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Dear Sirs and Madames:

Re: comments to each question on CSA Soft Doltarc€pt Paper 23-402, Best
Execution and Soft Dollar Arrangements.

The National Society of Compliance Profession@kSCP”) appreciates the
opportunity to submit comments on the above-refdrConcept Paper. The matter in
guestion is of considerable interest to the NSGPimmembers. NSCP is the largest
organization of securities industry professionalthie United States and Canada devoted
exclusively to compliance issues, effective sumovi, and oversight. The principal
purpose of NSCP is to enhance compliance in therdes industry, including firms’
compliance efforts and programs and to furtherethgcation and professionalism of the
individuals implementing those efforts. An impottamssion of NSCP is to instill in its
members the importance of developing and implemgrgound compliance programs
across-the-board.

Since its founding in 1987, NSCP has grown to dy800 members, and the
constituency from which its membership is drawangue. NSCP’s membership is
drawn principally from traditional broker-dealemfis, accounting firms, and consultants
that serve them. The vast majority of NSCP memaersompliance and legal
personnel, and the asset management membersNSMOPE span a wide spectrum of
firms, including employees from the largest brokerand investment management firms



to those operations with only a handful of emplsy&ée diversity of our membership
allows the NSCP to represent a large variety o$estives in the financial services and
asset management industry. Please note that theaeots we are submitting do not
cover every question in the Concept Paper.

1. Are there any changes to current requirements @t would be helpful in ensuring
best execution? Do you think that clients are awaref their role in best execution or
would some form of investor education be helpful?

The discussion of the different responsibiliti€she various parties involved in a
trade in the Concept Paper is in itself a helpfluaational tool for clients, as well as a
reminder for registrants. Generally, we think timgtitutional clients are aware of their
role in best execution and that the interests tailrelients in best execution would be
better served by reminding registrants of theipoesibilities to clients rather than by an
investor education program directed at clients $alues.

Under the current regime the onus is on the rexgdtdealer and registered
advisor to pursue best execution in the performafdtieeir difference services. The
specific requirements to seek “best execution grice example, are more clearly stated
for registered dealers than registered advisemmblaization of terminology and
requirements by different regulators or self-retpriaorganizations is obviously
desirable. Registered advisers might benefit froonenguidance concerning their best
execution responsibilities by way of policy staterer practice recommendations by
way of notice given that the basis of “best examitis the adviser’'s general obligation
to deal fairly, honestly and in good faith witheoiis.

We recommend that a “safe-harbor” provision liketon 28(e) of the Securities
Exchange Act of 1934 be added to clarify that tbst lexecution requirement (and the
basic fiduciary obligation to the client) is noebched by a person in paying a dealer an
amount of commission for a transaction in excegh®bamount of commission another
dealer would have charged if the person determimgdod faith that the commission
was reasonable in relation to the value of the érafie and research services provided by
such dealer.

2. Should there be more prescriptive rules than th&e which currently exist for best
execution or should the methods for meeting the biesxecution obligation be left to
the discretion of registrants?

Dealer’s obligations

» The Broker’s obligations when trading OTC produstich as debt securities should be
further defined so that it is clear that its obligas are similar to what is stated in the
Universal Market Integrity Rules for equity seci@st In this manner, clients of brokers
could expect Broker/Dealers to have processesacephat would result in best
execution processes no matter the type of sedueityg traded.



Adviser’s obligations

* Currently, the Regulations require an investnuaninsel to maintain standards directed
to ensuring the fairness in the allocation of inresnt opportunities among its clients
(i.e. OSC Regulation 115(1)). This regulation regsiian adviser to have processes
pertaining to bunching and allocating of tradedsHection does not define an explicit
requirement on advisers to monitor trading coststarensuring that they are minimized
without foregoing the necessary services from dealkhe Adviser’s obligation to have
processes in place to monitor for best executi@ulshbe articulated in a rule. The rule
should be designed from a “principles” based apgra® that each adviser for his or her
applicable operations can tailor it. It would béptd if in a Companion Policy to the

rule, examples of good suggested practices wereda® (similar to what is described in
the OSC Capital Markets Branch, Compliance TeammuahReports). The Rule should
focus on requiring the adviser to have a procegéace and to deal with the results of the
processes in an appropriate manner.

