Chapter 6

Request for Comments

6.1.1 Notice of Proposed NI 23-102 Use of Client Brokerage Commissions as Payment for Order Execution Services
or Research Services and Companion Policy 23-102CP

NOTICE OF PROPOSED NATIONAL INSTRUMENT 23-102
USE OF CLIENT BROKERAGE COMMISSIONS AS PAYMENT FOR
ORDER EXECUTION SERVICES OR RESEARCH SERVICES
AND COMPANION POLICY 23-102CP

L INTRODUCTION

The Canadian Securities Administrators (the CSA or we) are publishing the following revised documents for a 90-day comment
period:

o Proposed National Instrument 23-102 — Use of Client Brokerage Commissions as Payment for Order
Execution Services or Research Services (Proposed Instrument); and

° Proposed Companion Policy 23-102 CP (Proposed Policy).

We seek to adopt the Proposed Instrument as a rule in each of British Columbia, Alberta, Manitoba, New Brunswick, Nova
Scotia, Ontario and Québec, as a Commission regulation in Saskatchewan and as a policy in each of the other jurisdictions
represented by the CSA. The Proposed Policy would be adopted as a policy in each of the jurisdictions represented by the CSA.

Il BACKGROUND
On July 21, 2006, the CSA published the following documents for comment (collectively, the 2006 Documents)1:

° Notice of Proposed National Instrument 23-102 — Use of Client Brokerage Commissions as Payment for Order
Execution Services or Research (“Soft Dollar” Arrangements) (2006 Notice);

° Proposed National Instrument 23-102 — Use of Client Brokerage Commissions as Payment for Order
Execution Services or Research (“Soft Dollar” Arrangements) (2006 Instrument); and

. Proposed Companion Policy 23-102 CP (2006 Policy).

The CSA invited public comment on all aspects of the 2006 Documents and specifically requested comment on fifteen questions.
Forty-three comment letters were received. We have considered the comments received and thank all the commenters for their
submissions. A list of those who submitted comments, as well as a summary of comments and our responses to them, are
attached as Appendix “A” to this Notice.

1. RECENT DEVELOPMENTS

Also in 2006, the U.S. Securities and Exchange Commission (SEC) issued guidance on client commission arrangements. The
transition period for implementation of the SEC’s 2006 interpretive release (SEC Release)2 ended early in 2007. The final rules
of the Financial Services Authority3 had already taken effect by the time the 2006 Documents were published.

More recently, statements have been made by various representatives of the SEC that suggest that SEC staff continue to work
on recommendations to their Commission that may help to increase transparency and improve oversight in relation to the use of
client commissions. We will continue to monitor the developments in the U.S.

! Published at (2006) 29 OSCB 5923.

2 The SEC Release was issued on July 18, 2006 under Exchange Act Release No. 34-54165. These were effective July 24, 2006 with a six-
month transition period to January 24, 2007.

The FSA’s final rules were published in July 2005 in Policy Statement 05/9, Bundled Brokerage and Soft Commission Arrangements:
Feedback on CP 05/5 and Final Rules. These were effective January 1, 2006 with a six-month transition period.
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Iv. SUBSTANCE AND PURPOSE OF THE PROPOSED INSTRUMENT AND PROPOSED POLICY

In response to comments received, and after further consideration by the CSA, the 2006 Documents have been materially
revised. The purpose of the Proposed Instrument and Proposed Policy remains the same although their content has changed.

The Proposed Instrument continues to provide a specific framework for the use of client brokerage commissions by advisers. It
clarifies the broad characteristics of the goods and services that may be acquired by advisers with these commissions and also
describes the advisers’ disclosure obligations in relation to such use of client brokerage commissions.

The Proposed Policy gives additional guidance regarding the types of goods and services that may be obtained by advisers with
client brokerage commissions, as well as non-permitted goods and services. It also gives guidance on the disclosure that would
be considered acceptable to meet the requirements of the Proposed Instrument.

V. SUMMARY OF THE PROPOSED INSTRUMENT AND PROPOSED POLICY
A. Common Themes from Comments on the 2006 Documents

The common themes that emerged from the comments received on the 2006 Documents were: (1) difficulties could arise
regarding the application of the 2006 Instrument to principal transactions in securities where there is no independent pricing
mechanism; (2) the requirements should be harmonized to the greatest extent possible with those in the U.K. and U.S., with
preference for harmonization with the U.S.; (3) the proposed disclosure requirements would be difficult to meet and may not be
useful to many clients; and (4) a transition period should be considered.

As noted above, we have considered the comments and have made substantive changes to the 2006 Documents (reflected in
the current Proposed Instrument and Proposed Policy). These changes are summarized below. Several non-substantive
changes have also been made in response to the comments received. These changes and the reasons for them are discussed
in the summary of comments and responses included at Appendix “A”.

B. Summary of Substantive Changes to the Proposed Instrument and Proposed Policy

The following summary of the substantive changes to the Proposed Instrument and Proposed Policy is divided into five parts: (i)
application of the Proposed Instrument; (ii) the definitions of order execution services and research services; (iii) the framework
for client brokerage commission practices; (iv) disclosure of client brokerage commission practices; (v) transition period.

(i) Application of the Proposed Instrument

We are now proposing a narrower application of the Proposed Instrument in response to comments regarding difficulties in
meeting the requirements if the Proposed Instrument were to apply to all trades in securities. These comments suggested that:

° fees associated with securities traded on a principal basis are imbedded in the price of these securities and
cannot be easily measured;

° the lack of pre- and post-trade transparency in the OTC markets makes it difficult to separate the price of a
security from the additional services provided; and

° consideration should be given to limiting the application of the proposed instrument to trades in securities
where an independent pricing mechanism exists in order to help harmonize with the scope of the SEC and
FSA requirements.

Section 2.1 of the Proposed Instrument provides that the application of the Proposed Instrument will be limited to any trade in
securities for an investment fund, a fully managed account, or any other account or portfolio over which an adviser exercises
investment discretion on behalf of third party beneficiaries, where brokerage commissions are charged by the dealer. Additional
guidance has been proposed in subsection 2.1(1) of the Proposed Policy to clarify that the reference in the Proposed Instrument
to “client brokerage commissions” includes any commission or similar transaction-based fee charged for a trade where the
amount paid for the security is clearly separate and identifiable (e.g., the security is exchange-traded, or there is some other
independent pricing mechanism that enables the adviser to accurately and objectively determine the amount of commissions or
fees charged).

Subsection 2.1(2) of the Proposed Policy has also been added to provide clarification regarding the basis for limiting the
application of the Proposed Instrument, and to clarify that advisers that obtain goods and services other than order execution in
conjunction with trades such as principal trades where a mark-up is charged (e.g., fixed income traded in the OTC markets), will
remain subject to their general fiduciary obligations to deal fairly, honestly and in good faith with clients, but will not be able to
rely on the Instrument to demonstrate compliance with those obligations.
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(ii) The Definitions of Order Execution Services and Research Services

Generally, commenters indicated that we should harmonize requirements with the U.S. and U.K. in relation to the definitions of
order execution services and research services, and the interpretations of those definitions in relation to the eligibility of certain
goods and services. Many of these commenters may have overlooked the differences between these two jurisdictions regarding
such definitions and eligibility. Those that noted the differences favoured harmonization with the U.S.

In response to the comments received, we have made changes to the definitions and corresponding guidance. The substantive
changes relate to the following:

° The temporal standard for order execution services;

° The definition and characteristics of research services; and

° Views on the eligibility of various specific goods and services.
(a) The temporal standard for order execution services

There were no changes made to the proposed definition of order execution services. The definition remains consistent with that
contained in the existing OSC Policy 1.9 and AMF Policy Statement Q-20* (Existing Provisions). However, we have made
amendments to clarify the proposed temporal standard for order execution services in light of various comments received, which
included suggestions that “order execution services” start from the point at which an order life cycles begins (after the investment
decision is made), and would generally include those goods and services that are used to decide how, when or where to place
an order or effect a trade.

Comments received in relation to questions asked on the eligibility of specific goods and services also indicated that different
interpretations of the starting point for the temporal standard exist. For example, comments received relating to the eligibility of
post-trade analytics indicated that some parties considered certain uses to be “order execution services” while others considered
those same uses to be “research services”. This may have been a result of the temporal standard proposed in the 2006
Documents that started at the point after which an adviser makes an investment or trading decision, but did not provide any
further clarification as to delineation.

As a result, section 3.2 of the Proposed Policy has been revised and now proposes a temporal standard for order execution
services which would generally include goods and services provided or used between the point at which an adviser makes an
investment decision (i.e., the decision to buy or sell a security) and the point at which the resulting securities transaction is
concluded.

We have also amended the definition of “research services™ in the Proposed Instrument by removing reference to “the
advisability of effecting securities transactions in securities” and replacing it with language that is intended to help to avoid any
future misinterpretation of the proposed temporal standard.

We think that clarifying the starting point for the temporal standard for order execution services would help to ensure consistency
in the categorization of goods and services involved in the execution process regardless of the extent to which the adviser relies
on the dealer for execution decisions, or contributes to or makes these decisions itself.

While we believe the temporal standard may be different from that included in the SEC Release®, we do not believe the
difference would cause any issues regarding the eligibility of particular goods or services between jurisdictions. Rather, this
should only result in differences in how an eligible good or service has been categorized between the two jurisdictions; for
example, a good categorized as research under the SEC’s temporal standard might be categorized as order execution services
under the Proposed Instrument.

Question 1:

What difficulties might be caused by a temporal standard for order execution services that might differ from the
standard applied by the SEC, especially in the absence of any detailed disclosure requirements in the U.S.?

¢ AMF Policy Statement Q-20 gained the force of a rule in June 2003 through Section 100 of An Act to amend the Securities Act (S.Q. 2001,
chapter 38).

The term “research services” replaces the term “research” used in the 2006 Instrument and 2006 Policy.

For its temporal standard, the SEC Release states that “brokerage begins when the money manager communicates with the broker-dealer
for the purpose of transmitting an order for execution and ends when funds or securities are delivered or credited to the advised account or
the account holder’s agent” (SEC Release, pp. 40-41).
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In the event difficulties might result, do these outweigh any benefit from having a temporal standard that
results in consistent classification of goods and services based on use?

(b) The definition and characteristics of research services

We have made substantive changes to both the definition of research services and the associated guidance as a result of
comments received regarding the 2006 Documents. These comments included that the characteristics of research services
proposed, combined with the proposed obligation for advisers to ensure that research received adds value to investment or
trading decisions, do not allow for eligibility of those goods and services that might not contain the specific proposed
characteristics, or may not on their own add value to the investment trading decision, but do add value when used by an adviser
as an input to its own analyses and research processes. We also re-examined whether an approach more consistent with that
taken in the SEC Release, which places more focus on the use of the goods and services, should be adopted.

As a result, the following substantive changes were made:

° The proposed guidance included in section 3.3 of the Proposed Policy was revised to reduce the focus on the
characteristics of research.

° The obligation proposed in paragraph 3.1(2)(b) of the 2006 Instrument for the adviser to ensure that research
services add value to the investment decision was also removed in conjunction with amendments to place
more focus on the use of goods and services for determining eligibility for payment with client brokerage
commissions. (Other reasons also contributed to the removal of this obligation and these are discussed below
in the section: The Framework for Client Brokerage Commission Practices.)

(c) Views on the eligibility of certain goods and services

We considered and re-examined the eligibility, as research services, of goods and services such as raw market data, proxy-
voting services, and mass-marketed or publicly-available information or publications, and the eligibility, as order execution
services, of order management systems and post-trade analytics. In response to comments, we also considered the eligibility of
other goods and services such as seminars, telephone / data communication lines, expert opinions, pre-trade analytics, as well
as databases and software.

Commenters provided various compelling reasons for why certain goods and services should be considered eligible, whether as
order execution services or research services. These reasons generally included a concern relating to not being harmonized
with the views in the SEC Release.

As a result, we have made the following substantive changes:

° The proposed definition of “research services” in the Proposed Instrument now includes databases and
software to the extent they are designed mainly to support the other services referred to in the proposed
definition of “research services”, as is currently included in the definition of “investment decision-making
services” in the Existing Provisions.

° The proposed guidance in subsections 3.2(3) and 3.3(2) of the Proposed Policy, which provide examples of
goods and services that might be considered order execution services and research services, respectively,
has been amended.

° The proposed guidance in section 3.5 of the Proposed Policy, which provides examples of goods and services
that we would consider to be clearly outside the permitted goods and services under the Proposed Instrument,
has been amended.

The summary of comments and our responses included at Appendix “A” provide more information regarding our views on
various specific goods and services, and the reasons for the amendments made or not made to the Proposed Policy.

We emphasize that it is not feasible to attempt to include in the Companion Policy a comprehensive list of all possible goods and
services that might be considered eligible as order execution services or research services. The examples proposed are
intended solely to help an adviser with its assessment of whether a good or service meets the definition of order execution
services or research services. Even if certain goods or services were specifically mentioned in a final Companion Policy, the
adviser would still have to meet the obligations under Part 3 of the Proposed Instrument in order to be able to justify its use of
client brokerage commissions as payment for those goods or services.
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(iii) The Framework for Client Brokerage Commission Practices

In response to comments received, we have also made changes to the obligations proposed for advisers that use client
brokerage commissions as payment for order execution services or research services. The substantive changes relate to the
following:

. The relationship between the use of goods and services and the obligation to ensure such use is for the
benefit of the client(s);

. The relationship between benefits received and particular clients;
o The ability to assess value received in relation to value paid; and
. Unsolicited goods and services.

There were no significant comments received relating to a dealer's obligations under the 2006 Instrument that resulted in
substantive changes.

(a) The relationship between the use of goods and services and the obligation to ensure such use is for
the benefit of the client(s)

As noted earlier in this notice, we have made amendments to the proposed definition and characteristics of research services in
order to place more focus on the use of the goods and services for determining whether payment could be made for these with
client brokerage commissions.

In conjunction with these amendments, we reassessed the general framework for the use of client brokerage commissions.
Paragraph 3.1(2)(a) of the Proposed Instrument continues to require an adviser that uses client brokerage commissions as
payment for order execution services or research services to ensure that the services benefit the client(s).

Additional guidance has also been proposed in subsection 4.1(2) of the Proposed Policy that indicates that in order to benefit a
client, the goods and services obtained should be used in a manner that provides appropriate assistance to the adviser in
making investment decisions, or in effecting securities transactions. The guidance also indicates that the adviser should be able
to demonstrate how the goods and services paid for with client brokerage commissions are used to provide appropriate
assistance.

Further, as a result of changes made to the proposed guidance regarding the characteristics of research services, and because
of the refocus of the proposed framework towards the use of the goods and services, we have also removed the obligation
proposed in the 2006 Instrument requiring the adviser to ensure that the research received adds value to investment or trading
decisions. We believe that the additional proposed guidance relating to the use of goods and services in a manner that provides
appropriate assistance should be sufficient.

(b) The relationship between benefits received and particular clients

In order to clarify that it is not our intention to require advisers to ensure that a direct connection exists between each specific
good or service received and particular clients, we have made amendments to the proposed guidance.

Subsection 4.1(3) has been added to the Proposed Policy to acknowledge that a specific order execution service or research
service may benefit more than one client, and may not always directly benefit each particular client whose brokerage
commissions were used as payment for the particular service. The proposed guidance also indicates that advisers should have
adequate policies and procedures in place to ensure that all clients whose brokerage commissions were used as payment for
these goods and services have received fair and reasonable benefit from such usage.

(c) The ability to assess value received in relation to value paid

We considered those comments that suggested it might be difficult to ensure that the amount of client brokerage commissions
paid is reasonable in relation to the value of goods and services received when there is a lack of cost information provided by
dealers that bundle goods and services with order execution. We also considered those suggestions of adopting the SEC
approach by instead requiring that a good faith determination be made of the reasonableness of the amounts paid.

We have therefore amended subsection 3.1(2) of the Proposed Instrument to now propose that the adviser must ensure that a
good faith determination has been made that the amount of client brokerage commissions paid is reasonable in relation to the
value of the order execution services or research services received. Additional guidance has been proposed in subsection
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4.1(4) of the Proposed Policy regarding how the adviser might make this determination, including that the determination can be
made either with respect to a particular transaction or the adviser’s overall responsibilities for client accounts.

(d) Unsolicited goods and services

From the comments received, we note that a level of uncertainty exists regarding the treatment under the Proposed Instrument
of unsolicited goods and services, and of access to goods and services provided by dealers, when the goods and services
provided or offered are either not eligible under the Proposed Instrument or not used by the adviser. We also note concerns
associated with the lack of control over what goods and services a dealer might send or provide access to in return for client
brokerage commissions.

To address these concerns, we have proposed guidance in subsection 4.1(4) of the Proposed Policy to clarify that the relevant
measure for any good faith determination under paragraph 3.1(2)(b) of the Proposed Instrument is the reasonableness of the
client brokerage commissions paid in relation to the goods and services received and used by the adviser. This means an
adviser that, by virtue of paying client brokerage commissions, is provided with access to goods and services, or receives goods
or services on an unsolicited basis and does not use such goods and services, will not be considered to be in violation of this
obligation if it does not include these in its assessment of value received in relation to commissions paid. The proposed
guidance also indicates that if an adviser uses the goods or services, or considers their availability a factor when selecting
dealers, the adviser should include these in its assessment.

We think this approach could also be extended to the situation when an adviser is making allocations with respect to a mixed-
use good or service. We would not expect an adviser to allocate cost to, and pay with its own funds for, an ineligible portion of a
good or service received on an unsolicited basis that was not used. However, the adviser would still have the obligation to make
a good faith determination that the amount of client brokerage commissions paid was reasonable in relation to the value of the
eligible portion of that good or service received.

(iv) Disclosure of Client Brokerage Commission Practices

Numerous comments were received in relation to the disclosure proposed in the 2006 Instrument. There were a number of
arguments received for why the detailed proposed disclosure would be overly onerous to produce, and why it might be of
questionable use to clients. However, we maintain the view that additional disclosure relating to the use of client brokerage
commissions is necessary in order to increase the transparency to clients regarding such use, to help clients understand the
services they are receiving, and to ensure appropriate rigour in the processes of all advisers.

To respond to the comments, though, we have made changes to the proposed disclosure requirements that we think provide an
appropriate balance between the need for transparency and accountability, the associated burden and costs that might be
imposed on advisers, and the aim for consistency with disclosure in the U.S. The substantive changes relate to the following:

° Clarification of the meaning of “client” for purposes of disclosure;

° The scope of the proposed narrative disclosure;

. The scope of the proposed quantitative disclosure; and

° Additional details to be maintained and made available upon request.

We do not believe any changes are necessary in relation to the form or frequency of disclosure.
(a) Clarification of the meaning of “client” for purposes of disclosure

As a result of the uncertainty evident from the comments regarding the meaning of “client” for purposes of disclosure, we have
proposed guidance in section 5.1 of the Proposed Policy to clarify that the recipient of the disclosure should typically be the party
with whom the contractual arrangement to provide advisory services exists. For example, for an adviser to an investment fund,
the client would typically be considered the fund, unless the adviser is also the trustee and/or the manager of the fund, or is an
affiliate of the trustee and/or manager of the fund, in which case the adviser should consider whether its relationship with the
fund presents a conflict of interest matter under National Instrument 81-107 Independent Review Committee for Investment
Funds that requires review by the Independent Review Committee established in accordance with that National Instrument, and
whether it would be more appropriate for the disclosure to be made instead to the Independent Review Committee.
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(b) The scope of the proposed narrative disclosure

We have revised the proposed disclosure requirements to increase the scope of the narrative disclosure to be provided so that
clients will be better able to understand how their brokerage commissions are used by advisers as payment for goods and
services other than order execution.

