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Background

On January 9, 2004, the CSA published for comment National Instrument 81-107 Independent Review Committee for Mutual Funds
(2004 Proposal). The comment period expired April 9, 2004. We received submissions from the 43 commenters listed at the end of
this table.

We have considered all comments received and wish to thank all those who took the time to comment.
The questions contained in the CSA Notice to the 2004 Proposal (2004 Notice) and the comments we received in response to them

are summarized below. The question numbers below correspond to the question numbers in the 2004 Notice. Below the comments
that respond to specific questions in the 2004 Notice, we have summarized the other comments we received on the 2004 Proposal.

| | Comments | Responses
Part 1
Section 1.2 | Mutual funds | 01: Do you think this Instrument should apply either more broadly or more narrowly? If so, please explain why
subject to and in what manner.
Instrument
CSA Response
More broadly More broadly
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Many mutual fund industry commenters urged
us to have the 2004 Proposal apply to all
publicly offered investment funds, as they
equally share conflict of interest and self-dealing
issues and compete for the same investor.

To exclude such products, we were told, would
result in an unlevel playing field between
competing products.

Status Quo or more narrowly

One commenter observed that the mandatory
imposition of an independent review committee
(*IRC”) is not necessarily the best or most
practical way to achieve enhanced investor
protection.

ETFs

Two commenters supported the 2004 Proposal’s
exclusion of closed-end funds and mutual funds

listed and posted for trading on a stock exchange
(“ETFs”).

Yet, one of these commenters told us that if we
were to include ETFs in the 2004 Proposal, we
need to take into account their nature and
different distribution structure.

Other products
One commenter expressed concern that an IRC

We believe that conflicts of interest could exist in the
management of all publicly offered investment funds.

As a result, we agree we should consider further expanding
the applicability of the 2004 Proposal beyond publicly
offered conventional mutual funds to include scholarship
plans, labour-sponsored or venture capital investment funds,
exchange-traded mutual funds and exchange-traded closed-
end investment funds. We have asked for comment on this
proposed approach in our notice.

The Proposed Rule continues to exclude pooled funds and
CAPs.

Status Quo or more narrowly

After much consideration, we continue to believe that there
are inherent conflicts of interest in the management of
investment funds that could benefit from the independent
perspective brought to bear on such matters by an IRC.

We are, however, sensitive to the cost concerns of an IRC
for smaller investment funds. We have again asked for
comment in our notice on the inclusion of small funds in the
Proposed Rule.
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is not appropriate for mutual funds distributed
solely to portfolio managers for fully managed
accounts managed by a registered adviser.

Concern was also expressed by a few industry
commenters that the 2004 Proposal is not
appropriate for managers of small mutual funds,
particularly those that employ a largely
outsourced structure (e.g. custody, processing,
valuation and portfolio management services) or
have very few structural conflicts of interest.

Still another commenter expressed reservations
about the 2004 Proposal being expanded to
capture capital accumulation plans (“CAPs”).

Another commenter told us the 2004 Proposal
should not apply to products sold via an offering
memorandum, labour-sponsored investment
funds, nor any other pooled product or
investment fund with an existing board of
directors.

Part 2

Section 2.4

Independence

02: Do you agree with a “principles’ based definit

on of independence? Are there alternatives?

While we received support for a principles
based definition of independence, there were
differing opinions on the accompanying
Commentary.

One commenter told us not to undermine the
integrity and flexibility of the definition by
providing overly specific Commentary, while

CSA Response

We continue to believe a “principles’ based definition of
independence will provide the greatest flexibility in
establishing IRCs.

We agree with the commenter who told us not to undermine
the definition by providing overly specific Commentary. We
have revised the Commentary in the Proposed Rule
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another urged us to consider more specific
guidelines.

accordingly.

03: Do you consider the definition of independeng

e in subsections 2.4(2) and (3) appropriate?

Our proposal to model the independence test in
the 2004 Proposal on Multilateral Instrument
52-110 Audit Committees (“MI 52-110")
received a mixed response.

While one commenter supported conformity
with Section 2.4 of Ml 52-110, another
commenter told us that the concept of
independence applicable to audit committees is
excessive for the responsibilities of the IRC, and
instead we should look to M1 58-101 Disclosure
of Corporate Governance Practices. (“MI 58-
101”).

Commenters with existing advisory or corporate
board structures urged us to revise the definition
of independence to permit members of existing
advisory structures to act as members of the
IRC. One commenter suggested we introduce a
‘materiality test’ as part of the definition so that
the phrase “any relationship’ was qualified.

Specifically, we were asked the following:
1. To allow individuals that today act as the

independent directors on the board of the fund
manager to become the first members of the

IRC, so long as these individuals have no other

CSA Response

We believe that we can describe the types of members we
think would be appropriate through a ‘principles’ based
definition of independence.

Accordingly, the Proposed Rule no longer includes
categories of prescribed material relationships (precluded
persons), as found in MI 52-110 or proposed National
Policy 58-201 Corporate Governance Guidelines (proposed
NP 58-201).

Who can act on the IRC

We were persuaded by the commenters who urged us to
allow the independent members of existing independent
advisory boards, existing investment fund boards, and IRCs
established for exemptive relief purposes, for example, to
act as the first members of the IRC.

The Proposed Rule now allows individuals with existing
relationships with the investment fund, manager or an entity
related to the manager (as defined in the Proposed Rule) to
act on the IRC, provided they otherwise meet the
‘principles’ based definition of independence.
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material relationships within the meaning of the
2004 Proposal,

2. To clarify Commentary 4 to allow
independent directors of corporate mutual funds
to act as the first members of the IRC, so long as
these individuals have no other material
relationships with the meaning of the 2004
Proposal,

3. To allow members of a mutual fund’s trust
governance board to act as the first members of
the IRC, so long as these individuals have no
other material relationships with the meaning of
the 2004 Proposal,

4. To allow independent directors of an affiliate
to act as the first members of the IRC, so long as
these individuals have no other material
relationships with the meaning of the 2004
Proposal, and

5. To allow individuals that today act as
members of IRCs (created for exemptive relief
purposes) to act as the first members of the IRC,
even though they have accepted a consulting

fee.

Need for 100 percent independence
A number of commenters also asked us to The focused role of the IRC exclusively on the oversight of
reconsider the concept of 100 percent a manager’s conflicts of interest leads us to continue to
independence for IRC members. We were believe that all members of the IRC must be independent of
directed to U.S. rules, as well as to academic the manager, investment fund and any entity related to the
literature, for discussions of the benefits of manager.

having non-independent directors on a fund
board. It was suggested we permit one-third We were persuaded, however, by the commenters who
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non-independent members.

We were told that 100 percent independence is
not a substitute for active engagement on key
issues by an experienced person whose interests
are aligned with the interests of long-term
investors. Also, that the applicant pool for
‘unrelated’ financially literate individuals to fill
IRCs will make it challenging to recruit
qualified people.

Finally, we were urged to preclude as an IRC
member a person with a direct or indirect
material relationship with an investment adviser
to the funds or any other significant supplier to
funds, and to consider precluding persons with
personal friendships with the manager.

urged us to consider the benefits of non-independent
directors on a board.

Accordingly, the Commentary in the Proposed Rule now
reinforces our view that the IRC is not prevented from
meeting, or discussing matters with, the manager,
representatives of management or other persons who may
not be ‘independent’ as defined in the Proposed Rule, or
from receiving oral or written submissions from such
people.

We continue to believe, however, that the independent
members of the IRC should ultimately make their decisions
in the absence of any representative of the manager or an
entity related to the manager.