Marketplace’s roles

» Given the marketplace is a player in the prooésibtaining best execution for the
ultimate end client, it would seem that they shalfb be required to establish and
enforce polices and procedures that ensure thatldan the process not hinder it.

3. Do you believe that there are other elements bést execution that should be
considered? If so, please describe them.

While the Concept Paper provides some guidanedemnents that should be
considered for best execution, it does not necdgsg@arinto the details that some of the
foreign jurisdictions, particularly, the United &g, provide to brokers and dealers. The
safe harbor exclusions provided under Section 28(d#)e Securities and Exchange Act
of 1934 provide clearer guidance on what items begeemed soft dollar products and
services. More recently, Section 28(e) and othgulegory provisions regarding soft
dollars further defined best execution guidancestdt dollars. Particularly, studies such
as the Securities and Exchange Commission (SEG)D®tar Report Conclusions of
1998 found that overall, the vast majority of tloét slollar products and services received
by advisers fall within the safe harbor. Howeveorenthan a quarter of the advisers
surveyed received some non-research products widtmquately disclosing the facts to
their clients and approximately half of the adwéseid not provide enough information to
allow a client to understand the adviser’s softatgbolicies and practices required under
the law. Therefore, what resulted in the years dlaea increased disclosure to Investors
and Fund Boards and increased transparency of exe@nd research costs.

Looking at the United States marketplace as a magesee that Form N-1A
provides some guidance on other factors to be deresi. For example, Item 15(c) of
Form N-1A requires that a Fund must disclose istitement of Additional Information
(SAl) how it selects brokers and how it evaluatesreasonableness of commissions
paid. If fund considers the receipt of researchkiises in selecting brokers, it must
identify the nature of the services. If applicalbhes fund also must explain that adviser



may use research services in servicing all of theesar’s accounts, and may not use all
of the services in connection with the fund. Initidd, Item 15(d) of Form N-1A

requires a fund adviser who directs transactiorsslicoker because of research services
provided to state in its SAlI the amount of the s@ations and related commissions. In
addition, the heightened disclosure that the SE@ires advisers to include within their
Form ADV necessitates the firm, its portfolio maeeggand employees to evaluate its
best execution practices. The Form ADV requiresldsire of the following information
regarding soft dollar arrangements:

* A description of the products, research and sessreceived,

* Whether clients may pay commissions higher thase obtainable from other brokers
in return for those products and services;

» Whether research is used to service all of thésads accounts or just those accounts
which pay for it (i.e., cross subsidization); and

* Any procedures the adviser used during the iasaff year to direct client transactions
to a particular broker in exchange for products semices received.

We believe that similar disclosure requirementsusthbe required in the
Canadian marketplace.

5. Do you believe the suggested description emphasg the process to seek the best
net result for a client is appropriate and providessufficient clarity and, if not, can
you suggest an alternative description?

The proposed description emphasizing processpioppate. It has the benefit of,
being inclusive of, and not limited to, the staééeiments, and acknowledges that the
concept is dependent on the individual client’suregments and priorities in respect of a
particular trade. The fact that the specific eleta@f price, speed of execution, certainty
of execution and total transaction cost are exprasated adds clarity. We would
recommend that any other relevant elements thatlantified by consensus as material
factors be included in this same way for furthaurity.

6. Do you believe that there are any significant ssies impacting the qualify of
execution for:

(a) Listed Equities — whether Canadian-only, interisted or foreign-only;
(b) Unlisted equity securities;

(c) Derivatives; or

(d) Debt securities?

Other than items described in the Concept Papere ©f the issues impacting the
guality of execution in Canada include the follogiin

» The general lack of liquidity in the Canadian kerplaces results in additional issues
for participants vs. in other market places sucthagJ.S.



» The Canadian Market Place has a substantial anodiiock Trading that occurs. It
has been estimated that 74% of equity trading ectuough Block Trading in Canada
whereas it is only 28% in the U.S. Whether thistgptrading actually results in better
execution has not been tested and thus is unknotimsdime.

» Canada does not provide significant alternatteesading with full-service dealers like
the U.S. marketplace has with players such as petadgo and B-Trade.