In formulating the new proposed narrative disclosure requirements we considered the suggestions received from commenters,
and re-examined the current narrative disclosure included in Part Il of the SEC’s Form ADV and in the Investment Management
Association’s Pension Fund Disclosure Code.

The narrative disclosure requirements proposed in paragraphs 4.1(a) through (e) of the Proposed Instrument would essentially
maintain requirements proposed in the 2006 Instrument for disclosure of the nature of the arrangements entered into relating to
the use of client brokerage commissions as payment for order execution services or research services, as well as disclosure of
the names of dealers and third parties that provided goods and services other than order execution, and the types of goods and
services provided. However, we have also proposed that each dealer or third party named through this disclosure that is an
affiliated entity should be separately identified, along with separate disclosure of the types of goods and services provided.

Additional narrative disclosure requirements that we have proposed include a description of the process for, and factors
considered in, selecting dealers to effect securities transactions; the procedures for ensuring that, over time, clients receive
reasonable benefit from the usage of the brokerage commissions charged to them; and the methods by which the determination
of the overall reasonableness of client brokerage commissions paid in relation to order execution services and research services
received is made.

Additional proposed guidance to help the adviser understand the expectations with respect to the proposed narrative disclosure
requirements is included in subsections 5.3(2) and (3) of the Proposed Policy.

(c) The scope of the proposed quantitative disclosure

We have also revised the proposed disclosure requirements by decreasing the scope of the quantitative disclosure that was
proposed in the 2006 Instrument. As an initial step in increasing accountability and transparency through quantitative disclosure,
we have proposed in paragraph 4.1(f) of the Proposed Instrument to reduce the client-level quantitative disclosure requirements
to disclosure of the total client brokerage commissions paid by the client during the period. In addition, in paragraph 4.1(g) of the
Proposed Instrument we have proposed requiring disclosure on an aggregated basis of the total client brokerage commissions
paid during the period, along with a reasonable estimate of the portion of those aggregated commissions that represents the
amounts paid, or accumulated to pay for, goods and services other than order execution. Guidance has also been proposed in
subsection 5.3(4) of the Proposed Policy in relation to the level of aggregation of client brokerage commissions for these
disclosure purposes. The proposed guidance allows advisers flexibility to determine the appropriate level of aggregation based
on their business structure and client needs.

We believe the quantitative disclosure proposed is consistent with that currently required to be made by investment funds to
clients under NI 81-106, except that the proposed disclosure requires the adviser to make a reasonable estimate of the amounts
paid or accumulated to pay for goods and services other than order execution, as opposed to requiring disclosure of these
amounts to the extent ascertainable.”

We are also of the view that the scope of the quantitative disclosure requirements currently being proposed should not create
any unreasonable burden on advisers, or that any apparent lack of harmonization between the quantitative disclosure
requirements in the Proposed Instrument and those currently required in the U.S. and U.K. will cause any significant issues.
Regardless, we will continue to monitor the developments in the U.S., including whether amendments to their disclosure regime
are proposed, and are prepared to revisit the approach we have taken at that time.

Question 2:

What difficulties might be encountered by requiring the estimate of the aggregated commissions to be split
between order execution and goods and services other than order execution? What difficulties might be
encountered if instead the requirement was for the aggregate commissions to be split between research
services and order execution services?

4 Consideration will be given to the need for harmonization between the disclosure requirements in the Proposed Instrument and those in the

National Instruments governing disclosure by investment funds.
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Question 3:

As order execution services and research services are increasingly offered in a cross-border environment,
should the Proposed Instrument allow an adviser the flexibility to follow the disclosure requirements of another
regulatory jurisdiction in place of the proposed disclosure requirements, so long as the adviser can
demonstrate that the requirements in that other jurisdiction are, at a minimum, similar to the requirements in
the Proposed Instrument? If so, should this flexibility be solely limited to quantitative disclosure given that the
issues associated with differences in quantitative disclosure requirements between regulatory jurisdictions are
likely greater than the problems associated with differences in narrative disclosure requirements? In addition,
should there be limitations on which regulatory jurisdictions an adviser may look to for purposes of identifying
suitable alternative disclosure requirements and, if so, which jurisdictions should be considered eligible and
why?

(d) Additional details to be maintained and made available upon request

We have removed the requirement proposed in subsection 4.1(2) of the 2006 Instrument that would have required the adviser to
maintain specifics about each good or service received in the event that a client were to make a request for such information.
We are of the view that disclosure of the provider names and types of goods and services currently proposed under paragraph
4.1(c) of the Proposed Instrument should generally provide clients with sufficient detail relating to the specific goods and services
paid for with client brokerage commissions.

Despite removal of this explicit requirement, advisers are reminded of the general requirement to maintain adequate books and
records in order to be able to demonstrate compliance with the Proposed Instrument.

(v) Transition Period

In response to commenter concerns regarding the need to include a transition period, in particular those concerns relating to the
need for time to meet the disclosure requirements proposed in the 2006 Instrument, we have proposed an effective date for the
Proposed Instrument of six months from its approval date. This is included in section 6.1 to the Proposed Instrument.

We believe that the amendments made to Proposed Instrument since those proposed in the 2006 Instrument, including the
removal of some of the more onerous reporting requirements, should address many of the commenter concerns, and therefore a
longer transition period should not be needed.

Question 4:
Should a separate and longer transition period be applied to the disclosure requirements to allow time for
implementation and consideration of any future developments in the U.S.? If so, how long should this
separate transition period be?
VL. SPECIFIC REQUESTS FOR COMMENTS
In summary, we specifically request comment on the following issues:
Question 1:
What difficulties might be caused by a temporal standard for order execution services that might differ from the
standard applied by the SEC, especially in the absence of any detailed disclosure requirements in the U.S.?
In the event difficulties might result, do these outweigh any benefit from having a temporal standard that
results in consistent classification of goods and services based on use?
Question 2:
What difficulties might be encountered by requiring the estimate of the aggregated commissions to be split
between order execution and goods and services other than order execution? What difficulties might be
encountered if instead the requirement was for the aggregate commissions to be split between research
services and order execution services?
Question 3:
As order execution services and research services are increasingly offered in a cross-border environment,

should the Proposed Instrument allow an adviser the flexibility to follow the disclosure requirements of another
regulatory jurisdiction in place of the proposed disclosure requirements, so long as the adviser can
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demonstrate that the requirements in that other jurisdiction are, at a minimum, similar to the requirements in
the Proposed Instrument? If so, should this flexibility be solely limited to quantitative disclosure given that the
issues associated with differences in quantitative disclosure requirements between regulatory jurisdictions are
likely greater than the problems associated with differences in narrative disclosure requirements? In addition,
should there be limitations on which regulatory jurisdictions an adviser may look to for purposes of identifying
suitable alternative disclosure requirements and, if so, which jurisdictions should be considered eligible and
why?

Question 4:

Should a separate and longer transition period be applied to the disclosure requirements to allow time for
implementation and consideration of any future developments in the U.S.? If so, how long should this
separate transition period be?

VIL. AUTHORITY FOR THE PROPOSED INSTRUMENT

In those jurisdictions in which the Proposed Instrument is to be adopted as a rule or regulation, the securities legislation in each
of those jurisdictions provides the securities regulatory authority with rule-making or regulation-making authority in respect of the
subject matter of the Proposed Instrument.

In Ontario, the Proposed Instrument is being made under the following provisions of the Securities Act (Ontario) (Act):

° Paragraph 2(i) of subsection 143(1) of the Act allows the Commission to make rules in respect of standards of
practice and business conduct of registrants in dealing with their customers and clients, and prospective
customers and clients.

° Paragraph 2(ii) of subsection 143(1) of the Act allows the Commission to make rules in respect of
requirements that are advisable for the prevention or regulation of conflicts of interest.

° Paragraph 7 of subsection 143(1) of the Act allows the Commission to make rules prescribing requirements in
respect of the disclosure or furnishing of information to the public or the Commission by registrants.

VIIL. RELATED INSTRUMENTS

The Proposed Instrument and Proposed Policy are related to the Existing Provisions. The AMF and OSC intend to revoke the
Existing Provisions and to replace them with the Proposed Instrument and the Proposed Policy, if and when adopted. The
revocation of the Existing Provisions is not intended to take effect until the effective date of the Proposed Instrument.

IX. ALTERNATIVES AND ANTICIPATED COSTS AND BENEFITS

Most of the alternatives considered, and the anticipated costs and benefits of implementing the Proposed Instrument, are
discussed in the cost-benefit analysis entitled Cost-Benefit Analysis: Use of Client Brokerage Commissions as Payment for
Order Execution Services and Research. An updated cost-benefit analysis is being published together with this Notice and is
included at Appendix “B”.

An additional alternative was proposed by the British Columbia Securities Commission (BCSC) with the 2006 Notice. The BCSC
suggested that the existing duty for advisers to act fairly, honestly and in good faith, together with guidance and the use of other
regulatory tools including compliance reviews and education, would be an appropriate way to regulate client brokerage
commission arrangements. Although the BCSC is participating in this republication, the BCSC Board has not yet decided
whether the BCSC will adopt the Proposed Instrument. The BCSC looks forward to reviewing further comments in response to
the Proposed Instrument.

X. UNPUBLISHED MATERIALS
In developing the Proposed Instrument, we have not relied on any significant unpublished study, report, or other material.
XI. COMMENTS AND QUESTIONS

Interested parties are invited to make written submissions with respect to the Proposed Instrument, Proposed Policy, and the
specific questions set out in this notice. Please submit your comments in writing before April 10, 2008.

Submissions should be sent to all securities regulatory authorities listed below in care of the OSC, in duplicate, as indicated
below:
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British Columbia Securities Commission
Alberta Securities Commission
Saskatchewan Securities Commission
Manitoba Securities Commission

Ontario Securities Commission

New Brunswick Securities Commission
Securities Office, Prince Edward Island
Nova Scotia Securities Commission
Securities Commission of Newfoundland and Labrador
Registrar of Securities, Northwest Territories
Registrar of Securities, Nunavut

Registrar of Securities, Yukon Territory

c/o John Stevenson, Secretary
Ontario Securities Commission

20 Queen Street West

Suite 1903, Box 55

Toronto, Ontario, M5H 3S8
e-mail: jstevenson@osc.gov.on.ca

Submissions should also be addressed to the Autorité des marchés financiers (Québec) as follows:

M® Anne-Marie Beaudoin

Directrice du secrétariat

Autorité des marchés financiers

Tour de la Bourse

800, Square Victoria

C.P. 246, 22¢ étage

Montréal (Québec) H4Z 1G3

courriel: consultation-en-cours@]lautorite.qc.ca

A diskette containing the submissions should also be submitted. As securities legislation in certain provinces requires a
summary of written comments received during the comment period be published, confidentiality of submissions cannot be
maintained.

Questions may be referred to:

Jonathan Sylvestre Susan Greenglass

Ontario Securities Commission Ontario Securities Commission

(416) 593-2378 (416) 593-8140

Tony Wong Ashlyn D’Aoust

British Columbia Securities Commission Alberta Securities Commission

(604) 899-6764 (403) 355-4347

Doug Brown Serge Boisvert

Manitoba Securities Commission Autorité des marchés financiers
(204) 945-0605 (514) 395-0337 x4358

January 11, 2008
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APPENDIX A

Proposed National Instrument 23-102 Use of Client Brokerage Commissions
as Payment for Order Execution Services or Research (“Soft Dollar” Arrangements)
and Companion Policy 23-102CP

Summary of Comments and Responses
. Response to Questions

Question 1: Should the application of the Proposed Instrument be restricted to transactions where there is an
independent pricing mechanism (e.g., exchange-traded securities) or should it extend to principal trading in OTC
markets? If it should be extended, how would the dollar amount for services in addition to order execution be
calculated?

The majority of commenters were of the view that the Proposed Instrument should be restricted to transactions where there is
an independent pricing mechanism (exchange-traded securities). The reasons given were as follows:

. the fees associated with securities traded on a principal basis (such as fixed income securities) are imbedded
in the price of these securities, cannot be easily measured, and the increased costs associated with the
enhanced record-keeping needed to separate execution-only and research costs would not be justified given
the lack of precision in the data;

° the lack of pre- and post-trade transparency in the OTC markets makes it difficult to separate the price of a
security from the additional services provided;

. it is difficult or impossible to break out the commissions from the total transaction costs for securities traded on
a principal basis;

. as long as commissions are not explicitly delineated by dealers, advisers will have to make their own
estimates that will likely differ and lead to inconsistent disclosure;

° it is important to remain as consistent as possible with the FSA (whose requirements apply only to equities
and related instruments) and the SEC (whose requirements apply to commissions on agency transactions and
fees on certain riskless principal transactions that are reported under NASD trade reporting rules);

. it would be especially difficult to break down commissions for foreign fixed income securities because dealers
in those countries are not be subject to the same requirements; and

° for securities traded on a principal basis there is limited scope for research and other services besides pure
execution, so there is little value in “unbundling” the cost of execution in that case.

A few commenters, however, thought that transactions done on a principal basis should also be included in the scope of the
Proposed Instrument, for the following reasons:

. soft dollar information should not be hidden from investors because of the type of product, transaction or
market;
° there are proprietary broker-based fixed income research services paid for via the commissions implicit in

bond spreads, and the calculation of the dollar amount is straightforward: that is, dealers place specific prices
on each research service, and after the execution of the trade has been agreed to, an extra amount is added
and identified as a research service payment;

. if principal transactions are excluded from the Proposed Instrument, unscrupulous advisers with both fixed
income and equity mandates may shift non-eligible expenses defined by the instrument from equity soft
dollars towards soft dollars related to principal transactions; and

. it is unfair to closely monitor commission expenditures in public markets and not OTC markets; at the very
least, participants in OTC markets should begin to disclose the amount and type of goods and services
procured through the dealers.

However, there was acknowledgement of the difficulty in determining the dollar amount for bundled services received in
conjunction with principal trades. Some commenters suggested that, if a decision is made to expand the applicability of the
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Proposed Instrument beyond transactions where there is an independent pricing mechanism, it should apply to any transaction
where a transaction-based fee can be determined or reasonably estimated.

Response:

We agree that the lack of transparency regarding fees imbedded in the price of trades conducted on a principal basis
in the OTC markets makes measurement of those fees difficult. The application of the Proposed Instrument is limited
to certain trades in securities where brokerage commissions are charged. We have amended the guidance in the
Proposed Policy to clarify that the reference to “client brokerage commissions” includes any commission or similar
transaction-based fee charged for a trade where the amount paid for the security is clearly separate and identifiable
(e.g., the security is exchange-traded, or there is some other independent pricing mechanism that enables the
adviser to accurately and objectively determine the amount of commissions or fees charged).

The Proposed Policy also clarifies that advisers that receive goods and services other than order execution in
conjunction with trades such as principal trades where a mark-up is charged (e.g., fixed income traded in the OTC
markets), will remain subject to their general fiduciary obligations to deal fairly, honestly and in good faith with clients,
but will not be able to rely on the Proposed Instrument to demonstrate compliance with those obligations. An adviser
could likely apply many of the principles outlined in the Proposed Instrument and Proposed Policy in these situations
to assess whether its general fiduciary obligations have been met, but this assessment may be more difficult and less
supportable when information is not readily available to assist with a determination of value received for value paid
(e.g., the security is not exchange-traded, or there is no other independent pricing mechanism to help identify the
amount paid for the security versus the amount paid for execution plus any other services).

Question 2: What circumstances, if any, make it difficult for an adviser to determine that the amount of commissions
paid is reasonable in relation to the value of goods and services received?

The majority of respondents thought that the main difficulty in assessing the reasonableness of the commissions paid relative to
the value of goods and services received for transactions involving execution and research was the lack of information provided
by dealers on the cost components of bundled services. Some noted that, unless dealers are required to unbundle execution
charges from charges for proprietary research, any attempt by advisers to determine the costs of execution and research, and
whether they are reasonable in relation to the value of goods and services rendered, is merely an estimate.

One commenter, however, anticipates that the 2006 Instrument would cause “execution-only” trades to become more
commonplace; in which case, industry norms would evolve as to what represents a competitive “execution-only” commission,
and there will be far greater clarity as to the price being paid for goods and services relative to their value. Another commenter
supported the view that “execution-only” trades may become more commonplace as total research costs come under more
scrutiny, and limits are placed on the total spent for research.

Other reasons supporting the difficulty in assessing the reasonableness of value received for commissions paid included:

° while theoretical pure execution costs may be determined for a particular trade, the value of research is
dependent upon the specific nature of the services provided and the circumstances under which it is provided;

° it would be difficult to determine reasonableness for an adviser that is small or just starting up, and/or if an
adviser tends to execute transactions with only one dealer;

. there is a continuum of service levels ranging from low service direct market access to low to medium service
algorithmic trading, to high-service execution involving liquidity search, monitoring and reporting the status of
an order, feedback, execution advice and the provision of capital, all of which require different commission
rates;

° in almost all cases, research received by an adviser is used for the benefit of more than one client, and a
specific allocation of the benefits of research to one client would be nearly impossible;

. dealers often send advisers unsolicited research that is not used by the adviser; receipt of such research
should not imply that the adviser is using commissions to pay for it; and

° advisers consider the reasonableness of commissions paid to dealers over time, and in context of the overall
business relationship, not on the basis of individual trades.

In conjunction with the comments regarding the difficulties in determining whether commissions paid are reasonable in relation
to the goods and services received, some commenters suggested that an approach consistent with that of the SEC, as
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described in their July 2006 Release should be taken: i.e. advisers should be required to make a good faith determination that
commissions paid are reasonable in relation to the value of the research or brokerage services received, either in terms of the
particular transaction or the manager’s overall responsibilities for discretionary accounts.

Three commenters suggested that use of a robust independent commission management system would help monetize the value
of bundled research or execution services paid for with commissions. They noted that new software solutions for evaluating soft
dollar arrangements would help buy-side firms quantify the services received from dealers without additional administrative
burden.

Response:

We understand the concerns relating to the difficulties in determining if commissions are reasonable in relation to the
order execution services and research services received, particularly in relation to bundled services. We still think it
is important for an adviser to make a determination of whether the value of the goods and services received is
reasonable in relation to clients’ commissions paid to help ensure that clients are receiving adequate value.

We have made changes to the Proposed Instrument to require the determination to be made in good faith, and to the
Proposed Policy to clarify that such a determination could be made in terms of either a particular transaction or the
adviser’s overall responsibilities for client accounts.

Question 3: What are the current uses of order management systems? Do they offer functions that could be considered
to be order execution services? If so, please describe these functions and explain why they should, or should not, be
considered “order execution services”?

Some respondents indicated that order management systems (OMSs) and order execution/ execution management systems
have become so intertwined that it is difficult to separate the order management system from the execution process.

Various respondents provided examples of the current uses of order management and order execution / execution management
systems. In general, commenters indicated that these systems track the progress of an order from its initiation to completion.
More specific examples included:

° modeling trades / execution strategies and portfolios;
. order entry, routing and messaging;

° collection of orders for multiple point entry;

° bulking of smaller orders;

o order and trade allocation;

° direct contact from the advisers to the trading desk;

. algorithmic trading functions and direct market access;
. analytic tools to assist in the investment decision-making process, including pre- and post-trade analytics;
° facilitating the expediency of the execution process;

° analyzing portfolio strategies;

. evaluating execution quality;

° post-trade matching;

° routing of settlement instructions;

° report generation;

° security-master information;
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° compliance;
° portfolio administration; and
o record keeping.