04: Commentary 4 describes certain categories of
manager or the mutual fund. Do you agree with th
that should be added?

persons we consider to have a material relationship with the
e categories of precluded persons? Are there other categories

A number of industry commenters told us that
Commentary 4 is overly specific and restrictive.
They observed that it will disqualify most
lawyers and accountants in firms with mutual
fund manager clients even where the billings
may be insignificant and the work is performed
by other lawyers or accountants. One

CSA Response

We were persuaded by the commenters who told us the
prescribed material relationships described in Commentary 4
were overly restrictive.

Accordingly, the Proposed Rule no longer includes
categories of prescribed material relationships (precluded
persons) in the definition of independence and in the

commenter further observed the mandatory

Commentary.
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language in Commentary 4 is inappropriate as
the Commentary is not meant to have the force
of law.

These commenters urged us to introduce either a
‘materiality test” or a de minimus threshold in
Commentary 4, particularly as it refers to direct
or indirect acceptance of “any consulting,
advisory or other compensatory fee”.

A number of commenters further told us that we
should clarify the term “associate” in
Commentary 4 so that family members who are
not officers and directors of the manager, the
mutual fund or an entity related to the manager
will not be disqualified as prospective IRC
members.

Finally, one commenter suggested that the 2004
Proposal should specify the IRC’s responsibility
to adopt policies on how members should
conduct themselves if they are perceived to be in
a conflict.

While a “material relationship” may include the direct or
indirect acceptance of fees, the Commentary to the Proposed
Rule now specifies that only those relationships which could
reasonably be perceived to interfere with the exercise of a
member’s independent judgment, should be considered a
“material relationship” within the definition of
“independence”, barring membership on the IRC.

IRC conduct

The Commentary to the Proposed Rule now specifies our
expectation that the IRC’s charter include policies and
procedures on how members are to conduct themselves if in
a conflict of interest, or perceived to be in a conflict of
interest, with a matter being considered by the IRC.

05: Is the “cooling off” period in Commentary 4 af

n appropriate period? Too long? Too short?

While one commenter told us a three year period
was appropriate, many more told us they
considered it too long. A number of commenters
suggested a period of one year as an appropriate
‘cooling off” period.

CSA Response

Since categories of prescribed material relationships
(precluded persons) are no longer included in the Proposed
Rule, the “cooling off’ period previously specified in the
2004 Proposal has also been deleted.

The Proposed Rule now allows individuals with existing

We were urged by four commenters to introduce

relationships with the investment fund, manager or an entity
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the “prescribed period” concept found in MI 52-
110, so that individuals will only be considered
to be non-independent if they have or have had a
specified relationship during the prescribed
period that begins after the 2004 Proposal
becomes final.

We were told that individuals should not be
barred from acting as IRC members because
they are tainted by relationships that pre-dated
the 2004 Proposal.

related to the manager (as defined in the Proposed Rule) to
act on the IRC, provided they meet the “principles’ based
definition of independence.

We would expect that a determination of whether an
individual has a direct or indirect material relationship with
the manager, investment fund, or an entity related to the
manager in the Proposed Rule, to include a consideration of
both the individual’s past and current relationships with
these entities. This expectation is articulated in the
Commentary of the Proposed Rule.

We recognize that the “principles’ based definition of
independence in the Proposed Rule has the effect of
potentially barring an individual’s participation on an IRC
for a relationship which extends beyond the previously
prescribed ‘cooling off” period. We consider this outcome
appropriate.

Section 2.8

Liability

06: We were told that without a limit on the liabil
insurance coverage for the members would be dift
responsibilities the IRC will have under this Instry

ty of members of the independent review committee,
icult to obtain. What are your views, given the
ment?

While one commenter remarked that the fact
that the fund manager has final decision-making
power would seem to place most of the liability
on the manager, other commenters told us that
while obtainable at a high enough price,
insurance coverage has become increasingly
difficult to obtain and they expect coverage will
continue to increase.

One of these commenters further remarked that

the broader the scope of conflicts overseen by

CSA Response

Upon review and consultation, we believe insurance
coverage for members of IRCs will be obtainable. While we
recognize that the novelty of the IRC structure may initially
create added cost, we believe the focused mandate of the
IRC, coupled with the existence of a number of independent
advisory committees — including IRCs created in response to
exemptive relief - will negate some of the costs associated
with a new structure.

To give guidance to potential IRC members (and potential
insurers), we have revised the Proposed Rule to clarify the
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the IRC, the more difficult or expensive it will
likely be to obtain insurance coverage.

Two other commenters told us that unlimited
liability will likely mean much greater use and
reliance by the IRC of professional advisers,
which will increase costs of the IRC.

limits on the IRC’s mandate and its standard of care.

07: Will potential members be deterred from sittin
limitation?

g on the independent review committee without such a

Industry commenters unanimously told us that
undefined liability and the uncertainty of
availability of D&O insurance will be a strong
deterrent to potential members of an IRC.

One law firm commented that they would be
reluctant to advise a client to join an IRC if there
was no limit set on personal liability.

Not surprisingly, we were urged by these
commenters to somehow limit liability. One
commenter remarked that the difference in
potential liability of a member of an IRC and
that of a director of an issuer is striking and not
justifiable.

One commenter suggested that the Commentary
to the 2004 Proposal state that contractual
limitations of liability for IRC members could
be provided for in the trust indentures of mutual
funds.

CSA Response

We were sympathetic to the commenters who told us
unlimited liability will act as a deterrent for potential
members of an IRC. We engaged external legal counsel to
assist us with this issue.

As a result, the Proposed Rule has been revised to clarify the
limits on the IRC’s mandate and its duty of care. We have
been advised that these drafting changes (which use
terminology similar to the CBCA) sufficiently limit the
liability of members of the IRC to their mandate and
increase the likelihood of a member’s ability to invoke the
common law defences available to directors.
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Part 3
Section 3.2 | Changes to the | 08: We believe the changes to a mutual fund set out in section 3.2 involve conflicts of interest which can
Mutual Fund appropriately be referred to the independent review committee. Is this the right approach? Are there

alternatives?

Two commenters, one from industry and one an
investor advocate, told us they agreed that the
changes contemplated in Section 3.2 could give
rise to, or at least give rise to the appearance of,
a conflict of interest and therefore should be
referred to the IRC.

Yet we also heard from commenters who
disagreed with our approach to refer these
matters to the IRC :

1. We were asked to either re-consider the
types of fund changes that should require IRC
referral or introduce a test of materiality into
Section 3.2,

2. We were told that the IRC should not be
involved where securityholders vote as they
believed the IRC’s recommendation would not
provide any meaningful additional protection to
the investor. Alternatively, IRC involvement
should preclude a securityholder vote,

3. It was suggested we delete Section 3.2
in its entirety, with most of the items more
effectively handled by disclosure, while a
securityholder vote remains for the rest.

Divergent views were also expressed on
removing the securityholder vote in respect of

CSA Response

Mandatory referrals to the IRC

We agree with the commenters who told us that the changes
to a mutual fund contemplated in 3.2 of the 2004 Proposal
(the “fundamental changes’ found in section 5.1 of National
Instrument 81-102 Mutual Funds (“NI 81-102") could give
rise to a conflict of interest, depending on the circumstances.

Accordingly, the Proposed Rule no longer mandates referral
to the IRC of the changes described in section 5.1 of NI 81-
102 (section 3.2 of the 2004 Proposal is deleted). We
acknowledge, however, that the definition of a “conflict of
interest matter” in the Proposed Rule makes a referral to the
IRC of any of these proposed changes possible. We believe
this outcome is appropriate.