» U.S. Advisers also have significantly more Algbnnic Trading products available to
them than Canadians, once again limiting the exacatternatives available to
Canadians.

7. How should dealers in Canada monitor and measutde quality of executions
received from foreign executing brokers?

In order for Canada to monitor and measure thétywd executions received
from foreign executing brokers, heightened disalesnd due diligence are required. For
example, it would be prudent for Canadian adviseraake periodic evaluations of the
execution performance of the foreign broker-deatesslects for client transactions to
measure varying factors considered in determinggj bxecution. These factors may
encompass obtaining the best qualitative trangadébiothe client (generally, this
involves low commission rates for clients, placa@arger order in pieces so as to not
affect the market, among other factors). Otherrd@tetes in evaluating whether the
adviser has achieved best price and executiondadle confidentiality provided by the
broker; the promptness of execution of securiti@sdactions; the broker-dealers’
clearance and settlement capabilities; and thadiahstability of the broker-dealer. Pre-
and post-trade analysis may be necessary to untweeletails and hidden costs
associated with execution. It may be helpful fa&r @SA to provide specific guidance one
what analysis advisers should consider. While &“size-fits-all” approach is not
necessary, some things to capture may include:

* Evaluation of the Volume Weighted Average Pri¢&MAP) - Compare the executed
price coming from the broker to the stock VWAP fioe date, hour or specific period of
time from when the order was placed until executi@s completed.

* Measurement of the Market Impact to see if trdeocaused any impact (price) on the
specific issue during execution and after its catiph.

» Comparison and analysis of the opportunity cast$ delays. Evaluate when (1) there is
a delay noted between the portfolio manager andrdiger and (2) when there is no delay
between the trader and the broker, however, a ytl@as part of our trading strategy.

* Evaluation of error(s) or partial executions. Monand track the error(s) in the
execution process. Should an error occur, the isace/ersed, and the client is made
whole.

Disclosure to the investor is imperative throughithe monitoring process. We
propose that CSA adopt a similar disclosure documeihe required Schedule F of
Form ADV Part Il for a description of the relatidémg between the advising firm and any
third party that may provide services to the advisothe United Kingdom, the Financial



Services Authority’s (FSA) Policy Statement 04/R%(04/23) entitled Bundled
brokerage and soft commission arrangements: Uphatesues arising from PS 04/13
(November 2004) set forth views regarding whichdoieis and services may be paid for
with commissions. To assist in disclosure effd®S,04/23 provides insight into the
FSA'’s views regarding which products or servicey fiadl within “non-permitted
services,” “execution,” and “research.” Canada mvant to follow a similar approach
and consider, as discussed in the FSA Policy Statgrthe following proposed
guidance:

» Boards of directors/trustees of fund managemiemnts should be given clear
information about the respective costs of execudind research paid for on their behalf
by their manager, and the overall expenditure esdtservices.

* Fund managers should be encouraged to seek rakerd to provide, clear payment
and pricing mechanisms that enable individual sevto be purchased separately.

» Some advisers may wish to use a valuation moelded by the UK Investment
Management Association and then provide this vadonah consultation with brokers,
and determine prospectively how to split commissibetween execution and research.

8: Do you think that internalization of orders represents an impediment to obtaining
best execution?

We believe that the answer to this question isaritnple “yes” or “no” response.
The reason for this is that internalization progidee potential of some benefits as well
as some drawbacks to how securities are tradecefideof internalization include
enhanced liquidity, faster executions and lowendea&tion costs. In addition,
internalization may preserve anonymity. Thus, irkimg an overall determination of best
execution, internalization provides certain eleraeghat go into such a determination and
therefore, should not be quickly dismissed.

Alternatively, internalization has been criticiZeg some as impeding liquidity
and the price discovery process since orders drexposed to the market. In addition, it
may well be that broker-dealers engaging in thasfice have little incentive to quote
improved prices.

On balance, we believe that properly disclose@yimalization is one facet of the
overall market dealing that should be preservedt $hid, and in response to Question
20, we believe Canada should adopt rules simil&uie 11Ac1-5 and 11Acl1-6 adopted
in the United States under the Securities and Engdndct of 1934. In doing so, broker-
dealers would be required to disclose the natutkeobroker-dealers’ relationships with
market centers that could pose a conflict of irdebetween them and their clients; e.qg.,
internalization.