The maijority of commenters generally agreed that OMSs contain portions that are used to assist in the order execution process
that should be considered order execution services, such as:

° modeling trades and execution strategies;

° order routing and messaging;

. direct market access and algorithmic trading functions; and

. settlement functions such as post-trade matching, and the routing of settlement instructions to custodian

banks and clearing agents.

Others added that portions of OMSs could be considered research to the extent they assist in the investment decision making
process. Examples included:

° market data integration tools;
° analytic tools; and
. portfolio and strategic modeling tools.

One commenter suggested that features such as managing trade allocations, monitoring portfolio risk, or certain compliance
features should qualify for soft dollar reimbursement, but should be judged on their individual characteristics as to whether they
are execution or research oriented.

Many of the commenters also indicated that there are portions of OMSs that are used for administrative purposes which should
not be eligible, such as compliance, accounting and recordkeeping functions.

A few commenters were of the view that OMSs should not qualify as order execution services. The reasons were:

° since the main trading function of an OMS is routing orders to venues, platforms and sell-side participants
which provide order execution, the functionality that improves the quality of order execution typically resides
outside of the OMS and the primary benefits of OMSs accrue to the investment manager and not the asset
owners;

° tools of the trade such as the basic hardware, software, reports, communication links and other resources
needed to competitively and compliantly run a contemporary mutual fund should not be considered order
execution services and the costs should paid for through the management fee;

. order management services provide a strategic advantage to firms that use them, and should therefore not be
paid using client brokerage commissions.

Response:

We agree with commenters that order and execution management systems can include functions that could be
considered either order execution services or research services. For example, to the extent that they provide analytic
and modeling tools used in the research process, or are used to assist in arranging or effecting a securities
transaction, these portions may be eligible providing the adviser meets its obligations under Part 3 of the Proposed
Instrument.

We also think that it would be difficult to argue that the portions of these systems used for administrative functions
such as compliance, accounting and recordkeeping would sufficiently benefit the client by providing appropriate
assistance in making investment decisions, or in effecting securities transactions, to justify their payment with client
brokerage commissions. As a result, we think these systems would generally be considered mixed-use in nature.
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Question 4: Should post-trade analytics be considered order execution services? If so, why?

The majority of commenters thought post-trade analytics should be considered order execution services for the following

reasons:

assessment of past trading is a key part of the process of achieving best execution;

they aid an adviser in making future decisions about how trades should be allocated among the brokers who
provide execution services and the method of execution that is most appropriate (e.g. trader-managed;
agency/principal blocks; algorithms; direct market access, etc.);

they can influence how, when and where an adviser decides to trade;
post-trade analytics are a key part of how an adviser reviews the order execution process and improves it —
through analysis of past trades to uncover problems in, or validate, a trading strategy, execution method or

venue, dealer capabilities, etc; and

they are all part of a continuous process, and a key part of analyzing the indirect or slippage costs within the
trading process.

A number of respondents believed that post-trade analytics should be considered research. The reasons were:

they are received and considered by the adviser before making further trading decisions, even if they are
received after certain trades have been concluded;

they include information about how well a broker conducted a particular transaction or series of transactions
for an investment manager, as well as advice on liquidity and market-related timing, negotiation of the terms of
a trade and other aspects of order handling;

they assist advisers in assessing trading effectiveness;

they assist in achieving best execution for clients; and

they feed into an adviser’s trading decisions and help promote competition between execution platforms.

One commenter noted that post-trade analytics are more properly characterized as research than order execution services, and
that even though post-trade analytics are received after certain trades have been concluded, they should be considered
research to the extent they help determine a subsequent investment or trading decision.

A number of commenters noted that post-trade analytics should be mixed-use products because they contain components that
do not assist in making subsequent decisions, and are not received during either of the temporal standards contemplated for
research or order execution services. For example, some of these commenters noted that post-trade analytics should not be
eligible for payment with client commissions when used to evaluate portfolio performance for marketing purposes,
recordkeeping, administrative and compliance purposes.

Response:

Many of the reasons given by commenters for why post-trade analytics might be considered order execution services
are the same as those given in support of their eligibility as research services. This appears to be a result of differing
interpretations of the temporal standard for order execution services. We have made amendments to the definition of
research services in the Proposed Instrument and to the guidance in the Proposed Policy that should serve to clarify
that the temporal standard for order execution services starts after the adviser has made its investment decision (i.e.,
the decision to buy or sell a security). The amendments made would therefore allow for consideration of post-trade
analytics as order execution services to the extent they are used to determine a subsequent decision of how, when or
where to place an order or effect a trade. These amendments relating to the temporal standard are discussed in
more detail later in Section Il of this response to comments.

As suggested by the guidance provided in the Proposed Policy, we also think that to the extent that post-trade
analytics are used for administrative or compliance purpose, it would be difficult for an adviser to argue that these
uses provide appropriate assistance, and to therefore justify paying for these portions with client brokerage
commissions. As a result, we think post-trade analytics would generally be considered mixed-use in nature.
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Question 5: What difficulties, if any, would Canadian market participants face in the event of differential treatment of
goods and services such as market data in Canada versus the U.S. or the U.K.?

The overwhelming majority of commenters thought that the Canadian approach should be harmonized with the U.S. and U.K.
approaches. The following reasons were given:

adopting conflicting regulatory requirements would put Canada at a severe competitive disadvantage and
encourage regulatory arbitrage;

while a foreign adviser will be able to use commissions to pay for certain services, the Canadian adviser will
have to absorb those costs as fixed-costs or by charging an increased fee; this may result in loss of business
for Canadian advisers and any long term-decline in profitability will encourage Canadian advisers to move to
other jurisdictions where the regulatory regime does not impair their ability to compete;

if raw data feeds are excluded for Canadian advisers and not U.S. advisers, quantitative money managers in
Canada would suffer a disadvantage compared to their U.S. counterparts because their data would cost more;
they will have to charge higher investment management fees to international and U.S. clients than their U.S.
peers, which will result in the loss of non-Canadian clients;

if an inconsistent approach is taken, firms with offices in multiple jurisdictions would have to choose between
adopting the strictest standards for all offices or suffering the inconvenience and costs of having different
processes applicable to different clients’ commission dollars, depending on the jurisdiction;

differential treatment will result in additional costs for advisers in Canada who use sub-advisers in the U.S. or
the U.K., as the sub-advisers will be forced to pay for the development of systems required to track the
information required by Canadian regulators; and

as Canadian mutual funds increase their holdings in foreign securities, now that the foreign content
restrictions on RRSPs have been lifted, they increase their reliance on non-Canadian sub-advisers;
inconsistent rules would make it difficult or nearly impossible for foreign firms to comply with Canadian rules,
and foreign advisers may decide that dealing with Canadian advisers is more trouble than it is worth,
effectively reducing Canadian access to necessary international expertise when it is needed most.

A number of commenters acknowledged that differences exist between the U.S. and the U.K. regulation, and noted that it is
more important to harmonize the Canadian requirements regarding soft dollars with the U.S., for the following reasons:

Canadian market participants are more familiar with U.S. standards;

the SEC approach of focusing on how a given good or service is being used by the adviser is a preferable
basis for determining eligibility for payment with soft dollars, rather than the detailed and complex
categorization underlying U.K. rules;

U.S. advisers are Canadian advisers’ true competition for institutional investment management;

U.S. domiciled advisers that work on behalf of Canadian funds and institutional clients would have a
significant advantage under the Proposed Instrument as they would be able to pay for additional items (e.g.
raw data feeds) with commission dollars (Canadian advisers would have to pay for these services from their
operating budget, leading to lower management fees for U.S. advisers and a flight of capital away from
Canadian advisers); and

Canadian market participants that engage in cross-border business will likely try to ensure that their practices
comply with SEC requirements.
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Response:

We think that those commenters that suggested we harmonize our requirements with the requirements and guidance of
both the U.S. and U.K. may have overlooked the differences between the requirements and guidance items in these two
jurisdictions which precludes harmonizing with both. These differences were highlighted in our notice that accompanied the
2006 Instrument.

We agree that harmonization with other jurisdictions is appropriate to the extent it is justifiable in our view to do so and are
aware of the importance of harmonizing with the requirements and guidance in the U.S. We have taken all the comments
into consideration and have made amendments to the Proposed Instrument to harmonize requirements with those in the
U.S. to the extent it is justifiable to do so.

Question 6: Should raw market data be considered research under the Proposed Instrument? If so, what
characteristics and uses of raw market data would support this conclusion?

The majority of the commenters were of the opinion that raw market data should be considered research. Reasons given
included that:

. raw market data is used to evaluate research generated by others;

. raw market data is a valuable input to advisers that perform their own research, whether on a general basis, or
if used in quantitative models and for back-testing of those models;

° quantitative managers and advisers that perform their own research would be put at a competitive
disadvantage if they cannot pay for raw market data to use as an input for their own research, compared to
advisers that use commission dollars to purchase others’ research based on the same market data; and

° allowing raw market data to be considered research would be consistent with the position taken by the SEC,
and would ensure a level playing field between U.S. and Canadian managers.

In addition, some commenters stated that the proposed definition and guidance regarding research are inadequate as research
does not need to contain original thought, and that data does not need to be analyzed or manipulated to express an opinion, as
data can be used by advisers in forming their own opinions and therefore add value to the investment decision making process.

A couple of commenters suggested that although raw market data does not, in and of itself, add value to an investment or
trading decision, if it is used as an input to analytics, or with tools for research purposes, it should be considered research. One
of these commenters stated that it is incongruous to allow quantitative analytical software as research, but to not allow raw
market data which is an input to that software, and added that reasoning should not be separated from the supporting data on
which it was based.

Some commenters also argued that raw data has great value, otherwise Bloomberg, Reuters and their competitors would not
spend a great deal of money collecting it and selling it to arms-length parties if advisers could do so themselves at a lower cost.
Two other commenters added that efforts expended in sorting, ordering and presenting the data in a usable format manifests the
thought, knowledge and expression of reasoning necessary to elevate raw data to the status of research. One commenter
suggested that while simple quotes and volume information should not be allowed because they are cheap and readily
available, some market data that is more difficult and expensive to obtain such as historical depth of market data used in the
development of trading algorithms should be classified as research.

Some commenters raised a concern that if raw market data were not permitted as research, advisers would be encouraged to
purchase raw data that has been slightly manipulated in order to be able to continue to pay for the underlying raw data with
commission dollars. A couple of these commenters noted that the interjection of an intermediary in these circumstances would
also likely result in higher costs for the raw data.

However, there were some commenters that did not believe that raw market data should be considered research if it is not
analyzed or manipulated. A couple of commenters also indicated that that there is generally no value added from raw market
data but that, if the data is used to support modeling applications that provide analyses used to support investment decisions, it
should be permitted as there is a clear benefit.

Most of the commenters also agreed that raw market data should fall within the definition of order execution services to the
extent it assists in the execution of orders.
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Response:

We agree that there are situations where raw market data is used by advisers as an input to their own research
efforts, and that such uses could add value to the investment decision-making process. We also agree that to view
raw market data as not eligible as research services could put these advisers at a competitive disadvantage relative
to those advisers that use commissions to pay for others’ research based on the same market data. As a result, we
have amended the examples of eligible research services in the Proposed Policy to include market data from feeds or
databases that has been or will be analyzed or manipulated by the adviser to arrive at meaningful conclusions — this
would include raw market data.

In making this amendment to the Proposed Policy, we also recognize that the definition of research services, and the
guidance provided in relation to the characteristics of such services, would not accommodate the inclusion of raw
market data and other potentially valuable inputs to the research process. We acknowledge that goods and services
do not necessarily need to contain original thought, or need to be analyzed or manipulated prior to receipt, in order to
be used for the benefit of clients by assisting in the investment decision-making process. We have made
amendments to the definition of research services in the Proposed Instrument, as well as to the guidance on research
services provided under section 3.3 of the Proposed Policy to reflect these views.

We have not changed our previous position that raw market data may also be eligible as order execution services.

Question 7: Do advisers currently use client brokerage commissions to pay for proxy-voting services? If so, what
characteristics or functions of proxy-voting services could be considered research? Is further guidance needed in this
area?

Four commenters indicated that they use, or are aware of the use of, client commissions to pay for proxy services, while five
indicated that they do not use, or are unaware of the use of, client commissions to pay for proxy services.

Most of the commenters that addressed this question believed that proxy services could be considered research to the extent
used to support investment decision-making. Examples of the characteristics and uses of proxy services that support this
position included:

° proxy voting services assist advisers in assessing the impact of mergers and acquisitions, proxy contests,
takeovers, and other proxy proposals on shareholder value;

. they provide analysis of matters to be voted on, along with a recommendation on how to vote proxies;

. they provide research on an investee company’s standards of corporate governance or research that assists
in monitoring trends in corporate governance; and

. they assess the quality of the issuer's management team or provide analyses, reports or information about the
issuer.

Some of these commenters also added that although proxy services should be considered research, there are functions
provided by these services that may not be considered research, such as the administrative functions of receiving, voting and
returning ballots. These commenters therefore viewed proxy services as mixed-use.

Three of the commenters did not believe that proxy services should be considered research at all. Arguments included that:

. proxy services have administrative and non-research uses that should not be paid for with client brokerage
commissions;

° there is no value-added component for proxy services; and
. inclusion of proxy services as research could stimulate undue, costly trading.
One of the commenters suggested that further guidance should be provided on whether components of proxy services that are

used to decide how to vote proxy ballots are analogous to traditional “maintenance research” and eligible for payment with client
commissions. Two commenters did not feel any additional guidance was necessary.
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Response:

We agree that proxy services include products and services that could be considered research services; for example,
if they provide information on corporate events such as mergers and acquisitions or constitute an analysis on
corporate governance. We also agree that proxy services include functions that would not be considered research
services, such as the administrative functions of receiving, voting and returning ballots.

Advisers that have determined that certain proxy services meet the definition of research services should also ensure
that the services are used to benefit clients by providing appropriate assistance in making investment decisions for
clients. For example, it may be difficult to support the claim that using research services provided by proxy service
providers to assist with the administrative function of voting proxies (including if used to assist with decisions on how
to vote proxy ballots) on behalf of clients provides appropriate assistance in making investment decisions.

As a result, we think proxy services could be viewed as mixed-use goods and services depending on both content
and use. We do not believe any additional guidance is necessary at this time.

Question 8: To what extent do advisers currently use client brokerage commissions as partial payment for mixed-use
goods and services? When mixed-use goods and services are received, what circumstances, if any, make it difficult for
an adviser to make reasonable allocations between the portion of mixed-use goods and services that are permissible
and non-permissible (for example, for post-trade analytics, order management systems, or proxy voting services)?

Eight of the commenters, accounting for approximately half of the respondents, indicated that they use, or are aware of the use
by their constituents of client brokerage commissions as partial payment for mixed-use goods and services. Some of the more
common types of such goods and services included:

° data services such as Bloomberg and Reuters;
° proxy services;

° order management services; and

. trade analytics.

Two commenters indicated they did not use client brokerage commissions to pay for mixed-used services. One of these
indicated that costs for any mixed-use items are treated as corporate operating expenses which are paid for with “hard” dollars.
The reasons given were that the allocations would require extensive documentation and could be subject to differences in
opinion on the appropriateness of the allocation.

Two commenters indicated that they use, or would use, client brokerage commissions as partial payment for mixed-use goods
and services only if they could achieve an objective allocation of costs, for example, if a service had separate identifiable
components to which separate prices were attached. One suggested that the criteria for determining whether a mixed-use item
may or may not be paid for in part with client commissions should be simple and flexible enough to allow the adviser to make a
reasonable determination as to whether a given item is being used to make investment decisions.

Circumstances that can make it difficult for an adviser to make reasonable allocations between the portion of mixed-use goods
and services that are permissible and non-permissible included:

° when such goods and services are received as part of a bundled services offering without any cost
information from the dealers or any reliable mechanism for separating the component parts, it would be
difficult and costly to estimate the value received;

° without prescriptive rules on what is permissible and non-permissible, it would be difficult to make allocations
because of the subjectivity involved; and

o there is potential for divergence among dealers in the industry regarding eligible items.

Some commenters suggested approaches to deal with the difficulties in making a reasonable allocation between the permissible
and non-permissible portion of mixed-use goods. For example, advisers:

. could make a good faith determination, and keep adequate books and records regarding the allocations;
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could make allocations as judiciously as possible and include their underlying rationale as part of their
disclosure to clients; and

should seek assistance from mixed-use service providers in order to break down the service into component
parts that qualify or do not qualify, and obtain a separate costing for each of these components.

One respondent, however, thought that the allocation process is becoming easier as vendors are providing more guidance
regarding the research, brokerage and administrative components of their products and services.

Response:

We continue to think that a mixed-use approach is appropriate. We acknowledge that making allocations can be
difficult, particularly in relation to goods or services obtained in exchange for bundled commissions. However, client
brokerage commissions should not be used to pay for goods and services an adviser obtains that do not meet the
definition of order execution services or research services, or that are not used by the adviser to assist in the
investment decision-making process or with the arranging and effecting of securities transactions.

Therefore, we think that if an adviser obtains mixed-use services with client brokerage commissions, it should make a
reasonable allocation of those brokerage commissions paid according to the use of the goods and services. We have
provided additional guidance in the Proposed Policy that for purposes of making a reasonable allocation, an adviser
should make a good faith estimate supported by a fact-based analysis of how the good or service is used, which may
include inferring relative costs from relative benefits. Factors to consider might include the utility derived from, or the
duration the good or service is used for, eligible and ineligible uses.

We also continue to think that advisers should maintain adequate books and records concerning the allocations made
in relation to mixed-use items in order to be able to demonstrate their good faith determination of the reasonableness
of value received for commissions paid, and to demonstrate that clients have not paid for goods and services from
which they do not receive benefit.

While we support efforts being undertaken by vendors to delineate the costs associated with various eligible and
ineligible components, the additional guidance provided in the Proposed Policy suggests that an adviser should also
be considering its use of the eligible components to assess the extent of its reliance on the vendor-provided cost
allocations. For example, an adviser would have difficulty justifying its reliance solely on a vendor’s cost allocations
to determine the amount that could be paid for with client brokerage commissions if the adviser were to use that
portion classified by the vendor as meeting the definition of order execution services or research services for
purposes other than making investment decisions or arranging and effecting securities transactions (e.qg., if used for
administrative or compliance purposes).

Question 9: Should mass-marketed or publicly-available information or publications be considered research? If so,
what is the rationale?

The respondents’ views were mixed regarding the treatment of mass-marketed or publicly-available information. Specifically, 11
commenters believed that the CSA should follow the SEC’s approach and focus on the target of the mass-marketed or publicly
available information. That is, information and publications such as newspapers, magazines, or online news that are aimed at a
broad audience should not be considered research, but certain information and publications that cater to a narrower audience,
such as trade magazines, technical journals, or industry-specific publications may add value to the adviser’'s investment or
trading decisions and should therefore be permitted. Reasons given were:

mass-marketed information does not have a value-added component that would qualify it as research, but
certain publications that are trade, industry, sector or investment specific may be used for further investment
decisions;

mass-marketed information such as newspapers, magazines, periodicals, and online news should not be
considered research as they relate to a routine expense for which hard dollars should be paid;

certain newsletters and trade journals, although publicly available, serve the interests of a narrow audience
and can provide an important foundation for unique and independent research; and

trade magazines, technical journals or industry-specific publications are particularly relevant for managers and
traders when conducting research.
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One of these commenters suggested, however, that mass-marketed publications in foreign countries should be allowed, as they
are not immediately available to Canadian advisers. This would avoid advisers having to rely on foreign brokers to relay this
information to them.