We disagree with those commenters who told us IRC review
of changes subject to a securityholder vote will not provide
any meaningful additional investor protection.

We continue to believe that the manager (and ultimately the
investment fund and securityholders) can benefit from the
independent perspective and input of an IRC on all decisions
that have an inherent conflict of interest for the manager,
including those decisions which are subject to a
securityholder vote under Part 5 of NI 81-102.

We would expect that the IRC’s determination on a conflict
of interest matter subject to section 5.1 of NI 81-102 to be
passed to securityholders for their consideration prior to
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certain fund changes. While some commenters
supported the relaxation of the requirement to
hold some securityholder meetings, others
objected to the removal of what they perceived
as one of so few investor rights, and the dilution
of investor protection.

The fund change we received the most response
on was an increase of fees or expenses to the
mutual fund.

While one commenter supported referral to the
IRC of increases in management fees, others
told us referral to the IRC should not occur
when the increase in fees involves a third party,
or when it involves an allocation of expenses
between funds.

Still another commenter disagreed with our
view that a change in a fee or expense is
fundamental to the “commercial bargain” with
investors. This commenter, and three others,
told us that a manager should be allowed to
increase or introduce a fee without a
securityholder vote, provided investors have
notice and are allowed to redeem without
payment of any fees.

These commenters further remarked that
securityholder meetings for the approval of
ongoing administrative matters are costly and
not in the best interests of investors.

Finally, one commenter suggested Section 3.2
additionally require the IRC to review a change

voting. This view is articulated in the Commentary to the
Proposed Rule

Removing a securityholder vote

We were persuaded by the commenters who told us they
viewed the removal of the securityholder right to vote for
certain changes to a mutual fund in section 5.1 of NI 81-102
as a dilution of investor protection.

Accordingly, the consequential amendments to NI 81-102
which accompany the Proposed Rule removes only the
securityholder vote for change of auditor and those mutual
fund reorganizations or transfers of assets where the mutual
funds are managed by the same manager or an affiliate, and
meet the pre-approval criteria in section 5.6 of NI 81-102.

After much consideration, we continue to believe that the
remaining ‘fundamental changes’ under section 5.1 of NI
81-102 make up the ‘commercial bargain’ between investors
and the mutual fund for which a securityholder vote must
remain.
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in manager when the new manager is affiliated
with the existing manager. This, it was
remarked, represents a business conflict, since a
fund sponsor is effectively choosing to realize
higher operating margins by firing an external
portfolio manager and hiring a related manager
in its place.

We also received comment on some technical
drafting concerns with Section 3.2.

First, three commenters remarked that the 2004
Proposal does not acknowledge the current
exemptions contained in Part 5.3 of NI 81-102.
These commenters submitted the 2004 Proposal
should track the exemptions.

Second, commenters told us that unlike NI 81-
102, Section 3.2 does not specify “change in
control” of a manager, only “change of
manager”. They asked us to be consistent
throughout the 2004 Proposal when referring to
changes of manager and changes in control of
manager.

Third, one commenter urged us to adopt a more
practical approach to address changes in control
of a manager, remarking there are logistical
problems with the requirement in NI 81-102 to
give securityholders 60 days’ notice.

Discrepancies with NI 81-102
We agree with the commenters who told us our drafting
must be consistent with Part 5 of NI 81-102.

Accordingly, the consequential amendments to NI 81-102
which accompany the Proposed Rule clearly refer to section
5.1. The exemptions in section 5.3 remain unchanged.

We note, however, that the definition of a “conflict of
interest matter” in the Proposed Rule makes a referral to the
IRC of even the changes exempted from a securityholder
vote in section 5.3 possible. We believe this is the right
result as IRC oversight is intended to apply to any conflict
of interest matter.

Finally, we do not propose within the scope of this project to
review the 60 day notice requirement in Part 5 of NI 81-102.

09: Does the right to transfer free of charge to ang
mandated or is it industry practice?

ther mutual fund managed by the same manager need to be
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While three commenters supported the inclusion
in the 2004 Proposal of the right to transfer free
of charge in the situations noted, one commenter
objected, stating that the right to transfer free of
charge is a business decision of the fund
complex, and is disclosed prior to an investor’s
investment.

Of the commenters supportive of the right to
transfer, one remarked that the funds available
to transfer to, or the investor’s objectives, may
make the right to transfer an unsatisfactory
option. This commenter suggested the 2004
Proposal require a limited period during which
an investor can leave without penalty, including
deferred sales charges. This sentiment was
echoed by another commenter, who told us
investors should not have to bear deferred sales
charges if the 2004 Proposal is intended to
permit them to redeem because of changes that
the manager decides to make.

Other commenters sought clarification of
whether ‘transfer free of charge’ includes switch
fees, even those charged by a dealer outside the
control of the manager, and whether investors
are also allowed to redeem and take cash. These
commenters told us the 2004 Proposal should
specify our intention.

CSA Response

The Proposed Rule no longer mandates a special right to
transfer free of charge to another fund when the manager
does not follow a recommendation by the IRC with respect
to a change contemplated under section 5.1 of NI 81-102.

Upon further consideration, our view is that securityholders
should have the same protections and remedies afforded to
them for any management decision.

The Proposed Rule now specifies that in instances where the
manager intends to proceed without the positive
recommendation of the IRC, the IRC has the discretion to
require the manager to give immediate notice of its decision
to proceed to the securityholders of the investment fund.

The Proposed Rule now also requires that the IRC prepare a
report to securityholders, at least annually, of events that
have transpired for a relevant time period. Required to be in
this report are any instances where a manager proceeded to
act without the positive recommendation of the IRC.

Section 3.3

Inter-fund
trades

10: Do you agree with our proposals for inter-fund trading (in particular, the scope of the provisions)? If not,

please explain.

| CSA Response
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While one commenter commended us for being
consistent with the framework under U.S.
legislation for inter-fund trades, we also heard
from a commenter who remarked that the
provisions were overly prescriptive and
inconsistent with the approach of the 2004
Proposal, as well as unnecessary in some
instances, given other securities regulation
designed to achieve transparency of securities
held by portfolio managers.

Still another commenter thought it was
imprudent for us to give an exemption for these
transactions.

We received divergent views from commenters
on the role of the IRC in inter-fund trades.

While one commenter urged us to retain the
IRC’s involvement, four others told us the
IRC’s involvement was redundant and did not
afford investors any additional protection, given
the specific requirements in the 2004 Proposal
and the industry, market and regulatory
standards and practices that exist.

Still two other commenters suggested that as an
alternative to IRC review, the IRC approve all
policies and business practices related to inter-
fund trades, and then obtain assurances that the
manager and portfolio manager are in
compliance with those policies.

Prescriptive nature of Rules

We believe the inter-fund trading exemption in the Proposed
Rule represents the minimum requirements necessary to
mitigate the conflict of interest concerns inherent in such
transactions, and satisfies the capital market objectives of
market integrity.

Accordingly, we do not believe that our approach to inter-
fund trading is inconsistent with the approach of the
Proposed Rule. Our view is that this provision will give
managers much greater flexibility to make timely decisions
to take advantage of perceived market opportunities.

Role of the IRC

We disagree with the commenters who told us the IRC’s
role in reviewing a manager’s proposed inter-fund trades
was redundant given the specific provisions already
articulated.

We continue to believe that the manager (and ultimately the
investment fund and securityholders) can benefit from the
independent perspective and input of an IRC on all decisions
that have an inherent conflict of interest for the manager.