9. Should there be requirements for dealers and adsers to obtain multiple quotes
for OTC securities? Should there be a mark-up rulghat would prohibit dealers
from selling securities at an excessive mark-up fra their acquisition cost (similar to
National Association of Securities Dealers, Inc. (NSD) requirements dealing with
fair prices)?

Requiring dealers to obtain multiple quotes foiGarC security is inherently a
good idea. In describing a “best execution” tratieacthe NASD has given guidance to
its broker members that the term involves achietay‘price to the customer is as
favorable as possible under the prevailing markations.” This would mean that
when buying a non-Nasdaq listed security, the brolealer would have to find at least
three independent quotes from market makers tthélicustomer order. We believe that
a similar requirement should be adopted by the CH#fen times the pressure possibly
placed on a broker-dealer by a third party wheauiring directed brokerage for its soft
dollar services is alleviated upon the showing thatbroker-dealer in fact sought the
best price in the situation for the customer. Whilgotential conflict of interest may
exist, there will be less chance for abuses wighréguirement of obtaining multiple
guotes for OTC securities and required disclosoi@iénts.

Excessive mark-ups and fair prices are an inctemris of the NASD. The CSA
should provide guidance on what would be deemedéssive” and what criteria should
be used to evaluate achieving a “fair pric&e¢ NASD Rule 2440 for additional
guidance)

11. How does an adviser ensure that its soft dollarrangements are consistent with
its general obligations to its clients?

As described in the British Columbia Securitiesr@assion, Capital Markets
Regulation Division, 2003 Adviser Report Card, Exaation Team, December 2003,
various issues can arise in the usage of softrdmitangements. Issues identified in the
report included the following:

» Some advisers failed to provide full and fairctisure of their use of clients’ brokerage

» Some advisers paid much higher brokerage feeswieae necessary. This showed that
the firms were not cost-conscious about trading.féais is not in the best interest of an
adviser’s clients or fund unit-holders.

* Advisers failed to disclose soft dollar practiteslients

* Advisers failed to create and provide a softatodlisclosure document to clients or
failed to disclose the disclosure document waslavig on request

* Soft dollars were directed to related parties
» Soft dollars were used to pay for non-traditioreeearch services

The report also identified best practices in thage of soft dollar arrangements.
The best practices identified were:

* Establish a compliance committee that has a yali@ limits on soft-dollar
expenditures



» Make this committee responsible for approving doflar arrangements and create a
standard disclosure document for clients

» CFA Institute has established standards to peogigldance on soft-dollar issues;
review and adopt CFAI soft dollar standards

* Be prudent and cost conscious when investingebralb of clients.

If an adviser followed the identified best prae@and avoided the issues, then
they could ensure that their soft dollar arrangesamre consistent with their general
obligations to their clients.

13. If it is acceptable to pay for goods or serviseusing soft dollars, which services
should be included as “investment decision-makingesvices” and “order execution
services” and which services should specifically mde included?

The current description of these services in Qmi&ecurities Commission Policy
1.9 and AMF Policy Statement Q-20 are satisfactory.

14. Should there be additional disclosure requirenmgs beyond those specified in
OSC Policy 1.9 and AMF Policy Statement Q-20, Natmal Instrument 81-101 and
proposed in National Instrument 81-1067 Should thdisclosure requirements be the
same for third party soft dollar payments and bunded commissions?

See our response to Question 16.

If it is feasible to “unbundle” the bundled comsi@ns, it would be desirable to
have the same disclosure requirements apply td garty soft dollar payments and
unbundled commissions for better transparency.

15(a). What, if any, are the practical impedimentdo an adviser splitting into their
component parts commission payments that compensater both order execution
and “investment decision-making services” as a re$iof either third party soft
dollar arrangements or bundled commissions?

There is of necessity a large element of judgrassbciated with this exercise.
The adviser will also need to obtain and rely donmation from the dealer. There could
be difficulty in obtaining the information from thteealer and consistent information from
different dealers with whom the advisor is dealing.