Seven commenters indicated that mass-marketed or publicly-available information or publications should not be considered
research. Reasons included:

mass-marketed or publicly available information does not contain sufficiently sophisticated analysis to add
value to investment or trading decisions; and

while there may be some specialized publications that could qualify as research, the CSA should be
concerned if some specialized publications that should be considered part of an advisor's continuing
education or professional development are included in this category.

Six commenters thought that any publicly available information or publications, whether they are mass-marketed or not, should
be considered research. The reasons were as follows:

mass-marketed or publicly available information may provide valuable information to those knowledgeable
enough to draw conclusions from them — for example mass-marketed material from a European source
(possibly in another language) is often not generally known, especially among English-speaking North
American analysts;

the fact that some information is mass-marketed and/or has a lower cost is reflective of the efficiency of the
market, not whether it has value to an adviser and, therefore, if an adviser can obtain market and corporate
information from such publications versus paying more to a dealer via commissions to obtain the same
information, it is better for the client;

publications like Barron’s and the Wall Street Journal can, and do, include exhaustive analysis and research
relevant to the investment decision-making process, and also provide information that can move markets; and

if permissibility is only based on how widely available information is made, then it may run up against issues
concerning “insider” information.

Two commenters thought that additional clarification is needed regarding the phrase “publicly available” information given that
all publications that are considered to be research are “publicly available”.

Response:

We agree with commenters that suggest that publications marketed towards a narrow audience, such as trade
magazines, technical journals, or industry-specific publications could provide valuable assistance in making
investment decisions and could therefore be paid for with client brokerage commissions.

We continue to think that mass-marketed publications, which are those that are marketed towards a broad, public
audience, and are typically of low cost, are more like overhead of an adviser’s business and should generally be paid
for with an adviser’s own funds. Further, we believe many of these types of publications often contain a wide range
of information, much of which would either typically not be sufficiently related to the subject matter of the definition of
research services (i.e., not related to securities, portfolio strategy, issuers, industries, etc.), or would not provide
appropriate assistance in making investment decisions. For these reasons, we believe it would be difficult for an
adviser to justify paying for mass-marketed publications with client brokerage commissions.

We have amended the guidance provided in the Proposed Policy to reflect these views. We have also removed
reference to the term “publicly available” in relation to these types of goods and services. Even if a publication that is
marketed to a narrow audience with specialized interests is publicly available to a broad audience, its availability does
not make it ineligible to be paid for with client brokerage commissions.

Question 10: Should other goods and services be included in the definitions of order execution services and research?
Should any of those currently included be excluded?

Two commenters did not believe any other goods and services, other than those discussed in the 2006 Instrument and 2006
Policy, should be included.

Other commenters provided examples of other goods and services for which guidance could be provided, as described below.
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Seminars

Various commenters believed that seminars should be eligible for payment using client brokerage commissions. Reasons

included that:

seminars are simply an alternative medium by which to communicate information which may otherwise
constitute research;

seminars provide advisers with opportunities to refine their investment decision making process and to
generate new analytical methods or investment ideas;

blanket removal of seminars would hurt small advisers, especially those specializing in exotic areas or high
tech areas where the fast pace of change requires constant innovation and learning;

it is often cheaper for an adviser to pay for one conference and obtain access to multiple analysts than to pay
commissions to each of their firms for access;

some industry leaders only address the adviser community through these events; and
allowances exist under NI 81-105 for mutual funds to provide seminars and conferences to dealers at no

charge, or for mutual funds to pay for these on behalf of dealers, subject to certain conditions relating to the
payment for the costs of travel, accommodation and personal incidental expenses.

It was suggested by one commenter that investor conferences sponsored by dealers should be eligible for soft dollar expenses
so long as these expenses are reasonable in nature: for example, a trip to New York or Atlanta for a North American media
conference is reasonable, while a trip to Aruba for a North American mining conference is probably not reasonable. This
commenter also suggested that a compromise solution may be to allow only conference fees to be paid for with commissions.

Another commenter suggested that seminars with more social content than research could be disqualified.

Response:

We agree with commenters that seminars are one method to convey information that may otherwise constitute
research services. On this basis, we have amended the Proposed Policy to reflect the view that seminars and
conference fees that, in the adviser’s judgement, will benefit clients and otherwise meet the requirements of the
Proposed Instrument may be paid for with client brokerage commissions. The amendments to the Proposed Policy
also would suggest that it would be difficult for an adviser to argue that incidental costs incurred in attending seminars
or conferences, such as travel, accommodation or entertainment, could be eligible.

Telephone / Data communication lines

Four commenters supported including dedicated communication lines as an eligible order execution service for the following

reasons:

although the provision of such lines may be solely incidental and not a consideration in an adviser’'s order
routing system decision, the lines nevertheless may be deemed to satisfy the temporal standard for order
execution services;

the lines assist advisers with the timely and accurate entry, handling or facilitation of an order by a dealer and
are therefore directly related to order execution;

banning connectivity hardware used to facilitate electronic trading and direct market access is unfair because
it favours dealers and discriminates against advisers — dealers will charge the adviser for direct market access
through commissions expense, but if an advisor were to choose to build a direct connection to the exchange
to achieve direct market access and bypass the dealer (a very common occurrence in the U.S.), the hardware
costs associated with achieving full connectivity would be precluded from order execution services; and

such services are permitted by the SEC.
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Two commenters argued that if the decision as to what goods and services can be purchased with commissions were based on
their use, then eligible goods and services should also include hardware and communication lines as long as the adviser can
demonstrate dedicated usage in the order execution or research processes.

One commenter was of the view that the CSA should specifically prohibit any data/voice/video communication lines (whether
open or dedicated), internet fees, satellite links, and the like.

Response:

While we agree that the timeframe for using connectivity hardware/lines would fall within the temporal standard for
order execution services, and acknowledge that such services are permitted by the SEC, we do not believe these are
sufficient reasons to treat these any differently from other overhead type costs, such as those associated with
computer hardware which might be used during the same timeframe. As a result, we believe it would be difficult for
an adaviser to justify paying for these goods with client brokerage commissions.

We have not provided any additional guidance on this matter in the Proposed Policy, as we believe the guidance
provided under section 3.5 with respect to “Non-Permitted Goods and Services” is sufficient.

Opinions

One commenter indicated that the payment of costs for expert opinions used in the research process should be considered a
research expenditure.

Another commenter stated that commissions may include other services paid for by the dealer, such as costs incurred by the
dealer for providing legal advice to defend the value of an investment.

Another commenter indicated that legal advice relating to the likelihood of a company winning a patent fight should be
considered eligible as research.

Response:

We agree that there may be circumstances where an adviser may seek expert opinion (for example, accounting or
legal advice) in the course of assessing the value of an investment for purposes of making an investment or trading
decision. We believe that such services may be eligible for payment with client brokerage commissions to the extent
they meet the definition of research services and assist in making investment decisions.

We have amended the guidance provided in the Proposed Policy under section 3.5 to clarify that the legal and
accounting services that would be considered non-permitted are those that relate to the management of an adviser’s
own business or operations.

Pre-trade analytics

Three commenters suggested that pre-trade, along with post-trade, analytics should be considered order execution services.
One of these indicated that pre-trade analytics are directly linked to the execution of specific orders and are integral to the
measurement of quality of execution and the achievement of best execution.

Response:

Taking into consideration the amendments made to Proposed Instrument and Proposed Policy regarding the
temporal standard (discussed in more detail in Section Il of this response to comments), we agree that to the extent
that pre-trade analytics are used to help determine how, where and when to place an order or effect a trade, they
could be eligible as order execution services.

We do not believe any additional guidance is necessary.

Databases and software

One commenter noted that the definition of research does not include “databases and software”, which are currently included in
the definition of “investment decision-making services” under existing OSC Policy 1.9 and AMF Policy Statement Q-20, to the
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extent the databases and other software are designed mainly to support the advice and analyses expressly included in that
definition. This commenter believes that the proposed definition should be expanded to expressly include such goods and
services for consistency with the guidance provided in the Proposed Policy which allows quantitative analytical software to be
considered research.

Response:

We agree and have amended the definition of “research services” in the Proposed Instrument accordingly. The
definition now includes databases and software to the extent they are designed mainly to support the services
referred to in subsections (a) and (b) of the definition. Additional guidance has also been provided under section 3.3
of the Proposed Policy.

Question 11: Should the form of disclosure be prescribed? If prescribed, which form would be most appropriate?

Eight commenters indicated that the form of disclosure should be prescribed. Four others suggested that instead of prescribing
the form of disclosure, more guidance, or a suggested format, should be provided and advisers should be allowed the discretion
to develop their own forms. Reasons supporting why prescribing or providing more guidance on form of disclosure would be
beneficial included ensuring that:

° disclosure is consistent and comparable between advisers;

° disclosure is understandable to clients; and

° focus is placed by solution providers on developing products that satisfy the needs of both dealers and
advisers.

Commenters generally did not make suggestions regarding the form of disclosure, although two commenters suggested that
advisers should be allowed to integrate the disclosure into existing client reports to help reduce costs to registrations and to
reduce confusion by clients, for example, by integrating any new disclosure into the disclosure currently required under NI 81-
106 for mutual funds. Another commenter suggested that the format for disclosure should appear on a single page and be
enclosed with quarterly client statements, to allow for timely delivery in an investor-friendly format.

Response:

As a result of the amendments made to the disclosure requirements of the Proposed Instrument, we do not believe
that the form of disclosure needs to be prescribed at this time. Should the quantitative disclosure requirements be
expanded in the future, we will reconsider whether a suggested template should be provided as guidance.

Question 12: Are the proposed disclosure requirements adequate and do they help ensure that meaningful information
is provided to an adviser’s clients? Is there any other additional disclosure that may be useful for clients?

A. General comments

Most commenters did not believe the proposed disclosure would provide clients with meaningful information, and some believe
that the disclosure could be misleading or confusing to clients. Many of these commenters, however, agreed that disclosure is
important to demonstrate and ensure that adviser and investor interests are aligned. The majority of the concerns related to the
proposed quantitative disclosure requirements under paragraphs 4.1(1)(b) through (d) of the 2006 Instrument. General reasons
provided in support of these views included that:

° the proposed disclosure would be inconsistent with that currently required by the FSA and SEC;
° the level of detail disclosed will be too complicated for most clients to understand;
o a lack of understanding of how various factors affect the level and usage of client brokerage commissions may

lead clients to misinterpret the results;

° reasonable estimates and allocations at the client level would be subjective, and inconsistencies between
methods used by advisers would result;
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investors focus on total costs of the trades, total returns relative to risk, how the commission amounts were
arrived at, and what the adviser took into consideration when agreeing to pay such amounts;

it is not appropriate to compare commissions without considering market impact costs which, in many cases,
are the most significant part of a trade’s total cost;

comparison of client specific information may be meaningless when compared to a blended average across all
mandates, particularly for those advisers with global mandates;

distinguishing between “execution only” and “bundled commission” rates would mislead investors to conclude
that the difference in commission rate is a result of obtaining research, and ignores the argument that full-
service bundled execution is often the best trading method to achieve best execution, and not merely a
method to pay for research;

pure order execution without any other services is hot as common a practice anymore as advisers generally
trade with dealers that can add value by offering other services;

disclosure on an aggregate or weighted average basis does not take into consideration the varying nature of
portfolios, portfolio managers, soft dollar arrangements and commission recapture agreements;

disclosure by asset class may not be useful given that there may be multiple investment strategies employed
within a single class of securities and trading can vary depending on market conditions, interest rate
movements, portfolio rebalancing, etc., which may result in inconsistencies from one period to the next;

fluctuations in trading activity from year to year can result in inconsistencies in disclosure when spread over
soft dollar commission budgets, which do not fluctuate from year to year, and do not contemplate proprietary
goods and services;

commissions may be negotiated and may change due to a variety of circumstances depending on the nature
of the transaction and the liquidity profile of a security;

the question of value received for the percentage of commission allocated to any one dealer is not addressed
by the disclosure; and

clients are already inundated with disclosure.

Two commenters indicated that the proposed disclosure requirements would provide meaningful information to clients.

B. Suggestions regarding appropriate disclosure

(a) Narrative disclosure

Commenters were generally not opposed to either the proposed narrative disclosure, or to some other form of narrative
disclosure. Suggestions for narrative descriptive disclosure made by commenters included:

details on an adviser’s policies and procedures regarding client brokerage commissions, which could include:

o the adviser’s soft dollar policy;

o a description of the adviser’s best execution policy;

o the factors advisers consider when selecting dealers and trading venues, including whether research
is a factor;

o the policy for how research is purchased;

o following the narrative format required by the SEC in Form ADV Part Il, or the IMA’s Level |
disclosure;

the general types of services dealers provided to the adviser;

the nature of the arrangements;
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° the names of dealers used, and the names of third parties that provide goods and services;

° a statement that all soft dollar arrangements are solely for the benefit of clients;

° a statement that trades are done on competitive terms;

° a statement that an internal process which ensures that fair value is being paid to dealers in return for services

being purchased is utilized along with disclosure of situations where the adviser is aware of a material
discrepancy between the value obtained and commissions allocated to a dealer over a certain time period —
this would ensure that advisers are actively interpreting the data they are being required to gather and
disclose, and ensure demonstration that soft dollars are being used appropriately; and

. for investment funds, including a statement in a prospectus that a fund engages in soft dollar trading, and that
one of the defined risks is a conflict of interest between the manager and the fund.

(b) Quantitative disclosure

Although many commenters had concerns with the proposed quantitative disclosure, there were various suggestions made
regarding what quantitative disclosure could be meaningful to clients. Various commenters also seemed to agree that, should
quantitative disclosure be required, it should be accompanied by some form of narrative disclosure to add the appropriate
context. The commenters’ suggestions are set out below.

i) Firm-level disclosure

Some commenters stated that disclosure of commissions at the firm level was more appropriate than disclosure at the client
level because clients select an adviser based on how the business is run overall, and whether the adviser will manage the
money effectively.

Some commenters provided examples of firm level disclosure that could be appropriate, including:

. aggregate commissions;

° total commissions used for order execution services and research;

° commission rates paid to all brokers;

° commission rates paid to obtain order execution services and research;

o a ratio similar to a Management Expense Ratio, such as a ratio of the total costs of client commissions to

assets under management;

Another commenter suggested that instead of aggregating at the firm level, commissions should be aggregated at the
investment strategy level in order to provide more meaningful comparisons to client specific disclosure, although this commenter
questioned the usefulness of comparisons by investment strategy. Another commenter requested clarification regarding the
level of aggregation among different types of accounts (i.e., mutual funds, sub-advised accounts, private managed accounts).

i) Client-level disclosure

Some commenters also made suggestions for disclosure that could be provided at the client level that would provide meaningful
information to clients. One commenter suggested that client-level disclosure should be limited to disclosure only of the
commissions paid by the client’'s account or portfolio to avoid issues relating to comparability between client and firm figures,
particularly when the firm has a variety of differing mandates.

One commenter believed that any quantitative client-level disclosure should be based on a pro-rata estimate based on the
average assets under management of the client and firm, because of the difficulties for advisers to itemize which specific
services were used for an individual client account.

Another commenter suggested the percentage of client commissions allocated to soft dollars in each of the client’'s account(s)
could be provided, along with the total value of commissions used at a firm level and the types of services purchased by the firm
with soft dollars, and that such information is already captured by most technology management systems of both large an small
firms in the Canadian marketplace.
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One commenter argued that disclosure at the client level should be for the aggregate of all of a particular client’'s accounts, and
not on an account-by-account basis. This commenter also suggested that only where client-specific goods or services were paid
for using soft dollars, these should be specified in any client-specific disclosure. For any goods and services used firm-wide and
paid for with soft dollars, a pro-rata amount of this expense should be allocated to the client, using the relation between client
assets and total firm assets as a proxy. Another commenter supported the view that a pro-rata approach for allocating services
among clients may provide a reasonable compromise for client-level allocation concerns.

i) Other comments relating to quantitative disclosure

One commenter suggested the minimum level of disclosure should include: total commissions charged to accounts; total
directed commissions charged to accounts; total soft dollars earned by accounts; total soft dollar expenditures made by the firm;
and soft dollar expenditures broken down by category (i.e., independent research, mixed-use services, bundled research, other).
This commenter also suggested that, along with itemizing and describing each soft dollar vendor on a firm-wide basis, the total
cost of each service provided should be disclosed (e.g., 17 Bloomberg terminals, data aggregation and analytical tools -
$100,000).

One commenter suggested requiring disclosure of the average dollarized commission rates per unit of security from efficient
electronic trading systems as the core commission rate benchmark, compared against the weighted average cost of trades per
unit of security in Canadian cents for the current year and 4 previous years.

Another commenter expressed that if the proposed client level disclosure was implemented, commissions should be expressed
as a percentage of value rather than in cents/share.

One commenter supported a certain level of statistical disclosure, such as the average commission rates paid, the percentage of
commissions executed at full service versus execution-only rates, and the percentage of commissions used for third-party
research.

One commenter suggested that minimum standards should be set which include the frequency of disclosure and the scope of
information required (e.g., the total amount of commissions used for execution versus other services, the costs of services
provided, the allocation and weighting among dealers of the services provided, average/high/low commission rates paid per
dealer).

One commenter also made the suggestion that the Statement of Portfolio Transactions should be reinstated as an on-request
disclosure item.

Response:

In order to attempt to balance the need for accountability and transparency with the need for consistency with
disclosure in the U.S., and with the associated burden and costs that might be imposed on advisers, we have
determined that one method to achieve this balance would be to expand the proposed narrative disclosure. The
proposed narrative requirements would maintain requirements proposed in the 2006 Instrument for disclosure of the
nature of the arrangements entered into relating to the use of client brokerage commissions as payment for order
execution services or research services, as well as disclosure of the names of dealers and third parties that provided
goods and services other than order execution and the types of goods and services they provided. Additional
proposed disclosure requirements include a description of the process for, and factors considered in, selecting
dealers to effect securities transactions; the procedures for ensuring that, over time, clients receive reasonable
benefit from the usage of their brokerage commissions; and the methods by which the determination of the overall
reasonableness of client brokerage commissions paid in relation to order execution services and research services
received is made. Additional guidance has also been proposed in the Proposed Policy regarding these requirements.

We have also amended the quantitative disclosure requirements that were initially proposed. As an initial step in
increasing accountability and transparency through quantitative disclosure, we propose reducing the client-level
quantitative disclosure requirements to disclosure of the total client brokerage commissions paid by the client during
the period. In addition, we propose requiring disclosure on an aggregated basis of the total client brokerage
commissions paid during the period, along with a reasonable estimate of the portion of those aggregated
commissions that represents the amounts paid or accumulated to pay for goods and services other than order
execution. Guidance has also been proposed in the Proposed Policy regarding the level of aggregation of client
brokerage commissions for these disclosure purposes. The proposed guidance allows advisers some flexibility to
determine the appropriate level of aggregation based on their business structure and client needs. We believe the
quantitative disclosure proposed is relatively consistent with that currently required to be made by investment funds to
clients under NI 81-106, except that the proposed disclosure requires the adviser to make a reasonable estimate of
the amounts paid or accumulated to pay for goods and services other than order execution, as opposed to requiring
disclosure of these amounts to the extent ascertainable.

January 11, 2008 (2008) 31 OSCB 515



Request for Comments

We will continue to monitor the developments in the U.S., including whether amendments to their disclosure regime
are proposed, and are prepared to revisit the approach we have taken at that time.