The inter-fund trading exemption in the Proposed Rule
relieves an investment fund from having to obtain the
approval of the securities regulatory authorities or
regulators, provided the IRC approves the transaction.

The Proposed Rule and its Commentary clearly state that the
IRC is permitted to give standing instructions (e.g., standing
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We were also urged by a number of industry
commenters to clarify that we are not mandating
that inter-fund trades be reviewed by the IRC on
a trade-by-trade basis. We were told that these
trades involve timely decisions to take
advantage of a perceived market opportunity.

An investor commenter told us that the policies
and procedures to effect inter-fund trades should
not be left in Commentary but should be moved
to Section 3.3. An industry commenter
suggested a disclosure requirement in the
mutual fund’s AIF of inter-fund trades.

We received a number of general comments
concerning the requirements in Section 3.3.

One commenter asked why inter-fund trades are
restricted to a particular fund family, rather than
amongst fund families of the manager, while
another asked us also permit inter-fund trading
between “specified accounts”, as referred to in
section 118 of the Ontario Act.

approvals) for an action or a category of actions.

We remain satisfied that the written policies and procedures
of the manager for inter-fund trades can remain in
Commentary, since we expect the IRC to assess the
adequacy and effectiveness of the manager’s policies and
procedures as part of its approval process.

Specific Requirements

Inter-fund trades amongst fund families

We were persuaded by the commenter who asked why inter-
fund trades were restricted to a particular fund family. The
Proposed Rule has been amended to allow inter-fund trades
amongst fund families of the manager.

We disagree, however, with the suggestion to allow inter-
fund trades between specified accounts. Our comfort with
the inter-fund trade exemption in the Proposed Rule stems
from the protection we believe is afforded to securityholders
by the review and approval of the trade by the IRC.

Accordingly, we believe only investment funds subject to
the Proposed Rule should be permitted to inter-fund trade
under this provision.
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Still another commenter asked how Section 3.3
applies to fixed income securities, and how it
applies when no dealer is used.

This commenter also remarked that paragraph
3.3(1)(c) seems to inappropriately discriminate
against alternative trading systems (“ATSs”) in
favour of exchanges, and violates the
‘competitiveness’ principle embedded in section
5.2 of NI 21-101 Marketplace Operation (“NI
21-101"). It was suggested the 2004 Proposal
allow mutual funds to trade as they see fit.

In addition, the commenter asked for
clarification of clause 3.3(1)(c)(iii), and what it
means in subsection 3.3(2) for a trade to be
exempt from NI 21-101 Marketplace Operation
(“NI 21-101"). We were also asked why an
exemption from section 6.1 and Part 8 of NI 23-
101 Trading Rules (“NI 23-101") is provided.

Applicability to fixed income securities and use of a dealer
We consider the inter-fund trade exemption in the Proposed
Rule to apply to fixed income securities, and to specifically
provide for the pricing and market transparency of such
securities in now clauses (e)(ii) and (f)(iii) under subsection
6.1(1) of the Proposed Rule.

Where a dealer is not involved in the inter-fund trade, we
would expect the manager to report the trade to a dealer who
will report it to an information processor. This is to occur
only if the fixed income security is required to be reported
under NI 21-101.

Ability of investment funds to use ATSs

Upon review, we have amended clause 6.1(1)(f)(i) of the
Proposed Rule to require the purchase or sale to be printed
to a marketplace that executes trades of the security.
Our view is that the marketplace cannot be set up for
the mere purpose of printing these types of trade.

Technical clarifications

Now clause 6.1(1)(f)(iii) of the Proposed Rule imports the
information transparency requirements in Part 8 of NI 21-
101 for trades in fixed income securities.

The Proposed Rule now clarifies that the portfolio manager,
not the trade, will be exempt from the provisions under NI
21-101 and from section 6.1 and Part 8 of NI 23-101. We
consider these exemptions necessary because we view the
inter-fund trades under the Proposed Rule to be trades on a
marketplace.
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Finally, we received a number of comments on
the requirement that a transaction be “printed”.

We were told by three commenters that the
requirement to print potentially negates a
significant portion, if not all, of the benefits to
securityholders from the reduced transaction
costs that would otherwise result from inter-
fund trading.

These commenters also told us a “print to page”
requirement is unnecessary because it does not
improve price discovery in the market since the
price at which an inter-fund trade is occurring is
already known, and the transaction does not
“move the market” or is any real change of
ownership from a market perspective.

We were strongly urged by these commenters to
re-evaluate the requirement in light of:

1. no comparable requirement in the U.S.
with respect to inter-fund trades,

2. U.S. mutual funds are prohibited from
paying a commission on inter-fund trades, and

3. the opposite policy direction taken by
the CSA in NI 62-103 Early Warning System
and Related Take-Over Bid and Insider
Reporting Issues (“NI 62-103), where it is
deemed irrelevant to the market which specific

Printing

Requirement to print

We continue to believe that to facilitate price discovery and
market integrity, inter-fund trades must be transparent.
Unlike NI 61-103, which is intended to capture the
‘directing mind’ of the reporting issuer, this provision is
intended to facilitate price discovery.

We disagree with those commenters who told us that the
requirement to “print” will significantly negate all of the
benefits to securityholders of inter-fund trading. Upon
review and consultation, we expect the costs to “print’ to be
substantially lower than the costs normally associated with
market transactions through a dealer.
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mutual fund or account holds the securities. The
portfolio manager is seen as the one who is
directing the accumulation of a large position in
an issuer, or is reducing that position, and
therefore must aggregate their holdings.

Another commenter recommended that we not
use term “print” since the word is also
commonly used to mean both “execute” and
“report”. This commenter further asked what
happens if a security is dual-listed and the
foreign market is the best place to execute the
trade.

Terminology
We believe the term “print’ is readily understood in the
context of inter-fund trading.

In instances where a security is dual-listed, we would expect
best execution, and that the purchase or sale comply with the
requirements that govern transparency and trading where
executed.

11: Should clause 3.3(1)(b)(1) refer to “the last sa
bid/offer spread during the trading day?

e price” or should it enable managers to trade within the

While one commenter told us that the clause
should refer to the “closing price” of the
relevant security on its primary exchange,
another commenter suggested that the specifics
of pricing be left to the IRC.

Still another commenter told us to consider
expanding guidelines/requirements for best
price/execution to cover inter-fund trading.

CSA Response
Upon review, the Proposed Rule now refers to ‘closing sale
price’.

The Commentary to now section 6.1 of the Proposed Rule
states our expectation that if price information is publicly
available from a marketplace, newspaper or through a data
vendor, for example, this will be the price chosen. If the
price is not publicly available, we would expect an
investment fund to obtain at least one quote from an
independent, arms-length purchaser or seller, immediately
before the purchase or sale.

12: Is the pricing referred to in paragraph 3.3(1)(b
exchange-traded securities, over-the-counter equit

appropriate for illiquid exchange-traded and foreign
y securities and debt securities?

We received one comment on this question. We

CSA Response
Upon review, we consider the average of the highest current

were told that the current market price for

bid and lowest current ask, as set out in the Proposed Rule,
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illiquid equity securities should be the closing
price for those securities on their primary
exchange.

to be appropriate for illiquid securities.

13: Should the current market price of illiquid equ
the-counter equity securities?

ity securities on an exchange be treated differently from over-

We received no comments on this question.

CSA Response
We have concluded the pricing should not be different.

Other Comments

on the Rule

General Comments

Support for Rule

Support for the 2004 Proposal’s revised focus
on conflicts of interest and the role of the
IRC was divided almost unanimously among
industry and investor commenters.