16. If the split between order execution and “inveisnent decision-making services”
cannot be measured reliably, should the entire comission be accounted for as an
operating expense in the financial statements? If can be measured reliably, should
the “investment decision-making services” portion bcommission payments be
accounted for as an operating expense in the finalat statements?

We feel that the commissions should continue tado®unted for in the statement
of changes in net assets. The commissions arisef énatding decisions and thus are
closely tied to gains/losses on realized and uimedinvestments. If the commissions
were to be accounted for as an operating expdmse vte would be using different
accounting for different asset types (the commissian equity trades would be included
in operating expense and the imbedded commissioniglot trades would continue to be
accounted in changes in net assets).

We feel that disclosure similar to what is progbsethe NASD Report to the
Mutual Fund Task Force — Soft Dollars and Portfdlransaction Costs — November 11,
2004 would be more useful.

This report recommends that disclosure concerpartfolio transaction costs
should be provided to investors. The NASD Reparppses the following items to be
disclosed in the funds’ prospectus (any similacldsure already included in the Annual
Information Form should be removed in favor of ttisclosure):

* A brief narrative description of the various tgps trading costs incurred by the fund,
including commissions, markups and markdowns, nankgact costs, and opportunity
costs.

* The manner in which the fund will select broker®ffect securities transactions.

» The manner in which the fund will evaluate the@l reasonableness of the brokerage
commissions paid, including the factors that thedfwill consider in making these
determinations.

» The aggregate dollar amount of commissions paid.

» The percentage of the total dollar value of @hsactions that were executed on a
commission basis.

» The average commission paid per share.

» The total commissions paid as a percentage af het asset value. This figure would
enable investors to evaluate the amount of comarisgpaid based on the size of the
fund and compare that cost across funds.

* The total dollar amount of commissions paid tg afiiliated broker-dealer.

» The percentage of the fund’s dollar amount otfpbo transactions that involve the
payment of commissions that was executed througtaHitiated broker-dealer.

 That the fund’s performance numbers, but noettense information, reflect these
trading costs.

» The fund’s portfolio turnover rate, in close proxy to other information about the
costs of portfolio transactions.



17. Would it be appropriate for the MER to be basedn amounts that differ from

the expenses recognized in the audited financialadséments? For example, should
the entire commission continue to be accounted f@s an acquisition/disposition cost
in the financial statements but the MER calculationbe adjusted either to include all
commissions or to include only that portion that isestimated to relate to

“investment decision-making services™?

We do not feel that MER should be based on diffeaenounts from what is
recognized in the audited financial statementswAstated in our response to Question
#16, we feel the commission should continue todo®anted for as an
acquisition/disposition cost in the financial statnts otherwise different asset types are
being treated differently. We also feel that thdiadnal disclosure we have proposed in
our response to Question #16 will provide sharedrslavith more accurate information
than adding estimates to the MER calculations.

18. Should directed brokerage or commission recapta arrangements be limited or
prohibited?

The practices of directed brokerage and commisgicapture have evolved over
time. As noted in the body of this Concept PapedA@3, National Instrument 81-105
prohibits situations where transactions of a mutwadl are directed to a dealer as
inducement or reward for the dealer selling seasrivf the mutual fund. The U.S.
Securities and Exchange Commission followed st airecently adopted rule effective
October 14, 2004 prohibited U.S. open-end investroempanies from paying for the
distribution of their shares with brokerage commoiss. See US SEC Release No. IC-
26591 — dated September 2, 2004, effective dat@rci4, 2004, amending Rule 12b-1
of the U.S. Investment Company Act of 1p40.

With respect to advisers using commission paymasniacentives for dealers to
provide some type of preferential treatment, thesudy presents a conflict of interest.
Client interests may be placed behind those oinhestment adviser in such
circumstances. The question becomes should alldivetted brokerage transactions be
prohibited and how effective is disclosure at naitigg such practices. As suggested in
the Concept Paper, several participants have cotechéimat if advisers are required to
disclose their top dealers and the criteria usazshovosing those dealers, then the issue
would be minimized. We believe that with respedhte range of directed brokerage
practices which are or may become in use by adyisieat at a minimum, full and
complete disclosure of such practices should beired|in order to place the investor on
notice of the particular practice engaged in, tioeentives of the adviser for engaging in
such practices and requiring the adviser to paibtiwe material conflicts of interest
which may or do exist by reason of engaging in suelttices. These practices should be
examined closely in the future in order to deteenirhether they should be prohibited,
as in the case of directed brokerage to brokerede@ exchange for the selling of fund
shares.