C. Specific Comments
(a) Separate disclosure requirements for bundled and unbundled services

Some commenters questioned the usefulness of, or had concerns regarding the separate disclosure requirements for bundled
and unbundled services. One commenter argued that it is the type of good or service received, not its source, that is most
relevant. Other commenters indicated that making the differentiation would discriminate against independent research providers
to the detriment of investors and the providers:

. by adding costs for advisers that use independent research;

. by perpetuating the myth that bundled goods and services are somehow unique and should be afforded
special status; and

° because it could provide incentives to send trades to dealers for reasons other than best execution.

One commenter was not opposed to the separate disclosure of third party goods and services, and stated that they were
already complying with this requirement under NI 81-106.

One commenter questioned the practical application of the third-party disclosure proposed in subparagraph 4.1(1)(c)(iii), as it
was that commenter's understanding that an investment adviser likely does not have access to commission sharing
arrangements between broker-dealers and third parties, and that it was not clear whether the subparagraph would apply in
broker to broker arrangements, for example, through “step out” transactions between an executing and introducing broker. The
commenter indicated that in such situations, the adviser is generally not aware of the commission split.

To resolve some of these concerns, five of these commenters suggested that bundled and independent research should be
treated the same for reporting purposes. One of these five commenters added that bundled commissions are the least
transparent aspect of transactions costs, are estimated to represent a larger share of commissions, and could therefore be
misleading to investors if excluded in the quantification of total soft dollar expenditures. This commenter suggested the CSA
could either merge the two categories proposed in subparagraphs 4.1(c)(ii) and (i) and delete the additional disclosure
requirements for third party research, or maintain the differentiation but require advisers to make an effort to ascertain from the
dealer the amount of proprietary research included in bundled services or to estimate the amount when it cannot be ascertained.
Similar suggestions were received from other commenters to break the amounts out following the same methodology as
followed under the IMA Pension Fund Disclosure Code in the U.K.

Two other commenters suggested that disclosure of the ratio of the overall cost of research to assets under management, along
with a description of the research received, is far more meaningful to investors.

Response:

We agree with commenters that requiring different levels of disclosure for each of these types of goods and services
could result in discrimination against those goods and services provided by third parties. The original intention was to
require dealers to disclose the amounts which are more readily available and more easily quantifiable.

In revising our proposed disclosure requirements by requiring advisers to make a reasonable estimate of the portion
of the aggregated commissions that represents the amounts paid or accumulated to pay for goods and services other
than order execution, we have attempted to remove any possible discriminatory results by treating both bundled and
unbundled goods and services equally for purposes of this requirement. If it appears that further transparency is
required, we will revisit the degree to which the estimate should be broken down further between bundled and
unbundled goods and services.

(b) Demand by clients for additional disclosure

One commenter questioned whether there is any evidence to support the proposition that clients demand the proposed level of
disclosure, in light of the significant costs. Another commenter indicated it had provided the proposed disclosure on a trial basis
to two sophisticated clients, and both clients questioned its usefulness. Other commenters provided details regarding the
frequency of requests from clients for additional disclosure relating to soft dollar arrangements and practices:

January 11, 2008 (2008) 31 OSCB 516



Request for Comments

° three commenters stated that clients are not asking for additional information;

° one commenter indicated that of its hundreds of institutional clients, thousands of private clients, and tens of
thousands of mutual fund clients, only 5 clients expressed an interest for more detailed disclosure in the last
year; and

° one commenter that represents IC/PMs in Canada indicated that one member that has national presence

across Canada has indicated that neither institutional nor private clients have shown any interest in receiving
this level of extremely detailed disclosure — and that the company receives approximately 5 requests per year
for information on client specific commission usage, none of the requests being from private clients.

To address these concerns, some commenters suggested that clients should be given the option to receive the proposed
detailed disclosure, similar to options given under other continuous disclosure requirements such as those relating to financial
statements and the Management Report of Fund Performance. Two of these commenters indicated that the practice now is to
respond on demand to a client’s specific request for disclosure on soft dollar practices, and these commenters believe that not
all clients would request the proposed disclosure if given the option, nor would they welcome the associated increase in costs.
One of these commenters also stated that if clients were given the option to not receive the detailed disclosure, requirements to
provide some general narrative disclosure would be useful to clients, while another commenter suggested that a requirement to
disclose the availability of the optional disclosure would be needed to ensure clients were aware of its availability.

A few commenters suggested consulting with clients or forming a task force before disclosure is prescribed. Such consultations
were suggested to ensure that the wide spectrum of reporting arrangements between advisers and clients were given
appropriate consideration, and to ensure that clients have had an opportunity to understand the options so that they can
determine what disclosure best suits their needs.

Response:

We do not believe that the current requirements under the Existing Provisions, which make the disclosure available
upon request, are sufficient to help ensure clients understand how their brokerage commissions have been used for
purposes other than as payment for the primary brokerage function. Further, we continue to believe that increased
disclosure in this area is necessary to ensure accountability on the part of the adviser relating to the use of these
commissions; however, we acknowledge the need to balance the need for more transparency with practicality and
have therefore simplified the quantitative disclosure.

(c) The meaning of “client” in relation to the application of the disclosure requirements

Some commenters questioned whether disclosure to “clients” was intended to include retail clients of investment funds. One
commenter also questioned how to interpret the meaning of “client” for disclosure to clients with private managed accounts or
sub-advised accounts, in addition to retail clients of mutual funds. Generally, these commenters did not believe that the
proposed disclosure should apply to investment fund clients because:

. these clients already receive appropriate disclosure of soft dollar arrangements under NI 81-106;

. retail clients are typically not in any position to negotiate the management agreements and oversee the
adviser’s investment activities;

° the Independent Review Committees (IRC) to be implemented under NI 81-107 will be responsible for
managing the conflicts of interest the Proposed Instrument intends to address; and

. disclosure to the individual security holder of investment funds would require a fundamental overhaul of client
reporting systems.

Some of these commenters indicated that if, for advisers to investment funds, “client” was intended to mean the fund itself, that
this may not be appropriate depending on the fund structure. A couple of these commenters indicated that where the fund is the
“client”, the fund is most commonly established as a trust, and the manager is typically the trustee as well as the adviser for the
fund. One of these commenters added that, with the exception of Canadian corporate-structure funds, which are few in number,
there is no separate fund board of directors or other entity that could properly be considered the adviser’s “client”, as is the case
in the U.S. The end result in the situations where the manager is both the adviser and trustee, would be the adviser making the
disclosure to itself. The suggestion was made that instead the required disclosure could be made to the IRC. This commenter
also added that those funds that have already established IRCs have indicated that these IRCs have been reviewing the firm’s
soft dollar policies as part of their oversight role, but have not had any need for additional disclosure.
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Another commenter stated that disclosure is only truly useful if those responsible for the funds are required to evaluate the
information and ensure that clients’ commissions have been used appropriately and reasonably. This commenter argued that it
would not be reasonable to expect the average “person in the street” to read or effectively evaluate the proposed disclosure, and
that it should be trustees, boards of directors, or others with fiduciary responsibilities that should be the target of the disclosure.

Response:

We have proposed guidance under section 5.1 of the Proposed Policy that clarifies that the recipient of the disclosure
should typically be the party with whom the contractual arrangement to provide services exists. For example, for an
adviser to an investment fund, the client would typically be considered the fund, unless the adviser is also the trustee
and/or the manager of the fund, or is an affiliate of the trustee and/or manager of the fund, in which case the adviser
should consider whether its relationship with the fund presents a conflict of interest matter under National Instrument
81-107 Independent Review Committee for Investment Funds that requires review by the Independent Review
Committee established in accordance with that National Instrument, and whether it would be more appropriate for the
disclosure to be made instead to the Independent Review Committee. Disclosure to retail clients of mutual funds
about the use of their commissions would be governed by the provisions of NI 81-101 and NI 81-106, and any other
relevant provisions.

Question 13: Should periodic disclosure be required on a more frequent basis than annually?

Most commenters believe that annual disclosure should be sufficient. One suggested that more frequent disclosure could cause
a false sense of volatility as accounts, mandates, and soft dollar budgets often change on an annual basis. Another commenter
indicated that while they have already been reporting to clients annually on the details of goods and services paid for with
commission dollars, there have been no requests for more frequent reporting.

Alternative suggestions for the frequency of disclosure provided by a couple of commenters included:

° as often as the client and adviser complete a performance review;
° on a semi-annual basis, as required for the IMA Level |l disclosure requirements; or
o on a regular and consistent basis, in particular to the Boards, Trustees, or other persons with oversight

responsibilities for advisers.

Response:

We agree with the view of most commenters that periodic disclosure is not required on a more frequent basis than
annually.

Question 14: What difficulties, if any, would an adviser face in making the disclosure under Part 4 of the 2006
Instrument?

A. General comments

Commenters were generally concerned that the proposed disclosure requirements would be difficult to meet, and believe that
these difficulties would result in costs that exceed any benefits to clients. Various commenters were specifically concerned with
the requirement to make disclosure by client, and by security class, particularly for smaller firms. Reasons for, or causes of, the
difficulties that were provided include:

° systems do not currently track the amount paid out as soft dollars for a given service on behalf of each
individual account;

° goods and services are often obtained at a macro level for the benefit of multiple clients, not at the client level,
resulting in imprecise allocations at the client level, and the benefits to clients may change over time;

° trading activity is often conducted for multiple clients at once, or through pooled investment funds, so
providing data at the individual client level would be burdensome and would be further complicated when
mixed-use goods and services are involved;
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° dealers providing bundled services are not required, and have not taken measures, to provide information on
bundled goods and services to advisers;

. trading activity and the payment for goods and services do not always occur at the same time;

° more than one dealer may be used to pay a single third-party service invoice;

° fees on trades in foreign jurisdictions may not be charged on a “per unit” basis, but rather as a percentage of
trade value;

° currently available software packages that may address U.K. and U.S. requirements are not currently

configured to address the proposed Canadian disclosure requirements; and

. relying on third-party software vendors could result in the reporting of inaccurate information, which the
adviser will still have to reconcile.

However, as noted earlier, one commenter indicated that disclosure of the total value of commissions used, the types of
services purchased with soft dollars, and the percentage of client commissions allocated to soft dollars in each client’'s
account(s) should not be difficult as such information is already captured by most technology management systems of large and
small firms in the Canadian marketplace.

Response:

We note that the general comments relating to difficulties with meeting the disclosure requirements in the 2006
Instrument centre around difficulties with meeting the client-level and security-class-level disclosure. Due to the lack
of precision regarding costs for bundled services, as well as timing differences between the trades that generate the
commissions and the payment with those commissions for the goods and services, we agree that the detailed
disclosure would be difficult to make with any degree of accuracy. We believe the amendments that we are currently
proposing, discussed earlier under the response to Question 12, should address these general concerns.

B. Specific comments
(a) Requirements under subsection 4.1(2) of the 2006 Instrument

Many commenters indicated that the proposed requirements under subsection 4.1(2) to maintain specific details of the goods
and services would be difficult, onerous and costly to track for the following types of goods and services:

. bundled services where no separate paper trail exists for the additional goods and services;

° intangibles that constitute research, such as communications with dealers by telephone, e-mail, mail, and in-
person meetings; and

° items received on an unsolicited basis.

Some commenters also questioned the usefulness to clients of this proposed requirement. Reasons included that such an
approach is inconsistent with an adviser’s view toward measuring the overall benefit to its clients of the services received, and
that such details would have little relevance to any one client.

Others suggested that the general requirement on all advisers to maintain adequate books and records is sufficient, and that
advisers should be permitted the flexibility to determine how to document the goods and services received, so long as the
records provide adequate documentation that only permissible uses were made of client brokerage commissions. Another
commenter suggested that a concept of materiality could be introduced to manage the level of detail maintained under this
proposed requirement, while another suggested adding a requirement that dealers must provide advisers with the needed
information.

However, three commenters were not opposed to this proposed requirement, although one of these questioned how an investor
would or could use this information. One commenter suggested the details could be maintained as a supplement to the narrative
disclosure proposed in paragraph 4.1(a), so long as the quantitative disclosure was removed, while another commenter
suggested that if such details were to be maintained, clients should be advised of the availability of the details, for example by a
prominent note in a fund prospectus or in the Management Report of Fund Performance.
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Response:

We believe that disclosure of the names of service providers and types of goods and services that is required under
paragraph 4.1(c) of the Proposed Instrument should generally provide clients with sufficient detail relating to the
specific goods and services paid for with client brokerage commissions. On this basis, we have removed the
requirement previously proposed under subsection 4.1(2) of the 2006 Instrument to maintain, and make available
upon request, more specific information about the goods and services received.

Despite removal of this explicit requirement, advisers are reminded of the general requirement to maintain adequate
books and records in order to be able to demonstrate compliance with the Proposed Instrument.

(b) Differences in disclosure requirements between the 2006 Instrument and the U.S. and U.K.

Various commenters noted the differences between the proposed disclosure and the requirements in the U.S. and U.K., and
some believed the disclosure in the 2006 Instrument was more stringent. Most of these commenters suggested that disclosure
requirements in Canada should more closely resemble those in the U.S., or the U.K. (including the Level | and Level Il of the
IMA Disclosure Code). Reasons provided in support of this suggestion included that:

. more consistency would allow firms that report to clients in different jurisdictions to standardize their reporting
processes;
. the information to be disclosed under the IMA Disclosure Code would provide plan administrators and trustees

with the information needed to assess value from their commission spend;
° it may be difficult for Canadian advisers to obtain all relevant information from U.S. sub-advisers; and
o disclosure requirements should be market guided as in the U.K., and not prescriptive.
One commenter suggested a flexible disclosure regime should be permitted given that advisers currently take various

approaches to disclosing brokerage practices, which often already includes following either of the U.S. or U.K. disclosure
requirements.

Response:

We agree that imposing different disclosure requirements than other jurisdictions regarding the subject matter of the
Proposed Instrument could cause difficulties for advisers that report to clients or hire sub-advisers in multiple
jurisdictions. As stated earlier, we believe that harmonization with other jurisdictions is appropriate where justifiable
to do so, and we understand that there is a general preference for harmonizing with the U.S., as opposed to the U.K.

However, the current disclosure requirements in the U.S. under the SEC’s Form ADV Part Il and Form N-1A that
specifically address the use of client brokerage commissions for purposes of obtaining goods and services other than
order execution centre primarily around narrative disclosure, and we believe that a certain level of quantitative
disclosure should be included. At one point, the SEC had indicated they would be issuing proposed amendments to
their disclosure regime, but we are unaware of any such proposal having been made to date. As noted earlier, we
will continue to monitor the developments in the U.S. regarding whether amendments to their disclosure regime are
proposed, and are prepared to revisit the approach we have taken at that time.

(c) Disclosure of dealer and supplier names, along with the types of goods and services provided

A few commenters indicated that requiring disclosure of the names of dealers and suppliers utilized by the adviser would result
in the disclosure of proprietary information which could negatively impact an adviser's competitive advantage — particularly in
relation to competitors in foreign jurisdictions that are not required to disclose this information.

It was also stated that providing the names of all dealers and all types of goods and services provided by each of the dealers
would be duplicative given that advisers can obtain the same types of services from different dealers (e.g. traditional research
reports) and, for clients with global investment mandates or for investors in global funds, this disclosure could extend to over 100
dealers — which would cause tracking difficulties and result in lengthy reporting.

A few commenters also suggested that such disclosure would not be useful to clients, and that providing information on the
types of broker-dealers used was more relevant.
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Response:

We note that there is an existing requirement for investment funds to provide similar disclosure to the public in the
Annual Information Form under Form 81-101F2. For advisers, other than those whose clients are investment funds
where similar public disclosure requirements are imposed on the fund itself, this disclosure would be made to the
client and not to the public in general. As a result, we question the degree to which competitive advantage would be
harmed from such disclosure. We continue to think such disclosure would be useful to clients as it would help them
to better understand the ongoing use of their brokerage commissions, while increasing accountability on the part of
the adviser. We have made amendments to the Proposed Instrument to clarify that such disclosure would be
required in those situations where goods and services other than order execution have been provided, and to add
that associating the types of goods and services received to each dealer or third party that provided that good or
service is not necessary, except in the case of goods and services provided by affiliated entities. Affiliated entities
and the types of goods and services each such entity provided should be separately identified. We have also added
guidance to the Proposed Policy to provide the adviser with some flexibility as to the scope of the disclosure to be
provided to clients in relation to this requirement.

(d) Application of disclosure

Another commenter suggested that it was not clear how the requirement for advisers to make certain disclosures, if they enter
arrangements with dealers to use client commissions “as payment for” services other than order execution, should be applied in
relation to bundled services. This commenter indicated that the payment of brokerage commissions to dealers that also provide
research services should not constitute a “payment for” research. This commenter suggested that other factors should be
present in order for commissions to be deemed to include a payment for research, such as an agreement to pay higher
commission rates than the dealer otherwise charges, or a commitment to execute a specified trading volume. This commenter
recommended that bundled brokerage transactions that do not include a binding commitment to pay for research should be
excluded from the disclosure requirements. Another commenter stated that when “soft dollar” arrangements are made between
an adviser and a dealer, there must be a soft dollar agreement completed and kept on file by both parties.

Another commenter suggested that if brokerage commissions paid out of a particular client account were never to be used as
payment for goods and services other than order execution, the adviser should not be required to disclose to that client the
brokerage commissions generated by the firm, or the nature of soft dollar arrangements entered into by the firm in relation to
other clients.

Response:

Section 4.1 of the Proposed Policy includes the statement that the Proposed Instrument applies in the cases of both
formal and informal arrangements, including those informal arrangements for the receipt of such goods and services
from a dealer offering proprietary, bundled services. As a result, the disclosure requirements also extend to client
brokerage commissions used in informal arrangements with dealers offering proprietary, bundled services. We
believe the amendments made to the disclosure requirements should be sufficient to address the concerns raised by
commenters relating to the difficulties involved in complying with the Proposed Instrument when such arrangements
are in place.

To the extent that an adviser can isolate a client account, or a group of client accounts, from its other clients whose
brokerage commissions are used as payment for goods and services other than order execution, the adviser would
not be required to make the disclosure to these clients.

However, given that the disclosure requirements apply whether the arrangements under which client brokerage
commissions used are formal or informal (including those with dealers offering proprietary, bundled services), it may
be difficult to support a claim that brokerage commissions paid by a particular client would never be used as payment
for goods and services other than order execution if commissions charged to that client have been paid to a dealer
that provides the adviser with proprietary, bundled services.
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Question 15: Should there be specific disclosure for trades done on a “net” basis? If so, should the disclosure be
limited to the percentage of total trading conducted on this basis (similar to the IMA’s approach)? Alternatively, should
the transaction fees embedded in the price be allocated to the disclosure categories set out in sub-section 4.1(c) of the
2006 Instrument, to the extent they can be reasonably estimated?

Most commenters reiterated the views they expressed in response to Question 1 that the Proposed Instrument should not apply
to securities traded on a principal basis. They noted that determining the commissions on a principal basis presents problems
unless published bid-ask spreads are recorded on the trade contract.

Some commenters thought that, if the Proposed Instrument were to apply to trades done on a “net” basis, the approach for
disclosure should be similar to that taken by the IMA, i.e. the disclosure should be limited to the percentage of total trading
conducted on this basis. The reasons given were that there is no generally accepted method of breaking out commission fees
and, given the inherent lack of precision in identifying the amount of embedded commissions, any approach to establishing
commissions will be an approximation at best. One commenter thought that the clearest disclosure is achieved by applying a
percentage to the aggregate amount of principal trading. However, another respondent thought that the reporting of data using
estimates should be discouraged or at least supplemented with further guidance on what is, and is not, reasonable.

Response:

We have reduced the scope of the application of the Proposed Instrument to apply only to those trades where
brokerage commissions are charged (i.e., where a commission or similar transaction-based fee is charged and the
amount paid for the security is clearly separate and identifiable). See the response to Question 1 above for more
information.