Supportive

While one industry commenter told us the
2004 Proposal is not justified, as there is no
evidence of widespread conflicts of interest
adversely affecting investors, the vast
majority of industry commenters supported
our goal of enhanced investor protection and
investor confidence through the use of
independent oversight.

Those supportive of the 2004 Proposal told
us the focus on conflicts of interest targets the
most appropriate area of governance
oversight, and allows the IRC to focus on the

CSA Response

We believe an IRC, focused exclusively on conflicts of
interest facing the manager, will provide independent
review of an area that could benefit from independent
oversight. We expect the role of the IRC to evolve with
time and expect industry practices to develop to
support and enhance this regime.

We were persuaded, however, by the commenters who
urged us to reconsider the parameters of the IRC’s
authority.

Accordingly, the Proposed Rule now requires the
manager to obtain the approval of the IRC before
proceeding with certain types of prohibited conflict of
interest or self-dealing transactions (inter-fund trading,
purchases of securities of related issuers and purchases
of securities underwritten by related underwriters) that
would otherwise require the approval of the securities
regulatory authorities or regulators.
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very issues that are most important to
investors. They also remarked that fund Additionally, the Proposed Rule now explicitly gives
governance is not a panacea and they do not | the IRC the authority to communicate directly with the
believe a very broad mandate will be more securities regulatory authorities or regulators, and
effective in protecting investor interests. requires the IRC to report instances where it finds (or

has reasonable grounds to suspect) breaches of the
One industry commenter told us they believe | matters under its review.

the IRC can be an important means of
achieving objectivity and should provide a
measured deterrent to both individuals and
entities that seek to circumvent their fiduciary
duties.

Opposed

Investor commenters were unanimous in their
opposition to the 2004 Proposal’s revised
focus on conflicts of interest and the role of
the IRC. Many of these commenters urged us
to withdraw the 2004 Proposal, saying that it
undermines investor protection and erodes
investor confidence in the safety and
soundness of mutual funds.

These commenters warned that without
explicit authority to impose decisions and to
forward concerns to regulators, the IRC will
be ineffective in mitigating conflicts of
interest. They told us they were disappointed
and disturbed that the 2004 Proposal is
“significantly gutted” from the Concept
Proposal and does not go far enough.

Two investor commenters told us the U.S.
fund scandals had led to their “decreasing
trust and faith” in those in industry fulfilling
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their fiduciary responsibilities and remarked
that the industry should not be allowed to
“police itself”.

Objection to the 2004 Proposal was not
exclusively from investors. An independent
board of directors of a mutual fund also
expressed concern for the reduced role of the
IRC, stating it removes important protections
for mutual fund investors.

Relationship to
loosening
product
regulation

Support for our proposal to remove the
existing self-dealing and conflict of interest
prohibitions contained in NI 81-102 and
provincial securities legislation was similarly
divided among industry and investor
comments.

Some industry commenters supportive of the
2004 Proposal stressed that enhanced
independent oversight must be coupled with
harmonized product regulation, instead of
being an ‘add-on’ to the existing regulatory
regime. They told us that they need to review
our proposed revisions to the existing product
regime to quantify and comprehend the
impact of the 2004 Proposal.

Two other commenters told us that to
recognize the benefits demonstrated in the
0SC’s cost-benefit analysis, existing conflict
of interest prohibitions in securities
regulation must be repealed
contemporaneously with the 2004 Proposal
coming into force.

CSA Response

We continue to believe that existing conflict of interest
prohibitions in securities regulation can, and should, be
rethought with the introduction of a mandatory IRC.
However, we were persuaded by those commenters
who argued that introducing an IRC does not remove
the need for the existing prohibitions on self-dealing
and other related party transactions in securities
legislation.

As a result, the Proposed Rule is now drafted on the
premise that the existing self-dealing and conflict of
interest prohibitions in securities regulation will
remain. For the manager to proceed with certain types
of prohibited transactions without regulatory approval
(inter-fund trading, purchases of securities of related
issuers and purchases of securities underwritten by
related underwriters), prior approval of the IRC must
be obtained.

These exemptions represent those conflicts of interest
which we (in part, based on our experience to date with
exemptive relief), believe can be appropriately dealt
with by IRC approval and oversight. We expect that the
types of prohibited conflict of interest matters dealt
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with in this manner will continue to evolve.
We were also asked to eliminate redundancy
between the review responsibilities of the
IRC and requirements of existing rules that
will not be subject to regulatory relaxation.

Investor commenters unanimously told us
introducing an IRC does not remove the
necessity for the existing prohibitions on self-
dealing and other related party transactions in
securities legislation. The fundamental
problem of the 2004 Proposal, we were told,
is the removal of existing prohibitions on
related party transactions and replacing them
with an IRC whose authority is non-binding.

These commenters remarked that it is highly
unlikely an IRC with no powers is a
sufficient check or balance. One commenter
said they had no problem with self-regulation
being added to an existing regulatory
structure but not instead of it.

Concern was also expressed that the removal
of existing prohibitions will not provide
regulators with regulatory oversight, and may
make it more difficult for investors to
establish a manager’s breach of its fiduciary

obligations.

Principles-based CSA Response

regulation While some commenters commended us for | We agree with the commenters who told us they
our committment to ‘principles’ based support a mix of ‘principles’ and “prescriptive’

regulation, and for the 2004 Proposal’s “user- | regulation. While we continue to believe in more
friendly” format, others expressed some flexible regulation, the Proposed Rule now contains
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concern regarding this regulatory approach. certain minimum requirements on the structure and
functions of the manager, investment fund and the IRC,
Four investor commenters remarked that at a | where we considered it appropriate.

time when the U.S. securities regulators are
enforcing stricter regulation to deter abuses The Commentary to the Proposed Rule has been
discovered in the U.S. mutual fund industry, | amended to remove any mandatory or prohibitive
it was not appropriate for us to be relaxing language.

rules or removing ourselves from the
oversight of investment funds. Another
commenter expressed concern for the
message the 2004 Proposal sends to the
investing public when confidence in the
system already low.

These commenters referred us to past reports
which rejected relying solely on a principles-
based approach to regulating conflicts of
interest. They told us these concerns still
exist, and that a combination of specific rules
and principles would be effective.

One commenter asked how we expected to
enhance compliance efforts absent any
explicit requirements against which to
measure compliance.

Still another commenter stated that without
any evidence that a principles-based system
is more effective, a more gradual shift to a
principles-based regime — incorporating a
mix of principles and rules - should occur.

Industry commenters also expressed concern
at the inclusion of large portions of the 2004
Proposal as Commentary. We were told
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mandatory or prohibitive language in
Commentary is inappropriate because it is not
intended to have the force of law.

To provide certainty for fund managers and
IRCs, these commenters asked that
significant sections of Commentary be
moved into the 2004 Proposal. One
commenter remarked that matters considered
important and necessary for the 2004
Proposal should be in the 2004 Proposal, not
in Commentary.

Costs and Cost-
Benefit Analysis
(“CBA”)

A number of commenters told us that the
cost-benefit analysis (the “CBA”) does not
adequately address some of the significant
cost implications of the 2004 Proposal, such
as costs associated with the insurability and
compensation of IRC members, the costs of
professional advisers to the IRC, and the
costs related to the inter-fund trading regime
proposed. We were told that IRC candidates
may gravitate to firms that offer high
compensation and the most resources,
making IRCs more costly.