Commission recapture programs can provide a mdifiadhich clients can help
defray costs that otherwise would be imposed uperuttimate investor. Commission
recapture programs, in our view, should not be ibitéd, but the emphasis on disclosure



— both by the fund administrator to the ultimaierds as well as by the investment
adviser — should be enhanced. In particular, waer@vestment adviser is required to
use one particular or a list of specified brokeatdes, it is important, to the extent not
already required, to provide for various disclosure given by the investment adviser.
Those disclosures should include the fact thaatheser may not be able to batch the
client’s orders with those of its other clientsg tatter of whom have imposed no such
broker use restriction. Further, that trades fahstlients directing the use of a particular
broker or list of brokers may be placed at the einithe queue by the investment adviser
and thus not obtain the same price as trades phdesa of it.

19. Should disclosure be required for directed brokrage or commission recapture
arrangements?

If not prohibited practices, additional disclosatut these practices or
arrangements would be useful for investors and @vbelappropriate on the basis that
there are issues analogous to soft dollars thata#sed by them. The type of disclosure
now required by mutual funds in Item 10.4(1)(cFofm 81-101F2 would presumably
take note of directed brokerage practices.

20. Would any of these initiatives be helpful in Caada?

We believe that a number of the initiatives setihfin the Concept Paper coming
from the United States, United Kingdom and Aus&rahould be reviewed closely for the
benefits they could provide to the Canadian sdegrinarkets. It is important to note that
many of the questions raised in the Concept Pdpmerd not be read or answered in a
vacuum and must be placed in some context. For pbears noted in our response to
Question 8, we believe that internalization canvgl® some benefits, but requiring its
disclosure in reports required under U.S. Secugrdmed Exchange Act of 1934 Rule
11Ac1-6 provides some additional protections.

We support the review by Canada of a number @mneeports generated in the
U.S. concerning soft dollars and the suggestiomgglbbaade in respect thereof — not just
those reports mentioned in the Concept Paper.Xample, we believe a close reading of
the following would be beneficial in “rounding oudhy final position with respect to soft
dollars in Canada; namely, the Investment Compasijtute’s Letter to the US SEC
dated December 16, 2003; the Report of the Mutuatiirectors Forum — Best
Practices and Practical Guidance for Mutual Funeédors — July 2004 — Section 1V.11;
NASD’s Mutual Fund Task Force Report — “Soft Dadland Portfolio Transaction
Costs” (November 11, 2004) (cited in the ConcetePa and the Independent Directors
Council letter to the US SEC dated December 234200

In addition, the UK Financial Services Authorissued a new consultation paper
— CPO05/5, proposing new soft dollar rules, whichbgéeve has merit and should also be
considered. The FSA currently anticipates makinglfrules in the third quarter of this
year. We believe that such guidance as is contam€P05/5 could be beneficial to the
industry in terms of providing specific types obgucts and services that are “execution”



and “research” and therefore eligible to be pardofpcommissions and those non-
permitted services that must be paid for in haithdn

Finally, although not noted in the list of itermet $orth, we submit that it would be
worthwhile for Canada to also consider the CFA €r&thnagement Guidelines. As set
forth in the introductory provisions: “...the Guidedis do not prescribe how Firms should
measure Best Execution. Rather, they focus omgdtirth Firm-wide policies and
procedures that seek to enhance a Firm’s abilitpagimize the value of a client’s
portfolio considering that client’s investment alijees and constraints.” The CFA
guidelines are divided into three areas; namelycgsses, disclosures and record
keeping. We commend these guidelines to your ceresiitn.

We hope that these comments are useful in yourderagion of Best Execution
and Soft Dollar Arrangements. We would be pleasetidcuss our views in more detail
with the Commission or the Staff.

Sincerely,
Joan Hinchman
Executive Director, President and CEO

The National Society of Compliance Professionais, |
22 Kent Road

Cornwall Bridge, CT 06754

Phone: 860-672-0843, Fax: 860-672-3005

Email: jhinchman@nscp.org