. Other Comments
Transition period
Various commenters believed that a transition period is necessary. The more common reasons given included that:

. mixed-use service providers would need time to adjust their invoicing practices, as was suggested is currently
being done in the U.S. as a result of the SEC’s 2006 Release;

. advisers would need time to assess their existing practices to identify gaps and make any necessary changes;
. many traditional soft dollar arrangements are negotiated on an annual basis;
. changes would need to be made to accounting and reporting systems to meet the more detailed disclosure

requirements;
° other CSA initiatives include a transition period; and
o the SEC and FSA had permitted a 6-month transition period.

One commenter suggested that major changes in processes for brokers, advisers and clients will be required, given that existing
procedures are the consequence of a half century of industry practice and tradition. This commenter also noted that existing
procedures, or the lack thereof, are deeply embedded. This commenter believes that the 2006 Instrument would lead to more
“execution only” trading and dealers would have to implement competitive business plans to address “unbundling”, so it would
take several quarters to establish competitive pricing. In addition, this commenter suggested that although there are vendors
that specialize in commission management software, it would still take time for advisers to identify needs and fully establish the
necessary systems.

Further this commenter argued that clients may not have a complete appreciation of the related governance issues, and the
introduction of the 2006 Instrument would represent a new and material addition to trustee oversight responsibilities. The
process of education and consultation by trustee/investment boards will require considerable time to fully assimilate and
complete. This commenter recommended that milestones be established in consultation with dealers, advisers and clients, for
example: the date advisers should have completed commissions usage policies; the date aggregate commission payment
arrangements are disclosed to clients and regulators; and the date by which the advisers will be in full compliance with the
Proposed Instrument, including the proposed detailed disclosure.

Another commenter stated that any transition period should allow for advisers to initially make the prescribed disclosure on a
best efforts basis, followed by a more rigorous standard when compilation and allocation of the data is possible.
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Response:

We have amended the Proposed Instrument to include an effective date which is six months after the Proposed
Instrument’s approval date.

We believe that the amendments made to the Proposed Instrument, including the removal of some of the more
onerous reporting requirements, should address many of the commenter concerns, and therefore a longer transition
period should not be needed.

Costs

Some commenters did not believe the estimate of costs in the Cost Benefit Analysis was realistic, and that any benefits that
might accrue to clients would not exceed the costs. Reasons for these views included:

° the technology costs associated with modifications to existing trade order management and compliance
systems to monitor, track, allocate and report soft dollars was not considered;

o there would be human resource costs associated with hiring and training new compliance, investment
management and back-office personnel to administer the process contemplated by the 2006 Instrument;

. there would be costs associated with ensuring ongoing compliance; and

. there would be indirect costs passed on to advisers by sub-advisers from other jurisdictions in order to
comply, either directly or indirectly, with the 2006 Instrument.

Two commenters added that the increase in costs for advisers, and for service providers that will have to modify their own
processes, will ultimately be passed on to clients through higher transaction costs or management fees. In addition, the higher
fixed costs from transferring formerly permissible goods to non-permissible may also result in higher barriers to entry, or have
other detrimental impacts on smaller investment management firms seeking to compete with larger firms.

One commenter raised a concern that firms that hold assets for their clients on a segregated basis will have a higher cost of
compliance, which will further increase the fee gap between segregated and pooled products.

Response:

We believe that the amendments we have made to the Proposed Instrument should help to address many of the
above concerns relating to costs, in particular those relating to disclosure. We do not believe that the costs of
complying with the non-disclosure-related requirements of the Proposed Instrument will be significant for firms that
have been complying with the Existing Provisions. There have been little or no changes to the definitions of order
execution services and research services from the Existing Provisions, and in accordance with the general principles
of acting in the best interests of clients, we would expect that advisers are currently monitoring and tracking the use
of client brokerage commissions to some degree.

Allocation of benefits to clients

Some commenters raised concerns with the proposed requirement to ensure that the order execution services or research
acquired are for the benefit of the adviser's client(s), and with the related guidance that states that advisers should have
adequate policies and procedures in place to allocate, on a fair and reasonable basis, the goods and services received to clients
whose brokerage commissions were used as payment for those goods and services.

Some commenters believe the requirement and guidance imply that there must be a direct connection between the specific
good or service received and the client whose account generated the commissions that paid for that specific good or service,
even though the goods and services received typically benefit a number of clients and may not always benefit the specific
account that generated the commissions. One commenter added that the standard would require an adviser to ignore or
unlearn the information or knowledge gathered through research acquired with one client's commissions when making decisions
for another client.

Another commenter argued that the more that goods and services are bundled together with order execution, the more difficult it
is to determine if the commission dollars paid have been allocated correctly to the clients who have received the benefit.
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It was suggested by one commenter that the requirement should be revised to require that the goods or services benefit “one or
more of” the adviser’s client(s).

Response:

We acknowledge that goods and services received typically benefit a number of clients and may not always be
specifically matched, dollar-for-dollar, to each client account generating the commissions. We have amended the
guidance provided under Part 4 of the Proposed Policy to clarify that a specific order execution service or research
service may benefit more than one client, and may not always directly benefit each particular client whose brokerage
commissions were used as payment for the particular service. However, the adviser should have adequate policies
and procedures in place to ensure that all clients whose brokerage commissions were used as payment for these
goods and services have received fair and reasonable benefit from such usage.

Unsolicited goods and services

Some commenters questioned whether the requirements under the Proposed Instrument and Proposed Policy would apply to
unsolicited goods and services. Concerns raised in relation to unsolicited goods and services arose because of either the
proposed requirement for advisers to evaluate goods and services received against commissions paid, or the proposed
disclosure requirements.

Two commenters indicated that advisers often do not have the discretion to negotiate which goods and services will be received
in conjunction with a bundled services offering. They both raised the concern that without any cost information from the dealers
or any reliable mechanism for separating the component parts, it would be difficult and costly for an adviser to estimate the
value of any unsolicited services received, and in some cases, this could not be done with any degree of fairness or accuracy.

Another commenter indicated that because of the way that dealers offer and deliver information to their clients today, it is
inevitable that advisers will have access to and obtain, on an incidental basis, information and materials from the entities with
whom they place client orders. This commenter indicated that a problem then arises when all or a portion of the information and
materials made available to, or received by, an adviser are not permitted to be obtained in consideration of client commission
dollars. For example, in some cases advisers have access to a protected website to collect daily research reports, but the site
also includes information that does not satisfy the definitions of research or order execution services. In addition, a dealer might
send its clients copies of articles or other newsletters that may not be considered research. This commenter suggested that so
long as an adviser is not taking such incidental services into consideration when making its evaluation of the dealers services in
relation to the commissions paid, then the availability or receipt of the goods and services in question should not be perceived
as a violation of the Proposed Instrument. This commenter also noted that an adviser might, however, violate their fiduciary
duties if this approach was taken too far.

Another commenter echoed some of the same concerns regarding goods and services being made available by, but not
purchased from, a bundled service provider, which could include eligible and ineligible services that may not be a factor in a
particular adviser’s decision to place trades with that particular bundled service provider. A money manager may have selected
a specific broker-dealer to execute trades based upon its skill in placing a difficult trade, its position in the market, or any of the
myriad of factors considered when evaluating best execution. In those cases where a dealer includes, as part of its bundled
offering, research and/or services not requested or used by a money manager, the commenter argues the traditional elements
of a “soft dollar” arrangement are not present, and the framework set forth in the Proposed Instrument should not apply. In
addition, this commenter argued that there are no inherent conflicts of interest when the adviser is being provided goods or
services on an unsolicited basis which they will not use, but acknowledges that to the extent the adviser uses those unsolicited
goods and services, the requirements of the Proposed Instrument should apply. Another commenter had similar concerns, but
suggested that advisers and regulators should instead consider whether there is an explicit commitment to execute a minimum
volume of orders through the broker to pay for research, when determining whether commissions paid by an adviser include
payments for research.

One commenter requested that the CSA clarify whether an adviser must disclose soft dollar transactions when not asking for, or
using the additional services, or if unaware that the services are bundled.
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Response:

We appreciate the difficulties involved with complying with the Proposed Instrument when goods and services are
received on an unsolicited basis, particularly when received as part of a bundled services offering.

We have amended the Proposed Policy to provide additional guidance with respect to unsolicited goods and services
in relation to an adviser’s obligation to ensure that a good faith determination has been made that the amount of client
brokerage commissions paid for order execution services or research services is reasonable in relation to the value of
the order execution services or research services received. This determination can be made either with respect to a
particular transaction or the adviser’s overall responsibilities for client accounts. The relevant measure for any such
determination is the reasonableness of the amount of client brokerage commissions paid in relation to the order
execution services and research services received and used by the adviser. An adviser that, by virtue of paying
client brokerage commissions, is provided with access to goods and services, or receives goods or services on an
unsolicited basis and does not use such items, will not be considered to be in violation of its obligations if it does not
include these in its assessment of value received in relation to commissions paid. To the extent that an adviser
makes use of any such goods or services, or considers the availability of such goods or services a factor when
selecting dealers, the adviser should include these in its assessment of value received for commissions paid.

We think this guidance should also apply when making allocations with respect to a mixed-use good or service. An
adviser would not be required to allocate cost to, and pay with its own funds for, an ineligible portion of a good or
service received on an unsolicited basis that was not used. However, in this case, in our view the adviser would still
have the obligation to make a good faith determination that the amount of client brokerage commissions paid was
reasonable in relation to the value of the eligible portion of that good or service received.

We also think this guidance can similarly be applied to determinations in relation to the disclosure of information
about unsolicited goods and services.

Principles-based approach

A few commenters questioned the approach taken by the CSA and suggested that a principles-based approach was more
appropriate. Reasons for this view included that:

° principles-based regulation, coupled with meaningful oversight, is more effective than rule-based regulation;

° principles are clear to the vast majority of honest operators; and

. lists would be cumbersome and unworkable, and that the principles-based approach has worked well in the
u.sS.

Suggestions made by these commenters included:

° allowing advisers, the users of the services, the flexibility to determine which services assist them in the
investment decision-making process, while acting within their fiduciary duty;

. establishing key principles based on use to govern what goods and services can be purchased with
commissions, rather than relying on a narrowly defined rule set, and to ensure adequate disclosure to
investors;

. providing principles-based interpretations of soft dollar arrangements through the use of practical examples,

case studies, and illustrations of real-life soft dollar situations that meet or do not meet the objectives of fair,
honest and transparent dealings with clients;

. including an overall objective to the Proposed Instrument to expressly align the interests of the investor and
the advisers, which would serve as the underlying guiding principle that can protect the investor and retain the
flexibility necessary to allow innovation.

One commenter suggested that other than defining the key criteria for determining whether a good or service should be eligible,
the role of a National Instrument should be to identify the specific goods and services that require special assessment as to their
eligibility because the determination is not clear cut, and in cases where an adviser utilizes these services, it should be required
to provide detailed disclosure that demonstrates why the good or service is appropriate in the context of its investment
management process and the arrangements it has with clients.
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Another commenter also added that the CSA notice did not indicate whether deficiencies in regulatory reviews of advisors have
identified problems to require implementation of a rule.

Response:

We have essentially reformulated the Existing Provisions into a National Instrument. One of the objectives of creating
the Proposed Instrument was to provide consistent requirements across Canada, as the Existing Provisions only
apply in two provinces and only have force of rule in Quebec. The objective of creating the Proposed Policy was to
provide additional guidance that would assist advisers in complying with the Proposed Instrument, including
examples of goods and services that may be considered to be order execution services or research services.

In addition, we note that for several years, the annual reports published by the Compliance Department of the OSC’s
Capital Markets Branch have made reference to the identification of issues relating to soft dollars as a result of the
compliance reviews performed.

However, we have made some amendments to the Proposed Instrument and Proposed Policy that we believe
provide the adviser with greater flexibility to make determinations regarding its own compliance with the Proposed
Instrument. In addition, we believe that the approach we have taken in addressing the issues and concerns is not
inconsistent with the approaches taken in other jurisdictions. Both the U.S. and U.K. identified similar issues and
concerns; the U.S. issued new interpretive guidance to clarify the safe harbor provided under Section 28(e) of the
Securities Exchange Act, and the U.K. finalized new rules and guidance, both of which contain lists of the types of
goods and services they might consider eligible under their respective requirements / legislation in order to add
clarity. Further, while we acknowledge that there may be differences in practices relating to the use of client
brokerage commissions between advisers in Canada and these other jurisdictions, the common objective amongst
the various jurisdictions is to address the inherent conflicts of interest associated with the use of client brokerage
commissions for payment for goods and services other than order execution, which should therefore necessitate a
similar approach and response, where justifiable.

Temporal Standard for “Order Execution Services”

In the course of responding to the questions relating to post-trade analytics and OMSs, a few commenters stated their views on
the temporal standard proposed for “order execution services”.

One commenter noted that the CSA had proposed a temporal standard which differs from that of the SEC, but agreed that order
execution services start at the time an investment decision is made as opposed to starting at the time an order is communicated
to a dealer (as is the case in the U.S.). This commenter noted that this starting point would correspond with the entry of an order
into an order management system.

The above view was supported by another commenter that stated that order execution services should include technology and
services which assist in the execution of an order from the point at which the order life cycle starts (after the investment decision
is made), and its reasoning for inclusion of post-trade analytics as order execution services included that the information gained
from the measurement of the quality of execution can be used to make trading decisions. Two other commenters also justified
inclusion of post-trade analytics as order execution services on the basis that they assist with the decisions of when, where and
how to trade.

Another commenter was concerned that the temporal standard for “order execution services” as defined in the 2006 Instrument
and 2006 Policy is contrary to long-standing industry practice. This commenter believed that the 2006 Policy indicated that
“order execution services” means the entry, handling or facilitation of an order by a dealer, but not other tools that are provided
to aid in the execution of trades, and on the basis of that belief, stated that the CSA has traditionally defined “order execution
more broadly, leading market participants to develop a practice of paying for certain products, such as order management
systems, with soft dollars as advisers use these to model, prepare and analyze prospective trades prior to the moment the trade
order button is pushed.”
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Response:

We have clarified the temporal standard in the Proposed Policy to indicate that we would generally consider that
goods and services directly related to the execution process would be provided or used between the point at which
an adviser makes an investment decision (i.e., the decision to buy or sell a security) and the point at which the
resulting securities transaction is concluded. We have removed the word “trading” from the previously published
starting point for the temporal standard of ‘after the investment or trading decision is made’ in order to clarify that to
the extent that a good or service assists the adviser with determining the how, when or where to execute a
transaction, we would consider this to be part of the order execution process, which should therefore fall within the
temporal standard for order execution services as being directly related to order execution. This allows for
consistency in the categorization of goods and services involved in the execution process regardless of the extent to
which the adviser relies on the dealer for execution decisions, or contributes to or makes the decision itself.

In addition, we have also clarified in the Proposed Policy that for the purposes of the Proposed Instrument, the term
“order execution”, as opposed to “order execution services”, means the entry, handling or facilitation of an order
whether by a dealer or by an adviser through direct market access, but not other goods or services provided to aid in
the execution of trades — these other goods and services could be considered “order execution services” to the extent
they are directly related to order execution and meet the temporal standard. This clarification in relation to an
adviser’s involvement with the entry, handling or facilitation of orders is intended to again allow consistency in the
categorization of goods and services in those situations where an adviser is performing these functions itself through
direct market access and is not reliant on the dealer for the execution.

While the temporal standard may be different than the standard used by the SEC, we do not believe the difference
should cause any issues regarding the eligibility of particular goods or services between jurisdictions. Rather, there
should only result in differences in how an eligible good or service has been categorized between the two
jurisdictions; for example, a good categorized as research under the SEC’s temporal standard, might be categorized
as order execution services under the Proposed Instrument.

“Soft Dollars” Terminology

One commenter suggested that the definition of “soft dollar arrangements” does not traditionally include bundled services
arrangements, and that to combine bundled and third-party arrangements under the same terminology could be confusing.

Three commenters believe the term has a negative connotation, as a result of public misuse and, at worst, could suggest
unethical or even illegal behaviour. Two of these commenters noted that the FSA and SEC have dropped use of the term “soft
dollars”.

Response:

The Proposed Instrument does not materially change the scope of the services included as soft dollar arrangements
from that in the Existing Provisions. The EXxisting Provisions specifically refer to bundled services — by including the
statement “whether the services are provided by a dealer directly or by a third party” in relation to the definitions of
both “order execution services” and “investment decision-making services”.

However, to help reduce any confusion on this point, and to address the other concerns raised, we have amended
the Proposed Instrument to remove reference to the term “soft dollar arrangements”.

Related-party soft dollar transactions

One commenter stated that soft dollars should not be permitted between related parties, and that these should be purchased at
market rates and funded by the management fee.

Response:

We believe that any concerns relating to related-party transactions involving soft dollar arrangements can be
adequately addressed through disclosure. The amendments made to the disclosure requirements include
identification of affiliated entities and the services they provided.

January 11, 2008 (2008) 31 OSCB 527



Request for Comments

Application of Proposed Instrument to sub-advisers

One commenter requested clarification on whether the Proposed Instrument would apply when a Canadian registered
investment adviser has delegated full discretionary investment management authority to a non-Canadian registered affiliate.

Other commenters had raised concerns regarding the difficulties or costs involved with obtaining information from sub-advisers
in order to meet disclosure requirements.

Response:

As stated in section 2.1 of the Proposed Policy, the term “advisers” includes registered advisers and registered
dealers that carry out advisory functions but are exempt from registration as advisers. A foreign sub-adviser that is
not required to register in Canada by virtue of an exemption is therefore not itself subject to the Proposed Instrument.

Regarding the disclosure required under the Proposed Instrument, an adviser registered in a provincial jurisdiction
where this Proposed Instrument has been adopted would be responsible for the disclosure being made to a client in
relation to the use of its client brokerage commissions by a sub-adviser, whether the sub-adviser is registered in one
of these provinces or not; the disclosure requirements relate to the use of the client brokerage commissions
themselves.

Other requests for clarification

One commenter indicated that some advisers seem to believe that they must limit the amount of independent or discretely
priced research that they acquire, while they are not limited in the amount of proprietary research they receive from full-service
brokers on a bundled basis. This commenter believed it would be helpful if the CSA made the statement that no such limit
exists or is warranted, and that placing arbitrary percentages on any exposure to research is potentially harmful to the end
investor.

Response:

In the notice that accompanied the 2006 Instrument, we stated that we believe that the forwarding of client brokerage
commissions by dealers to third parties should be permitted in order to provide flexibility and promote the use of
independent research. We also stated that we agreed with commenters to the Concept Paper that there should be
no difference in the eligibility of these services based on who provided them. These statements should not be
interpreted to mean that advisers should limit the amount of independent or discretely priced research that they
acquire.
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APPENDIX B
Cost-Benefit Analysis

Proposed National Instrument 23-102 Use of Client Brokerage Commissions as
Payment for Order Execution Services or Research Services

INTRODUCTION

On July 21, 2006, the Canadian Securities Administrators (CSA) published for comment proposed National Instrument 23-102 —
Use of Client Brokerage Commissions as Payment for Order Execution Services or Research. Along with the Proposed
Instrument, the CSA published a cost-benefit analysis prepared by the Ontario Securities Commission. This revised cost-benefit
analysis incorporates changes to the Proposed Instrument and Proposed Policy.

BACKGROUND

The cost of investment management is typically recovered from an adviser’s client through management fees and the pass-
through of dealer commissions. Trading commissions are paid directly from the client's funds and are also used to pay for
bundled and third-party services such as investment research, access to analytical tools, etc.