One commenter told us that if the
responsibilities of the IRC could be limited to
a more defined list of conflict situations, the
costs incurred by the funds should be lower.

Another commenter suggested that we
consider the costs incurred by investment
funds in the United States who have boards.

CSA Response

We believe that investment funds and securityholders
could benefit from the Proposed Rule, which is
designed to more effectively deal with the conflicts of
interest faced by the manager.

Accordingly, while we recognize that the Proposed
Rule will impose some additional costs on investment
funds, we disagree with some of the cost concerns
raised by commenters.

Our view is that the focused mandate of the IRC and
the current existence of a number of independent
advisory committees, boards and IRCs (created
voluntarily or in response to exemptive relief), will
negate some of the insurance costs associated with an
unknown structure.

We also expect that the costs to ‘print’, a condition to
inter-fund trading under the Proposed Rule, will be
substantially lower than the costs normally associated
with market transactions through a dealer.
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It was also suggested that each of the
provisions in the 2004 Proposal ought to have
a cost-benefit analysis evaluation.

A few commenters also questioned the cost
versus benefit of introducing an IRC. We
were asked to remain sensitive to the fact that
the increasing impact of cost pressures on
mutual funds will result in higher costs to
investors and serve to reduce the overall
competitiveness of the industry. One
commenter told us it is not acceptable to
burden lower to middle income investors (to
whom the mutual fund industry provides
investment opportunities) with increased
costs and reduced performance.

In response to industry’s cost concerns, one
commenter, questioning the benefit of trailing
commissions to investors, suggested fund
managers abolish trailer fees to pay for the
costs of an IRC.

Finally, we were reminded by a number of Small investment funds

commenters that small fund managers, who Regardless of the size of the investment fund, conflicts

are less likely to be related to financial of interest are inherent in the management of all

service providers, will benefit less from the investment funds. Small investment funds and their

mandatory imposition of an IRC. securityholders could benefit from the independent
perspective brought to bear on such matters by IRC
oversight.

We are, however, sensitive to the cost concerns of an
IRC for small investment funds.

Under the Proposed Rule, we believe that with no
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structural conflicts of interest and fewer business
conflicts of interest (where the investment fund
employs a largely outsourced structure), the scope of
IRC review could be much less burdensome than for
the larger investment fund complexes, and therefore,
less costly. For example, the mandate of the IRC of a
small investment fund will be simpler, and less costly,
than for a larger investment fund.

We have again asked for comment in our notice on the
inclusion of small funds in the Proposed Rule and
specifically, on the viewpoint articulated above.

Educational
Requirements
for IRC members

Industry and investor commenters alike
impressed upon us the need for minimum
proficiency standards and ongoing education
programs for IRC members. We were told
“industry literacy standards”, particularly of
capital markets and the mutual fund industry,
were important.

Commenters’ suggestions included that the
CSA implement education standards, not
unlike existing legislation for audit
committees, and that regulators and industry
set up education programs for new members
of IRCs.

One commenter suggested the statutory
requirements of directors of incorporated
companies should apply, while another told
us that we should monitor the activities of
IRCs until we are satisfied they are capable
of appropriately discharging their

CSA Response

We were persuaded by the commenters who urged us
to consider specifying minimum education
requirements for IRC members. We agree that to be
effective, members of the IRC must understand the
nature, operation, and business of both the manager and
the investment fund, the role of the IRC, and the
contribution individual members are expected to make.

Accordingly, the Proposed Rule now sets out minimum
standards for the orientation and continuing education
the manager must provide to members of the IRC. We
anticipate that industry practice standards may also
develop in this area.
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responsibilities.

Additional
suggestions

We received a few additional suggestions.

One commenter told us auditors could benefit
from “independence” in their review, and
suggested the 2004 Proposal impose separate
audit firms for the fund manager and for its
mutual funds.

Another commenter suggested we require
independent auditors to pass opinion on the
internal controls of the manager.

We were also provided with a list by an
investor advocate of other investor protection
initiatives the CSA should institute instead of
the 2004 Proposal. Among them: a mutual
fund investor protection fund, a prohibition
on frequent trading, a requirement that fund
companies publicly disclose their proxy share
voting policies, and a limit on soft dollar
transactions.

CSA Response

Auditor independence and advice to IRC

The definition of a ‘conflict of interest matter’ in the
Proposed Rule may, in certain instances, capture a
manager’s decision to engage its auditor for the
investment fund it managers. The Proposed Rule
authorizes the IRC to employ independent counsel and
other advisers it determines useful or necessary to carry
out its role. We continue to believe a flexible approach
to the IRC’s use of external advisers is appropriate.

Other initiatives

While not within the scope of the Proposed Rule, a
number of the investor protection initiatives raised by
this commenter are currently underway.

Part 1
Section 1.3 Multiple class CSA Response
mutual funds Two commenters questioned the desirability | Upon review, we agree with these commenters.
of introducing the use of terminology Accordingly, the Proposed Rule no longer references
different from section 1.3 of NI 81-102. multiple class funds.
The Proposed Rule would apply to multiple class
mutual funds in the same manner as NI 81-102 applies
such classes or series.
Part 2
Section 2.1 | Independent | CSA Response
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review
committee for a
mutual fund

While two commenters told us that they
appreciated the flexibility provided to fund
managers to structure an IRC that works best
for the funds that it manages, another
commenter remarked that the alternative
structures suggested in the Commentary,
except for a committee of individuals
independent of the fund manager, will
generally not be practicable options.

Although one commenter asked that the
Commentary clarify that a mutual fund may
establish multiple IRCs if it wishes, another
commenter told us multiple IRCs within the
same mutual fund complex is undesirable
because: there should be uniformity of
policies and procedures for all funds
managed by the same manager, fund
expenses would increase if several IRCs were
to exist, and it would compound anticipated
difficulty for fund complexes to identify and
attract suitable members for IRC.

Two commenters also remarked that
confidentiality and competition issues make
it unlikely that fund managers would consider
an IRC acting for two or more unrelated fund
complexes.

One commenter urged us to explicitly permit
in the 2004 Proposal (not Commentary) that
an IRC of more than 3 members may

The structure and number of IRCs
We think it is important to provide flexibility to funds
to determine how to best structure their IRC.

With the Proposed Rule no longer including categories
of precluded material relationships in the definition of
‘independence’ for IRC members, a manager is able to
choose the independent members of an existing
independent advisory board, an existing investment
fund board, or IRC, for example, to act as the first
members of the IRC under the Proposed Rule. These
are practical options for funds with existing IRC-like
structures.

There may be instances where the manager would
consider that the objectives or strategies of an
investment fund or group of investment funds warrant
a separate IRC. The Commentary to the Proposed Rule
specifies that the manager may establish one IRC for
all investment funds it manages, or establish an IRC for
each of its investment funds, or groups of its
investment funds.

The IRC’s relationship to existing structures
Upon review, we did not think it was necessary to
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delegate its responsibilities to a committee of
at least 3 members, so that an entire ‘board’
is not liable for the decisions taken by the
IRC.

Another commenter remarked that the 2004
Proposal does not sufficiently delineate the
required scope of reporting by, or decision-
making authority of, an IRC in relation to
existing governance structures (boards)
already in place.

We were also told by a commenter that they
disagreed with our view that there was a large
pool of potential IRC members.

explicitly permit the specific arrangement
contemplated by the commenter.

While the Proposed Rule sets out the reporting
relationship between the manager and the IRC, we
would expect the manager, in the course of selecting an
IRC structure suitable for its investment funds, and
when assisting in the development of the IRC’s charter,
to consider any further reporting obligations the
manager wants from the IRC.

