over a two-
year period approximately
6,000 Ismailis worldwide
did just that, to the tune
of $78 million, which pro-
vided Damji with an excep-
tional lifestyle.

Damiji, of course, never
owned the rights to Instant
White. He'd just seen it
being hawked on TV.

The Damji case, and
others like it, proves the
old adage, “If something
sounds too good to be
true, it probably is,” says
Tedd Avey, a member
of Deloitte & Touche
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Canada’s Forensic and
Dispute Global Executive
Committee and one of the
most experienced foren-
sic accountants in the
profession. “It may be a
cliché but when it comes
to investment opportuni-
ties it is almost always the
best advice.” He adds the
prevalence and effective-
ness of affinity fraud is also
evidence of the need to
keep “family, friends and
your chequebook sepa-
rate. Family and business
investments together are a
recipe for disaster. If it goes
wrong you not only lose
financially, you lose part
of your family.”

Another cliché worth
keeping in mind, says
Bruce Leboff: “Don't put all
your eggs in one basket.”
Diversify your investments
and think very long and

A partnerin the
Calgary law office of
Macleod Dixon LLP.
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word-of-mouth on Earl

hard before putting most,
or all, in any single invest-
ment or asset class, particu-
larly if that opportunity is
high risk.

For many people, the
extent of their due dili-
gence is to ask for a word-
of-mouth referral for a

prospective financial advi-
sor, says Craig Hannaford,
former head of the RCMP’s
commercial crime section
and now a security con-
sultant. Although such a
reference can be helpful, it
ultimately provides little
valuable information. “The

was golden,” says Frankie
Gordon, Bevan Jones’ wife.
Although investors
should not eliminate
opportunities to invest
with individuals or small
private firms, they need
to understand there’s a far

greater risk doing business
with someone who is not
subject to any oversight.
“Really, there’s no recourse
if something goes wrong,”
says Hannaford.

While conducting busi-
ness with an accredited
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CONTINUED FROM PAGE 63
professional at a large insti-
tution affords considerable
protection, it’s no guaran-
tee fraud won't occur. “If
you're dealing with a bro-
kerage firm always make
sure you get statements
from the firm and not an
individual broker,” says
forensic accountant Ken
Froese, senior managing
director of Froese Forensic
Partners Ltd. “And never
sign any document you
don't understand.”

He gives, as an example
of the latter, a recently
new fraud in which
an investor applies for
lines of credit in an
accountholder’s name,
secured by the client’s
investment account.
“Nothing appears in the
client’s investment account
or in the brokerage firm’s
records,” he says. “This
requires the [investment
advisor] to either forge
documents or have the
client sign docs they don’t
understand, possibly
represented as ‘margin’
docs. The advisor then
uses the borrowed funds
for whatever purpose he
wants, typically investing
the money in hope of
earning enough profit to
repay the line of credit. But
if he doesn't, the client’s
account is the security.”

An additional layer of
fraud protection is to seek
the advice of a qualified
third party, preferably
before entering a large or

potentially risky transac-
tion. Normally, though,
realization you need to talk
to someone happens after
you're in the soup.

“I think the opening line
of three-quarters of my
cases is, ‘Rob, I think I have
a problem,” says Robert
Rakochey, a partner in
the Calgary law office of
Macleod Dixon LLP.

One of those involved an
elderly woman who dis-
covered a new investment
advisor at the firm she used
had put a lot of her money
into high-risk mutual funds
that brought the advisor a
large, up front commission.
In Rakochey’s opinion, that
type of investment was
“erossly negligent” for a
woman her age.

Rakochey was able to
convince the brokerage to
undo the deal, although
it never admitted to hav-
ing done anything wrong.
“She ended up with a very
minor loss when it could
have been a lot worse.”

SAME TRICKS, NEW LIES
Although there are few, if
any, new investment scams
— “The lies can be differ-
ent,” says Craig Hannaford,
“but fundamentally they
are all about tricking some-
one out of their money.” —
there’s one new variation
worth being aware of.

“I've always been told
that doctors and dentists
are considered easy marks
for fraudsters because they
usually have money to

invest and work so hard
they don't have a lot of time
for due diligence,” says
David Malamed, a forensic
accounting partner at Grant
Thornton LLP.

He explains a new scam
targeting medical profes-
sionals: A fraudster gets a
list of 10,000 doctors and
dentists. He sends half of
them an e-mail saying a
speculative stock is going
to go up and another half
an e-mail that it’s going

against doing online
banking or trading from
cafés or other unsecured
sites that have free Wi-Fi.
“There are many breaches
of security in these kinds
of places,” he says. “Your
account can be hacked into
or, when you're not look-
ing a keystroke logger can
be snapped onto the back
of your computer, which
gives a person a record of
every key you strike. They
can then use this infor-

The lies can be different but

fundamentally

they are all about

tricking someone out of their money.

to go down. He takes the
5,000 that got the accurate
information and divides it
in two, sending each 2,500
an e-mail about another
speculative stock either
going up or down. He
then divides that list, and
repeats the process. In the
end, he has a list of 1,250
people who have seen him
correctly predict the out-
come for three consecutive
speculative stocks.

“Now the 1,250 think
he walks on water,” says
Malamed. “He then e-mails
all of them and offers to
take care of their invest-
ments and lists the fees
he charges. The ones who
sign up are now ripe for
being defrauded by what-
ever investment scams
he’s got cooking.”

Malamed also warns

mation to defraud you in
numerous ways.”

The best overall form of
protection, however, is to
take a hands-on approach
to your investments, says
Deloitte’s Tedd Avey.

“I've known a lot of peo-
ple in my life who've made
a lot of money through
their investments. They put
a lot of time into studying
their portfolios, the mar-
kets, the economy. It’s like
a job to them and they do
it every day. If you work
hard and have common
sense about what you get
involved with, you should
be able to protect your
investments. If you don't,
that’s when you might get
yourself in trouble.”

Paul McLaughlin is a
Toronto freelance writer.
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