From a theoretical perspective, bundling goods or services can generate economic benefits'. For example, it can allow for
economies of scope in their production, resulting in the combined price being lower than the aggregate price of the individual
items. From the purchaser’s perspective it can be cheaper to buy a combined product as opposed to separately finding each
individual part. Bundled products can also result in more efficiently set prices that reflect the value that different purchasers are
willing to pay.

It can be argued, that payments to third-parties via brokerage commission arrangements support providers of independent
investment research. These arrangements can make it easier for research providers to gain access to advisers and can result in
lower barriers to entry than would otherwise exist. More research providers and greater competition amongst them results in
increased choice and better quality research. Improved investment decisions and the associated increased investment returns
ultimately benefit investors.

The use of trading commissions to purchase goods and services other than order execution effectively lowers the cost of market
entry for advisers. This should encourage more market entrants and increase competition among advisers. Allowing execution
and research services to be paid with brokerage commissions also creates an incentive for advisers to consume such services
so as to increase the effectiveness of their investment decision making.

However, conflicts of interest can arise from the use of client brokerage commissions to purchase goods and services which can
benefit the client and the adviser to different degrees. As the adviser’s incentives may not align with those of the client, the result
may be an inefficient allocation of resources.

This occurs for at least two reasons: investors are unable to compare investment management services based upon trading
costs and the use of client brokerage commissions; and investors are also unable to monitor trading decisions to ensure they
are made in their best interests and not those of the adviser. Economists refer to this lack of transparency from the investor’'s
perspective as information asymmetryz.

The information asymmetry creates a number of regulatory concerns:

. An adviser’s use of trading commissions to purchase bundled or third-party goods is not transparent. Investors
are unable to properly monitor their adviser’s decisions and evaluate if they are getting value for their money.

° Advisers may over-consume goods and services acquired with commission payments. These items may be
acquired for an excessive price and/or in excessive quantities and may not benefit the client.

° Arrangements to use brokerage commissions to purchase bundled or third-party services create an incentive
to base trading volumes on access to those services.

° Trading decisions, such as broker selection, may be based upon the adviser's commission arrangements and
not the best interests of the client.

Financial Services Authority, CP176: Bundled brokerage and Soft Commission Arrangements, April 2003, pg 18-19.

Information asymmetry occurs when one party to a contract has more complete information than the party on the other side. Typically the
seller is better informed.
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THE SCOPE OF THE ISSUE

Based on research by Greenwich Associates, of the estimated $790 million in equity trading commissions paid in 2006-2007,
approximately $442 million (56%) was gaid to investment dealers for non-execution goods and services and $55 million (7%)
was paid to third-party service providers®.

The key stakeholders in brokerage commission arrangements are:

. Advisory firms. Across Canada there are approximately 940 firms registered to provide investment advisory
services to investors®. A high proportion of these firms would receive dealer bundled goods and services’.

° Investment dealers. As of the first quarter of 2007 there were 199 investment dealers in Canada®. All dealers
can offer their clients bundled proprietary goods and the option of directing commission payments to third-
party providers.

. Vendors of research or other services who receive payment for their products through brokerage commission
arrangements with dealers.

° Investors who use an adviser to manage their portfolio are indirectly affected.
Is there evidence of a need for regulatory action?

The responses to Concept Paper 23-402 Best execution and soft dollar arrangements showed that the existing requirements are
not clear about what can and cannot be purchased with client brokerage commissions. Securities regulators often receive
inquiries from market participants about permitted goods and services.

Between 2003 and 2007, OSC compliance staff found deficiencies in 35% of the 31 firms reviewed that used commissions to
purchase third-party products7. Over the same period, the British Columbia Securities Commission’s (BCSC) compliance staff
identified seven deficiencies, only one of which they considered serious, in 23 Investment Counsel/Portfolio Manager firms that
had soft dollar arrangementss.

Although there is little evidence of deliberate abuses of brokerage commission arrangements within Canada and gIobaIIyg, this
may result from a largely opaque environment where only institutional investors are able to monitor trading. Nonetheless,
concerns over the inherent conflicts of interest are well documented® in the research and have lead regulators in the U.K. and
the U.S. to take action.

Research by Greenwich Associates suggests that 71% of Canadian investment managers would decrease their use of sell-side
research if forced to pay for it with hard dollars'". One could infer from this that advisers do not attach much value to this
research and are, at least inadvertently, over-consuming it under current brokerage commission arrangements. It may also
mean that investors are potentially over-paying brokerage commissions that fund research their advisers do not value.

The Greenwich Associates research also shows that advisers use client brokerage commissions to purchase goods and
services that may not meet the proposed definition of execution services and research services'?. Investors may be paying for
goods and services that the CSA would not consider sufficiently linked to the investment decision-making process, such as
newspaper subscriptions.

Greenwich Associates, “Canadian Equities: Amid Booming Market, Institutions Put some Strategic Moves on Hold”, August 2007.

This figure represents the number of firms in National Registration Database (NRD) that are registered in an adviser category. The NRD
information is as of October 3, 2007.

This is based upon anecdotal evidence and Greenwich’s research that shows that bundled goods and services are far more prevalent (56%
of commissions allocated for bundled services as opposed to 7% for third-party research).

Investment Industry Association, Securities Industry Performance, First Quarter 2007.

From April 2003 to March 2007, the OSC performed compliance reviews of 85 firms registered as investment counsel/portfolio managers
(ICPM). 31 of those firms had soft dollar arrangements to purchase third-party goods and services. Of those, deficiencies were found at 11
firms.

From 2003 to 2007, the BCSC performed compliance reviews of 90 firms registered as ICPMs. Of those, 23 were found to have soft dollar
arrangements.

Consultation Report: Soft Dollars, International Organisation of Securities Commissions, November 2006.
For example, the UK Myners reports (Institutional Investment in the United Kingdom: A Review, HM Treasury, March 2001).
Greenwich Associates, “Canadian Equities: Setting the Price for Sell-Side Research”, June 2005, pg 5.
12 .
Ibid, pg 4.
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Will market forces sufficiently manage this issue?

The 2007 Greenwich Associates report indicates that the proportion of total equity brokerage commission allocated to soft
dollars has decreased one-third between 2005 to 2007 (from 11% to 7%)13. While there are no indications about longer-term
trends, the survey found that the surveyed institutions expect that proportion of soft dollar commissions to remain constant over
the next year.

Unfortunately, research by firms such as Greenwich does not address the reasons why firms have changed their use of soft
dollars. However, there are a number of theories that may help us understand how competitive dynamics affect the incentives
for advisers to reduce their use of client brokerage commissions as payment for research services and order execution services.

While some institutions have ended the practice of using soft dollars, that may only be an option for large portfolio management
firms. For others, it may be prohibitively costly to develop in-house research capabilities. The Greenwich Associates research
found a decrease in the trend of buy-side firms hiring internal research staff'* but that may not necessarily result in a change in
the use of soft dollars.

Research can be purchased with client brokerage commissions or with hard-dollars. A decrease in the use of soft dollars would
need to be covered out of existing management fees or an increase in those fees. Given that management fees are one of the
key dimensions upon which advisers compete, there could be reluctance to raise those fees or to reduce current profit margins.
This could limit the incentive for advisers to reduce their purchases of client brokerage commission funded research.

Alternatively, increased transparency regarding the use of brokerage commissions to purchase services other than pure order
execution would allow investors to incorporate that information into their purchasing decisions. This may, in turn, reinforce the
incentives for investment advisers to reduce the use of client brokerage commissions to purchase research services and order
execution services.

What is the current regulatory environment?

While Ontario currently has a policy15 and Québec a rule™ that provide guidelines regarding brokerage commission
arrangements, neither has been recently updated. As a result, they have not kept in step with the requirements and guidance in
the U.K. and the U.S.

Across the CSA jurisdictions there are no harmonized rules for the use of client brokerage commissions or disclosing those
arrangements. There are also inconsistencies between the disclosure of brokerage commission practices for mutual funds and
other managed investments.

REGULATORY OBJECTIVE

Members of the CSA believe there is a need to address the potentially adverse effects of this information asymmetry by
improving access to information about the use of brokerage commissions and reducing the potential for advisers to, either
inadvertently or by design, use the practice for their own benefit and not their clients’.

Four Options

There are four options for addressing the use of brokerage commissions as payment for non-execution services:

1. Maintain the status quo;
2. Update the current guidance;
3. Limit the use of client brokerage commissions to order execution; and
4. Reformulate the current requirements into a National Instrument.
1. Maintain the status quo

Ontario would continue to maintain its policy, and Québec its policy statement, on the use of client brokerage
commissions. Other jurisdictions would continue to look to those for guidance.

¥ Greenwich, 2007, pg 5.
" Greenwich, 2007, pg 4.
OSC Policy 1.9 Use by Dealers of Brokerage Commission as Payment of Goods and Services other than Order Execution Services.

Policy Statement Q-20 Use by Dealers of Brokerage Commission as Payment of Goods and Services other than Order Execution Services
(which became a rule in June 2003).
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This option would not involve additional compliance costs but there would be a continuing lack of transparency.
Investors would remain unable to effectively monitor their adviser's use of brokerage commissions to pay for goods and
services other than order execution.

Canada would fall further out of step with the requirements and guidance in the U.K., the U.S.A. and other jurisdictions.
This could become a competitive disadvantage for Canada’s capital markets if other jurisdictions are perceived to have
tighter controls on the use of brokerage commissions. Canadian investment managers may become less attractive to
international investors.

Update current guidance

Updating and clarifying the provided guidance under the current Ontario policy and Québec rule would provide more
certainty to advisers and dealers regarding permitted goods and services. For those advisers and dealers that comply
with the revised Ontario policy and Québec rule, the costs would be similar to those associated with reformulating the
existing policy and rule into a National Instrument (see below). Advisers would need to review current policies and
procedures and develop appropriate disclosure for clients about how their brokerage commissions are used.

There are no guarantees that other CSA jurisdictions would adopt the revised requirements and so increased
harmonisation across the CSA may not be achieved. As with the current Ontario policy, the specific elements in the
policy would not be enforceable and there would be no guarantee that all advisers would follow the provisions of the
policy. As a result, not all investors would benefit from higher quality disclosure and regulators could continue to see
many of the same issues currently found during compliance reviews.

Consistency with applicable U.K. and U.S. requirements and guidance will help protect the competitiveness of
Canada’s capital markets, even if other CSA jurisdictions do not follow suit.

Limit the use of client brokerage commissions to order execution

A ban would prohibit dealers and advisers from using brokerage commissions to pay for anything other than pure order
execution. Goods and services currently paid for using client brokerage commissions would have to be paid for directly
from an adviser's management fee.

Investors

Banning the use of brokerage commissions to pay for anything other than pure order execution eliminates the potential
for advisers to over-consume research or execution services. Although, it may also increase advisers’ costs which may
put upward pressure on management fees.

Management fees would reflect the true cost of hiring an adviser's expertise and the full cost of their investment
approach. As a result, investors would find it easier to compare adviser services based upon price.

Research costs would have to be recognized as a management expense. Advisers may be reluctant to reduce their
margins by using management fees to purchase research. Under-consumption of research could result in sub-optimal
decisions for clients.

Third-party service providers

The research by Greenwich Associates'’ found that over 60% of Canadian investment managers purchase third-party
research via client brokerage commission arrangements. Only 27% of firms purchased independent research with hard
dollars. If advisers are required to purchase independent research out of their management fee, the current levels of
consumption may decrease.

Decreased demand for their services could lead to some research providers exiting the market. There would be
decreased competition between independent research providers and possibly higher costs.

If advisers pay for non-execution goods and services directly, they will ensure that the goods and services purchased
are providing value. Of the investment managers Greenwich surveyed in 2005, approximately one quarter purchased
independent research using hard dollars'®. Clearly, advisers see more value in independent research than in its sell-
side funded equivalent and prohibiting client brokerage commission arrangements may then lead advisers to substitute
independent for sell-side funded research.

17
18

Greenwich Associates, 2005, pg 5.
Ibid, pg 4.
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Advisers

To the extent there are economies of scope in bundling order execution with other goods and services, banning the
practice could result in increased costs to acquire the individual services.

Prohibiting such payments could have a disproportionate impact on smaller advisers who are more reliant on client
brokerage commission funded research'®.

Increased costs may also create a barrier to entry for new advisers and may ultimately decrease competition among
advisers, thereby reducing choice for investors. Decreased competition in the investment management market could
also result in higher management fees.

Canada’s competitive position

As previously discussed, a lack of consistency with comparable regulation in other jurisdictions can harm the
competitiveness of Canada’s markets. Advisers in both the U.S. and the U.K. are permitted to use client brokerage
commissions to purchase order execution and research services. Prohibiting the practice in Canada could result in a
competitive disadvantage for Canada’s securities industry.

Reformulate requirements into a National Instrument

The Proposed Instrument addresses concerns about the use of client brokerage commissions by applying a uniform
standard to all participating provinces and territories. Participants would be given improved guidance regarding
acceptable uses of client brokerage commissions and would be required to provide disclosure to clients about such
practices.

Compliance costs

To ensure compliance with the new requirements, advisers and dealers would have to review existing brokerage
commission arrangements and ensure that any goods and services they buy or provide are permitted. Most advisers
already have a list of services that can be acquired with client brokerage commissions. This list is usually maintained
by the firm’s compliance staff and/or management. Similarly, dealers have lists of approved services that can be
offered as part of a brokerage commission arrangement. They would also need to ensure they comply with the new
disclosure requirements.

Based on research from other jurisdictionszo, we estimate it would take approximately eight days of effort for Canadian
dealers and advisers to review their use of client brokerage commissions in light of the Proposed Instrument. This
would result in an estimated one-time cost of about $3 million. Table 1 below shows the breakdown of this cost.

Table 1

Average salary of compliance officer $77,000°
Estimated effort 6 days
Average salary of legal counsel $124,000”
Estimated effort 1 day
Average senior management salary $110,000
Estimated effort 1 day
Estimated number of affected firms (dealers and advisers)” | 1,139
Estimated cost per firm $2,800
Estimated industry cost ($2,800 * 1,139 firms) $3.2 million

20

21

22

23

Greenwich Associates, Statistical Supplement, June 2005, pg 12.

OXERA, 2003, page 18. Although there are differences between the proposed instrument and the FSA’s proposal, we view this to be a
good estimate of the average effort required to review existing brokerage commission arrangements.

The estimates for compliance officer and management salaries are based upon discussions with human resources consultants familiar with
the employment market for compliance officials.

This is based upon estimates of salaries paid to experienced legal professionals in the regulatory community.

We have assumed that all the 199 dealers and 940 adviser firms have arrangements to use client brokerage commission to purchase order
execution services and research services. We expect this to be a high-end estimate of industry costs as not all firms will have such
arrangements.
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In Ontario and Québec, most dealers and advisers are already monitoring compliance with the existing requirements.
Dealers and advisers in other jurisdictions are likely to be familiar with the current guidelines and have some policies
and procedures in place. The additional on-going cost of monitoring compliance against the updated requirements is
expected to be quite small.

The current Ontario and Québec requirements state that, upon request, advisers should provide to clients the names of
research providers from whom research was acquired with brokerage commissions in the last fiscal year and a
summary of those goods and services. The Proposed Instrument requires some general annual disclosure (similar to
that currently set out in OSC Policy 1.9 and AMF Policy Statement Q-20), but adds the following components:

. a description of the process used when selecting dealers and whether goods and services in addition to order
execution are a factor;

. procedures for ensuring that clients that paid for order execution services and research services received
reasonable benefit from their use;

. the methods used to assess the overall reasonableness of the amount of brokerage commissions paid relative
to the benefits received;

° total brokerage commissions paid by the client during the period reported upon; and

° aggregate brokerage commissions paid during the period and a reasonable estimate of the portion of those
commissions that were paid for goods and services other than order execution.

The revised proposal contains considerably less quantitative disclosure than was originally proposed. The cost of
developing the disclosure would vary depending on the complexity of the adviser's operations. However, the new
disclosure proposal does not require any new information be gathered by advisers and dealers. Also, most of the effort
is required upfront, with only limited updating needed each year. Therefore, we do not expect the cost of the proposed
disclosure to be significant.

Investors

Investors would have access to more information about their adviser's use of client brokerage commissions and the
extent to which they are used to purchase goods and services. The increased transparency would allow investors to
better compare advisers’ services and so increases the competitive pressures on advisers. However, they may not
have sufficient knowledge to determine if the purchased goods and services generated value and improved investment
returns.

Improved clarity for dealers and advisers about the goods and services that can be acquired with brokerage
commissions should reduce over-consumption of goods and services that do not sufficiently benefit clients. Investors
would benefit from reduced trading costs.

Third-party service providers

The Proposed Instrument restricts some services that were not explicitly excluded under the current Ontario policy or
Québec rule. This should further reduce any over-consumption of goods and services. If these services did not add
value, advisers would likely discontinue their use as opposed to paying for them out of management fees. According to
the Greenwich Associates research, the decreased demand is not likely to threaten the viability of those businesses
providing the now prohibited services®.

Client brokerage commissions could still be used to acquire independent research, helping to ensure that its providers
are able to compete with dealer-produced research.

Advisers
The Proposed Instrument provides increased guidance regarding approved uses for client brokerage commissions.

The resulting increased clarity for advisers could reduce the over-consumption of goods and services that are paid for
with brokerage commissions.

# As examples, about 27% of respondents use soft dollar credits to pay for news subscriptions and less than 10% use soft dollar credits to

pay for transaction cost analysis (Greenwich Associates, 2005, pg 4).
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The Proposed Instrument would have the full force of law. The threat of regulatory sanction would increase the
incentives for advisers to regulate their own behaviour and reduces the risk of non-compliance. The rule would apply in
all CSA jurisdictions, which would eliminate any potential competitive distortions that result from having different
requirements in different jurisdictions.

Canada’s Competitive Position

The risk of competitive distortions within the Canadian market would be reduced if the Proposed Instrument applied
across the CSA. If advisers in one CSA jurisdiction were permitted to purchase a good or service using client
brokerage commissions, advisers in all jurisdictions would be able to do so.

The Canadian capital market will maintain its competitive position relative to the U.S. and U.K. markets. The revised
proposal takes further steps to increase harmonisation with the SEC interpretation. This will reduce compliance costs
for advisers and dealers and maintain their ability to compete with U.S. based firms.

SUMMARY

Based on this analysis, it is clear that the status quo offers little in the way of benefits and does not sufficiently protect investors.
At the other extreme, prohibiting the use of client brokerage commission as payment for execution services and research
services could put Canada at a competitive disadvantage and threaten the viability of Canadian independent research providers.

Updating the current requirements decreases uncertainty for dealers and advisers and improves their clients’ ability to monitor
the use of their brokerage commissions. We expect dealers and advisers to incur a one-time cost of approximately $3 million, or
$2,800 per firm, when reviewing their current brokerage commission practices and arrangements. The additional costs of
providing more detailed disclosure to clients are not expected to be significant. In comparison, the median 2006 revenue for
adviser firms registered as an investment counsel and portfolio manager in Ontario was $879,000%.

However, the option of modifying the existing requirements in Ontario and Québec would not ensure consistently improved
disclosure, harmonization, or enforceability and so does not meet all of our regulatory goals.

The anticipated costs of implementing the Proposed Instrument are the same as those for updating the current requirements,
but there are additional benefits to be had from required disclosure and application across the CSA. Our analysis suggests that
a National Instrument that provides better guidelines on the use of client brokerage commissions and that mandates disclosure
to investors is the best option. It would manage the inherent conflicts of interest without affecting the viability of independent
research providers and would provide stakeholders more certainty about the acceptable uses of brokerage commissions. By
introducing requirements for consistent and comparable disclosure, the Proposed Instrument will enable investors to make more
informed decisions about advisers and to better monitor how their brokerage commissions are spent.