Applicant pool for IRC members

Upon review and consultation, we continue to believe
that there will be a sufficient pool of potential IRC
members.

Section 2.2
Section 2.3

Term of Office
Initial
Appointment
Composition,
Term of office
and vacancies

One commenter disagreed with a maximum
term of 5 years, suggesting IRC members be
permitted to serve 7 years. This commenter
also remarked that a member who has served
the maximum allowable term should not be
eligible for reappointment until two years
have elapsed.

We were also asked to specify a maximum
number of years that can be served by any
one director, with two commenters
suggesting a 10 year cap, citing concern for
members becoming entrenched both in
viewpoints and the desire to stay.

CSA Response

While the Proposed Rule specifies a maximum 5 year
term, it does not limit the number of terms that an IRC
member may serve. We consider the members of the
IRC, who appoint replacement members after the
manager’s initial appointment, to be best-positioned to
judge the effectiveness of a fellow member.

We would expect the annual self-assessment and
committee assessment by IRC members now required
by the Proposed Rule to address whether the term of a
member was problematic. We also believe that this is
an area where best practices will develop.
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One commenter suggested the 2004 Proposal
clarify how initial terms should be structured
S0 as to achieve staggered terms.

Appointments

Comments on appointments to the IRC were
split into three groups.

One group of comments supported the 2004
Proposal’s requirement for the IRC to appoint
replacement members after the fund
manager’s initial appointments. However, we
were also told by one commenter that the
2004 Proposal should provide the manager
with a forum to object such nominations, and
another commenter remarked that the 2004
Proposal should provide for investors to
participate in the appointment of IRC
members.

The second group of commenters disagreed
with the approach in the 2004 Proposal. They
told us that the fund manager should be
solely responsible for all IRC appointments,
since the best interests of the mutual fund
ultimately lies with the fund manager, and the
manager is as interested as securityholders in
ensuring that an IRC is comprised of
qualified, competent people.

The third group of commenters remarked that
the manager and IRC should appoint and
remove members jointly.

CSA Response

We believe the IRC’s appointment of members (after
the manager’s initial appointment), is best-suited to
foster an independent-minded IRC focused on the best
interests of the investment fund. We consider the
process of self-selection of the IRC to be consistent
with good governance practices.

Some commenters suggested the manager should have
some involvement in the selection process and we
agree.

Accordingly, the Proposed Rule now requires
appointments of members of the IRC to meet certain
minimum nominating criteria, which we would expect
the manager and IRC to develop together.

The Commentary to the Proposed Rule further
specifies our expectation that the IRC would consider
the manager’s recommendation in selecting its
members.

Section 2.4

Independence

CSA Response
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Many commenters asked us to clarify in
Commentary 3 whether “material
relationship” includes individuals who have
an investment in the particular mutual fund.
We were told such individuals otherwise
qualified should not be prevented from
becoming a member of an IRC, as ownership
serves to align the interests of the IRC with
the mutual funds.

One commenter even suggested all IRC
members be required to own securities in the
mutual funds they review, equal to a
minimum of one year’s fees, in order to align
their interests with those of securityholders.

Two commenters disagreed with the 2004
Proposal permitting the board of a trust
company acting as trustee for the fund to
become members of the fund’s IRC. While
another commenter supported this approach,
still another told us that the board’s first
responsibility is to the trust company, and
stressed the importance of true independence
of the manager.

We were also asked by a commenter to
specify in Commentary 6 whether an IRC
should adopt policies and procedures
requiring disclosure of a member’s and close
relatives’ interests in the funds. The
commenter remarked that IRC members
should recuse themselves from discussions
relating to funds in which they hold
substantial interests.

As noted above, we believe that we can describe the
types of members we think would be appropriate
through a “principles’ based definition of
independence.

Accordingly, the Proposed Rule no longer includes
categories of prescribed material relationships
(precluded persons), as found in M1 52-110 or
proposed NP 58-201.

Ownership of securities of the investment fund

While the Commentary specifies that a “material
relationship” within the definition of “independence”
may include ownership, we would expect only those
relationships which might reasonably be perceived to
interfere with the exercise of a member’s independent
judgment to be considered material.

Disclosure of interests

The Commentary to the Proposed Rule has been
revised to specify our expectation that an IRC’s written
charter include policies and procedures that describe
how members of the IRC are to conduct themselves
when in a conflict of interest, or perceived conflict of
interest, with a matter being considered or about to be
considered, by the IRC.




Proposed NI 81-107 Independent Review Committee for Investment Funds

Comments

We believe this is an area where best practices will
develop.

Section 2.5

Responsibilities

Two industry commenters told us that the
requirement for the IRC to deliberate in the
absence of management was impractical and
unnecessary. They suggested the IRC should
be allowed to decide whether to include or
exclude representatives of the manager from
its proceedings. Alternatively, one of these
commenters told us that Commentary 2
should clarify that the IRC can meet with
representatives of the manager or any entity
related to the manager to discuss any matters
before the IRC.

One commenter asked us to move the phrase
“provide impartial judgement” to the
Commentary, since the IRC members will be
independent and their duty is to recommend
what would be a “fair and reasonable result”.

Another commenter told us that the criteria
for review by the IRC of a matter referred to
it should include that the proposed action by
the manager is in the fund’s best interests.

CSA Response

The IRC’s deliberations

Part 3 of the Proposed Rule now sets out the
responsibilities of the IRC.

Given the IRC’s focus on management decisions that
involve a conflict of interest for the manager, we
continue to believe that the IRC should make its
decisions in the absence of any representative of the
manager, or an entity related to the manager.

However, in response to the comments, the
Commentary now clearly reiterates our view that the
IRC may meet with management or any person who is
not considered ‘independent’ as defined in the
Proposed Rule, to discuss any matter before the IRC.

The IRC’s review and determination

Part 5 of the Proposed Rule now sets out the
determination that the IRC must form in its review of
conflict of interest matters.

For the manager to proceed with certain types of
prohibited transactions without regulatory approval
(inter-fund trading, purchases of securities of related
issuers and purchases of securities underwritten by
related underwriters), the prior approval of the IRC
must now be obtained.

For any other proposed course of action by the
manager
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that involves or may be perceived to involve a conflict
of

interest for the manager, we continue to believe a

determination of the IRC of whether the action is a fair
and

reasonable result for the investment fund is appropriate.

IRC’s charter

Two commenters told us the 2004 Proposal
should provide guidance on the CSA’s
expectations as to the role, obligations and
functions of the IRC, and that these
responsibilities should be aligned with
existing corporate governance standards for
corporate boards.

Another commenter expressed concern that
the 2004 Proposal lacked specific parameters
for the IRC’s mandate and responsibilities.
This commenter told us permitting each fund
complex to set its own charter effectively
grants self-regulatory powers to mutual
funds, and makes a comparison of
governance standards among mutual funds
difficult.

We were also told that if the concept of
‘shared’ IRCs remained, the Commentary
should clarify that a separate charter for each
fund family is necessary.

Finally, one commenter remarked that the
IRC’s adoption of a written charter setting
out its mandate should not be interpreted to
allow an IRC to unilaterally enlarge its

CSA Response

We were persuaded by the commenters who told us to
set specific parameters around the IRC’s mandate and
responsibilities, which form the basis of the IRC’s
written charter.

Accordingly, Part 3 of the Proposed Rule now sets out
the functions we expect the IRC to fulfill. We consider
many of the IRC’s obligations under this part — regular
assessments, reporting obligations, for example — to be
consistent with good governance practices.