% Revenue earned from operations in Ontario. This figure is compiled from internal Ontario Securities Commission information.
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NATIONAL INSTRUMENT 23-102 — USE OF CLIENT BROKERAGE COMMISSIONS
AS PAYMENT FOR ORDER EXECUTION SERVICES OR RESEARCH SERVICES
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PART 1 — DEFINITIONS
1.1 Definitions — In this Instrument
“affiliated entity” has the meaning ascribed to it in section 1.3 of National Instrument 21-101 Marketplace Operation.

“client brokerage commissions” means brokerage commissions paid for out of, or charged to, the client accounts or investment
funds managed by the adviser.

“fully managed account” has the meaning ascribed to it in section 1.1 of National Instrument 45-106 Prospectus and Registration
Exemptions.

“order execution services” means:
(a) order execution; and
(b) other goods or services directly related to order execution.
“research services” means:
(a) advice relating to the value of securities or the advisability of buying, selling or holding securities;

(b) analyses or reports concerning securities, portfolio strategy, issuers, industries, or economic or political factors
and trends; and

(c) databases and software to the extent they are designed mainly to support the services referred to in (a) and

(b).
PART 2 — APPLICATION
21 Application — This Instrument applies to advisers and registered dealers in relation to any trade in securities for an
investment fund, a fully managed account, or any other account or portfolio over which an adviser exercises investment
discretion on behalf of third party beneficiaries, where brokerage commissions are charged by a dealer.

PART 3 — USE OF COMMISSIONS ON BROKERAGE TRANSACTIONS

3.1 Advisers — (1) An adviser may not enter into any arrangements to use client brokerage commissions, or any portion
thereof, as payment for goods and services other than order execution services or research services.
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3.2

(2) An adviser that uses client brokerage commissions as payment for order execution services or research services
must ensure that:

(a) the goods or services benefit the client(s); and

(b) a good faith determination has been made that the amount of client brokerage commissions paid is
reasonable in relation to the value of the order execution services or research services received.

Registered Dealers — A registered dealer may only accept commissions received from brokerage transactions, or
forward to a third party any portion of such commissions, as payment for order execution services or research services.

PART 4 — DISCLOSURE OBLIGATIONS

4.1

Disclosure — An adviser that uses client brokerage commissions, or any portion thereof, as payment for goods and
services other than order execution, must provide to its clients on an initial basis and, thereafter, at least annually,
disclosure of:

(a) a description of the process for, and factors considered in, selecting dealers to effect securities transactions,
including whether receiving goods and services in addition to order execution is a factor, and whether and
how the process may differ for dealers that are affiliated entities;

(b) a description of the nature of arrangements entered into relating to the use of client brokerage commissions
as payment for order execution services or research services;

(c) the names of the dealers and third parties that provided goods and services other than order execution under
those arrangements and the types of goods and services provided, separately identifying each affiliated entity
and the types of goods and services provided by each such affiliated entity;

(d) the procedures for ensuring that, over time, all clients whose brokerage commissions were used as payment
for these goods and services have received reasonable benefit from such usage;

(e) the methods by which the overall reasonableness of the amount of client brokerage commissions paid to
dealers in relation to the order execution services or research services received is determined;

() the total client brokerage commissions paid by the client during the period reported upon; and

(9) on an aggregated basis, where the level of aggregation has been determined by the adviser, the total client
brokerage commissions paid during the period reported upon, along with the adviser’s reasonable estimate of
the portion of those commissions that represents the amounts paid or accumulated to pay for goods and
services other than order execution during that period.

PART 5 - EXEMPTION

51

Exemption — (1) The regulator or the securities regulatory authority may grant an exemption from this Instrument, in
whole or in part, subject to such conditions or restrictions as may be imposed in the exemption.

(2) Despite subsection (1), in Ontario, only the regulator may grant such an exemption.

(3) Except in Ontario, an exemption referred to in subsection (1) is granted under the statute referred to in Appendix B
of National Instrument 14-101 Definitions opposite the name of the local jurisdiction.

PART 6 — EFFECTIVE DATE

6.1

Effective Date — This Instrument comes into force six months from its approval date.

January 11, 2008 (2008) 31 OSCB 538



Request for Comments

COMPANION POLICY 23-102 CP — TO NATIONAL INSTRUMENT 23-102 -
USE OF CLIENT BROKERAGE COMMISSIONS AS PAYMENT FOR
ORDER EXECUTION SERVICES OR RESEARCH SERVICES

Table of Contents

PART 1 — INTRODUCTION

1.1
1.2

Introduction
General

PART 2 — APPLICATION OF THE INSTRUMENT

2.1

Application

PART 3 — ORDER EXECUTION SERVICES AND RESEARCH SERVICES

3.1

Definitions of Order Execution Services and Research Services
Order Execution Services

Research Services

Mixed-Use ltems

Non-Permitted Goods and Services

PART 4 — OBLIGATIONS OF ADVISERS AND REGISTERED DEALERS

4.1
4.2

Obligations of Advisers
Obligations of Registered Dealers

PART 5 — DISCLOSURE OBLIGATIONS

5.1
52
5.3
54

Disclosure Recipient
Timing of Disclosure
Adequate Disclosure
Form of Disclosure

PART 1 — INTRODUCTION

1.1

1.2

Introduction — The purpose of this Companion Policy is to provide guidance regarding the various requirements of
National Instrument 23-102 Use of Client Brokerage Commissions as Payment for Order Execution Services or
Research Services (the “Instrument”), including:

(a) a discussion of the general regulatory purposes for the Instrument;
(b) the interpretation of various terms and provisions in the Instrument; and
(c) guidance on compliance with the Instrument.

General — Registered dealers and advisers have a fundamental obligation to act fairly, honestly, and in good faith with
their clients. In addition, securities legislation in some jurisdictions requires managers of mutual funds to also exercise
the degree of care, diligence and skill that a reasonably prudent person would exercise in the circumstances. The
Instrument is intended to provide more specific parameters for the use of client brokerage commissions where “client
brokerage commissions” are defined as those brokerage commissions that are ultimately paid for out of, or charged to,
the client accounts or investment funds managed by advisers. The Instrument also sets out disclosure requirements
for advisers. This Companion Policy provides guidance on (a) the characteristics of the goods and services that may
be paid for with client brokerage commissions, including some examples of permitted and non-permitted goods and
services; (b) the obligations of advisers and registered dealers; and (c) the disclosure obligations.

PART 2 — APPLICATION OF THE INSTRUMENT

2.1

Application — (1) The Instrument applies to advisers and registered dealers. The reference to “advisers” includes
registered advisers and registered dealers that carry out advisory functions but are exempt from registration as
advisers. The Instrument governs certain trades in securities where payment is made with client brokerage
commissions, as set out in section 2.1 of the Instrument. The reference to “client brokerage commissions” includes any
commission or similar transaction-based fee charged for a trade where the amount paid for the security is clearly
separate and identifiable (e.g., the security is exchange-traded, or there is some other independent pricing mechanism
that enables the adviser to accurately and objectively determine the amount of commissions or fees charged).
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(2) The limitation of the Instrument to trades for which a brokerage commission is charged is based on the practical
difficulties in applying these requirements to transactions such as principal transactions where a mark-up is charged.
Advisers that obtain goods and services other than order execution in conjunction with such transactions will remain
subject to their general fiduciary obligations to deal fairly, honestly and in good faith with clients, but will not be able to
rely on the Instrument to demonstrate compliance with those obligations.

PART 3 — ORDER EXECUTION SERVICES AND RESEARCH SERVICES

3.1

3.2

3.3

3.4

Definitions of Order Execution Services and Research Services — (1) Section 1.1 of the Instrument includes the
definitions of order execution services and research services and provides the broad characteristics of both.

(2) The definitions do not specify what form (e.g., electronic or paper) the services should take, as it is the substance
that is relevant in assessing whether the definitions are met.

(3) An adviser’s responsibilities include determining whether any particular good or service, or portion thereof, may be
paid for with client brokerage commissions. In making this determination, the adviser is required under Part 3 of the
Instrument to ensure both that the good or service meets the definition of order execution services or research services
and that it benefits its client(s).

Order Execution Services — (1) Section 1.1 of the Instrument defines “order execution services" as including the actual
execution of the order itself, as well as other goods and services directly related to order execution. For the purposes
of the Instrument, the term “order execution”, as opposed to “order execution services”, means the entry, handling or
facilitation of an order whether by a dealer or by an adviser through direct market access, but not other goods or
services provided to aid in the execution of trades.

(2) To be considered directly related to order execution, goods and services should generally be integral to the
arranging and conclusion of the transactions that generated the commissions. A temporal standard should be applied
to ensure that only goods and services used by an adviser that are directly related to the execution process are
considered order execution services. As a result, we generally consider that goods and services directly related to the
execution process would be provided or used between the point at which an adviser makes an investment decision
(i.e., the decision to buy or sell a security) and the point at which the resulting securities transaction is concluded. The
conclusion of the resulting securities transaction occurs at the point that settlement is clearly and irrevocably
completed.

(3) For example, order execution services may include trading advice, such as advice from a dealer as to how, when or
where to trade an order (to the extent it relates to the execution of a specific order and is provided after the point at
which the investment decision is made by the adviser), order management systems (to the extent they help arrange or
effect a securities transaction), algorithmic trading software and market data (to the extent they assist in the execution
of orders), post-trade analytics from prior transactions (to the extent they are used to aid in a subsequent decision of
how, when or where to place an order), and custody, clearing and settlement services that are directly related to an
executed order that generated commissions.

Research Services — (1) The Instrument defines research services as advice, analyses or reports regarding various
subject matter relating to investments, as well as databases and software that support these services. In order to be
eligible, research services generally should reflect the expression of reasoning or knowledge and be related to the
subject matter referred to in the definition (i.e., securities, portfolio strategy, etc.). We would also consider databases
and software that are used by advisers in support of or as an alternative to the provision by dealers of advice, analyses
and reports to be research services to the extent they relate to the subject matter referred to in the definition.
Additionally, a general characteristic of research services is that, in order to link these to order execution, they should
be provided or used before an adviser makes an investment decision.

(2) For example, traditional research reports, publications marketed to a narrow audience and directed to readers with
specialized interests, and seminars and conferences (i.e., fees, and not incidental expenses such as travel,
accommodations and entertainment costs) would generally be considered research services. Databases and software
that could be eligible as research services could include quantitative analytical software, market data from feeds or
databases that has been or will be analyzed or manipulated to arrive at meaningful conclusions, and possibly order
management systems (to the extent they provide research or assist with the research process).

Mixed-Use Items — (1) Mixed-use items are those goods and services that contain some elements that may meet the
definitions of order execution services or research services, and other elements that either do not meet the definitions
or that would not meet the requirements of Part 3 of the Instrument. Where mixed-use items are obtained by an
adviser with client brokerage commissions, the adviser should make a reasonable allocation of those commissions paid
according to the use of the goods and services. For example, advisers might use client brokerage commissions to pay
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3.5

for the portion of order management systems used in the order execution process, but should use their own funds to
pay for any portion of the systems used for compliance, accounting or recordkeeping purposes.

(2) For purposes of making a reasonable allocation, an adviser should make a good faith estimate supported by a fact-
based analysis of how the good or service is used, which may include inferring relative costs from relative benefits.
Factors to consider might include the relative utility derived from, or the time the good or service is used for, eligible
and ineligible uses.

(3) Advisers are expected to keep adequate books and records concerning the allocations made.

Non-Permitted Goods and Services — (1) We consider certain goods and services to be clearly outside the scope of the
permitted goods and services under the Instrument because they are not sufficiently linked to the securities
transactions that generated the commissions. Goods and services that relate to the operation of an adviser’s business
rather than to the provision of services to its clients would not meet the requirements of Part 3 of the Instrument.
Examples of these include office furniture and equipment (including computer hardware), trading surveillance or
compliance systems, portfolio valuation and performance measurement services, computer software that assists with
administrative functions, legal and accounting services relating to the management of an adviser's own business or
operations, memberships, marketing services, and services provided by the adviser's personnel (e.g. payment of
salaries, including those of research staff).

PART 4 — OBLIGATIONS OF ADVISERS AND REGISTERED DEALERS

4.1

4.2

Obligations of Advisers — (1) Subsection 3.1(1) of the Instrument restricts an adviser from entering into any
arrangements to use any portion of client brokerage commissions for purposes other than as payment for order
execution services or research services, as defined in the Instrument. Arrangements consist of both formal and
informal arrangements, including those informal arrangements for the receipt of such goods and services from a dealer
offering proprietary, bundled services.

(2) Subsection 3.1(2) of the Instrument requires an adviser that uses client brokerage commissions to pay for order
execution services or research services to ensure that certain criteria are met. The criteria include that the order
execution services or research services acquired are for the benefit of the adviser’s client(s). In order to benefit a
client, the goods and services should be used in a manner that provides appropriate assistance to the adviser in
making investment decisions, or in effecting securities transactions. A good or service that meets the definition of order
execution services or research services, but is not used to assist the adviser with investment decisions, or with
effecting securities transactions, should not be paid for with client brokerage commissions. The adviser should be able
to demonstrate how the goods and services paid for with client brokerage commissions are used to provide appropriate
assistance.

(3) A specific order execution service or research service may benefit more than one client, and may not always
directly benefit each particular client whose brokerage commissions were used as payment for the particular service.
However, the adviser should have adequate policies and procedures in place to ensure that all clients whose
brokerage commissions were used as payment for these goods and services, have received fair and reasonable
benefit from such usage.

(4) Paragraph 3.1(2)(b) of the Instrument requires the adviser to ensure that a good faith determination has been made
that the amount of client brokerage commissions paid for order execution services or research services is reasonable
in relation to the value of the services received. This determination can be made either with respect to a particular
transaction or the adviser's overall responsibilities for client accounts. The relevant measure for any such
determination is the reasonableness of the amount of client brokerage commissions paid in relation to the order
execution services and research services received and used by the adviser. An adviser that, by virtue of paying client
brokerage commissions, is provided with access to goods and services, or receives goods or services on an unsolicited
basis and does not use such items, will not be considered to be in violation of this obligation if it does not include these
in its assessment of value received in relation to commissions paid. However, to the extent that an adviser makes use
of any such goods or services, or considers the availability of such goods or services a factor when selecting dealers,
the adviser should include these in its assessment of value received for commissions paid. An example of a situation
where value received might not be reasonable in relation to value paid is where an adviser has accepted a full-service
commission rate without negotiating for an execution-only rate, if the adviser intended only to rely on the dealer for
order execution.

Obligations of Registered Dealers — Section 3.2 of the Instrument clarifies that a registered dealer may only charge and
accept brokerage commissions for order execution services and research services. Further, the dealer may forward to
a third party, on the instructions of an adviser, any portion of those commissions to pay for order execution services or
research services provided to the adviser by that third party.
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PART 5 - DISCLOSURE OBLIGATIONS

5.1

52

5.3

Disclosure Recipient — Part 4 of the Instrument requires an adviser that has used client brokerage commissions, or any
portion thereof, as payment for goods and services other than order execution, to make certain disclosures to its
clients. The recipient of the disclosure should typically be the party with whom the contractual arrangement to provide
advisory services exists. For example, for an adviser to an investment fund, the client would typically be considered
the fund, unless the adviser is also the trustee and/or the manager of the fund, or is an affiliate of the trustee and/or
manager of the fund, in which case the adviser should consider whether its relationship with the fund presents a conflict
of interest matter under National Instrument 81-107 Independent Review Committee for Investment Funds that requires
review by the Independent Review Committee established in accordance with that National Instrument, and whether it
would be more appropriate for the disclosure to be made instead to the Independent Review Committee.

Timing of Disclosure — (1) Part 4 of the Instrument requires an adviser to make certain initial and periodic disclosure to
its clients. Initial disclosure should be made before an adviser starts conducting business with each of its clients and
then periodic disclosure should be made at least annually. The period of time chosen for the periodic disclosure should
be consistent from period to period.

(2) For existing clients at the effective date of the Instrument, the adviser should make initial disclosure within six
months of the effective date of the Instrument. If the adviser provides the first periodic disclosure to those clients within
that six month period, then separate initial disclosure would not be necessary. Otherwise, the initial disclosure to be
made to those clients need only include the disclosure required by paragraphs 4.1(a) through (e) of the Instrument.

Adequate Disclosure — (1) For the purposes of the disclosure made under section 4.1 of the Instrument, the
requirement on the adviser to provide disclosure regarding the use of its client brokerage commissions would include
the use of those commissions by its sub-advisers.

(2) For the purposes of paragraph 4.1(b) of the Instrument, disclosure of the nature of arrangements relating to the use
of client brokerage commissions should include whether the adviser or its sub-adviser(s) have entered into any such
arrangements, whether those arrangements involve goods and services provided directly by a dealer or by a third
party, and a description of the general mechanics of how client brokerage commissions are charged and used to pay
for order execution services and research services under these arrangements.

(3) For the purposes of paragraph 4.1(c) of the Instrument, disclosure of the types of goods and services should be
sufficient to provide adequate description of the goods and services received (e.g., algorithmic trading software,
research reports, trading advice, etc.). Associating the types of goods and services received to each dealer or third
party that provided that good or service is not necessary, except in the case of goods and services provided by
affiliated entities. Affiliated entities and the types of goods and services each such entity provided should be separately
identified. The disclosure made under paragraph 4.1(c) of the Instrument could be made at the firm-wide level, or at
the level that corresponds to the level of aggregation or disaggregation of the client brokerage commissions disclosed
under paragraph 4.1(g) of the Instrument, depending on the reliability of the information at a level other than firm-wide.

(4) For the purposes of paragraph 4.1(g) of the Instrument, when making disclosure of the aggregated client brokerage
commissions paid by the adviser during the period reported upon, consideration should be given to the appropriate
level of aggregation or disaggregation of the commission information needed to provide the client with sufficient
information regarding the use of client brokerage commissions. For example, advisers that offer only private managed
accounts might aggregate at the firm-wide level. Advisers that advise on behalf of multiple types of accounts (e.g.
mutual funds, sub-advised accounts, and private managed accounts) might provide disclosure that aggregates for each
account type. More granular disaggregation can be provided if the adviser believes it is appropriate; for example, for
disclosure to a mutual fund it might be appropriate to disaggregate to the level of the particular mutual fund, rather than
across all mutual funds. Advisers that have disaggregated their disclosure should also include firm-wide disclosure.

(5) Other than as indicated in subsection 5.2(2) of this Company Policy, in order for the initial disclosure required under
section 4.1 of the Instrument to be considered adequate, the adviser should provide the client with the most recent
periodic disclosure, in relation to that section, that had been provided to the adviser's existing clients to meet
paragraphs 4.1(a) through (e), and (g) of the Instrument.

(6) An adviser should disclose any additional information it believes would be helpful to its clients. For example, the
adviser may determine that a break-out of the amounts disclosed under paragraph 4.1(g) of the Instrument into the
components representing research services and other goods or services directly related to order execution provides
useful information to its clients. Or, it may choose to include more granular disclosure that is required in another
jurisdiction.
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54 Form of Disclosure — Part 4 of the Instrument does not specify the form of disclosure. The form of disclosure may be
determined by the adviser based on the needs of its clients, but the disclosure should be provided in conjunction with
other initial and periodic disclosure relating to the management and performance of the account, portfolio, etc. For
managed accounts and portfolios, the initial disclosure could be included as a supplement to the management
agreement or account opening form, and the periodic disclosure could be provided as a supplement to a statement of
portfolio.
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