We believe the changes made in the Proposed Rule will
ensure a minimum governance standard among all
investment funds subject to the instrument, and a level
of uniformity in IRC charters.

In response to comments, the Commentary to the
Proposed Rule has been revised to specify that we
would expect an IRC of multiple fund families to
prepare a separate charter for each fund family.

The Proposed Rule has also been revised to state that
any mandate of the IRC beyond the scope of the
Proposed Rule must be by mutual agreement of the
IRC and the manager.
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mandate or powers beyond 2004 Proposal,
without the fund manager’s consent.

Section 2.6 Standard of care CSA Response
One commenter remarked that the standard of | We believe the standard of care for a member of the
care for IRC members should be to act in the | IRC when carrying out his or her function should be to
best interests of fund securityholders, since act ‘in the best interests of the investment fund’. This
there may be instances where a mutual fund standard is consistent with the manager’s standard of
might stand to benefit from transactions that | care and the standard of care expected of directors of
do not directly benefit securityholders. corporate boards.
Another commenter also suggested that we The Commentary now describes our expectation that
delete Commentary 2 as it is unnecessary. any consideration by the IRC of the best interests of the
investment fund would, first and foremost, be a
consideration of the best interests of the securityholders
in the investment fund.
Section 2.7 Authority CSA Response

One commenter asked us to give the IRC the
authority to require indemnification by the
fund manager or the fund under appropriate
circumstances.

As a technical matter, two commenters
remarked that the 2004 Proposal must
provide the mutual funds and the fund
manager with an exemption from Part 5 of NI
81-102 (and corresponding Section 3.2 of the
2004 Proposal), for expenses related to
compliance with the 2004 Proposal.

We disagree that the IRC should have the authority to
require the manager or investment fund to indemnify
them.

The Proposed Rule permits an investment fund and
manager to indemnify and insure the members of the
IRC, consistent with the CBCA. We believe this is an
area where industry practice may develop.

Technical concern

Upon review, we do not consider the expenses incurred
by the introduction of the IRC in the Proposed Rule to
be caught by section 5.1 of NI 81-102.

Our view is that the purpose of section 5.1 is not to
capture the costs associated with compliance by an
investment fund of new regulatory requirements.
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Indirect
compensation by
the manager

While one industry commenter agreed with
us that a fund manager’s direct or indirect
compensation to the IRC would seriously
undermine the independence of IRC
members from the manager, an investor
advocate told us that fund investors should
not have to pay to keep managers honest; the
costs of the IRC should be included in the
services provided by the manager for its fees.

Still another commenter told us that
prohibiting indirect compensation by the
manager to the IRC will not make the IRC
more or less independent from a practical
perspective.

A large number of industry commenters
remarked that preventing a manager from
absorbing the costs of the IRC demonstrated
our lack of understanding of how expenses
are often charged to, and recovered from,
mutual funds.

These commenters explained that typically in
fund companies there is a ‘pool’ of costs that
are chargeable to the funds which are
allocated between all of the funds managed
by a manager. These costs are then added to
the “direct’ costs charged to a fund and
included in the management fee for that fund.
In many cases, fund managers will absorb
some expenses rather than passing them to
the fund to maintain a management expense
ration (“MER™) at a competitive level.

CSA Response

We were persuaded by the commenters who told us to
allow the manager to indirectly pay (by absorbing the
costs) at least some of the costs associated with the
IRC. Particularly convincing to us were the comments
that discussed the effect on the MER of smaller
investment funds if they are not permitted to have the
manager absorb the costs of the IRC.

We are satisfied that the provisions in the Proposed
Rule that require the IRC to set its own compensation,
and mandate that the IRC be 100 percent
“independent”, fosters an independent-minded IRC and
avoids any undue manager influence. Accordingly, the
Commentary to the Proposed now specifies a manager
is not prohibited from reimbursing the investment fund
for the fees and expenses incurred by the IRC.
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We were told that if the 2004 Proposal
prevents a manager from absorbing the costs
of the IRC, the MERs of mutual funds will
increase and depending on the size of the
fund complex, the increases may be
significant and negatively impact fund
performance. This, we were told, is
particularly relevant for smaller funds.

IRC setting
compensation

Commenters had differing views on whether
IRC members in setting their own
compensation put themselves in a conflict of
interest situation. Three commenters told us
yes it did, while one commenter said it did
not, although suggested we clarify this in the
Commentary under Section 2.4.

We also received varied opinions on whether
IRC members should set their own
compensation.

Three commenters told us the fund manager
should set the IRC’s compensation or have a
veto power, as a ‘check’ on possible abuses

by IRC members.

Two other commenters suggested the IRC’s
compensation be set jointly by the manager
and the IRC.

Another commenter remarked that another
body should approve the IRC’s
compensation.

CSA Response

Conflict of interest for the IRC

We do not believe that the IRC setting its own
compensation will interfere with the exercise of a
member’s independent judgment.

The Commentary to the Proposed Rule now articulates
this position.

Setting its own compensation

We strongly believe that the IRC setting its own
compensation will foster an independent-minded
committee, and will avoid undue manager influence.
This requirement is consistent with good governance
practices, and we believe it will be an area where
industry best practices develop.

We agree, however, with those commenters who told
us the manager should have a role in determining the
IRC’s compensation, and that the compensation set by
the IRC should be disclosed.

Accordingly, the Proposed Rule now requires that

(i) in setting its compensation and expenses, the IRC
must consider the manager’s recommendation, and

(i) in the newly required annual report prepared by the
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Alternatively, these commenters told us that
if the IRC sets its own compensation, the
compensation set, any rejection of the
manager’s recommendation (for
compensation and expenses), and the
expenses incurred by the IRC for external
advisers, should be subject to mandatory
disclosure in the funds’ continuous disclosure
documents.

It was also suggested that the 2004 Proposal
provide some guidance regarding the method
by which compensation scales should be
determined.

IRC to securityholders, the IRC must disclose any
instance where the IRC, in setting its compensation and
expenses, did not follow the recommendation of the
manager.

The consequential amendments accompanying the
Proposed Rule set out additional prospectus disclosure
requirements concerning the IRC’s compensation.

Section 2.8

Liability

Three commenters told us that the 2004
Proposal, not Commentary, must speak to the
liability of members of the IRC. One of these
commenters also remarked that the 2004
Proposal should provide that IRC members
are protected by the “business judgment
rule,” saying Section 2.6 may not provide
adequate protection for a committee member.

One commenter pointed out that the 2004
Proposal does not address manager liability.
They told us it is unclear what liability the
manager will incur if it follows the direction
of the IRC to the detriment of the fund and
investors, or how a manager’s liability will be
affected if it does not follow the IRC’s
direction but no harm to the fund or investor
results.

CSA Response

Liability of IRC members

The Proposed Rule now specifies that the investment
fund and manager may indemnify and insure members
of the IRC. For greater certainty, we have used
terminology consistent with the Canada Business
Corporations Act (CBCA).

The Proposed Rule now also provides greater
specificity of the limits on the IRC’s mandate and its
duty of care. We have been advised by external counsel
hired to assist us on the issue of liability, that these
drafting changes (which mirror terminology used in the
CBCA, where appropriate) will sufficiently limit the
liability of members of the IRC to their mandate. It also
increases the likelihood of a member’s ability to invoke
the common law defences available to directors.
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Another commenter strongly urged us to
clearly establish the responsibility and
accountability of the fund manager. This
commenter suggested that the current
standard of care in securities legislation be
moved to the beginning of Part 3.

Manager liability

The Proposed Rule now contains a standard of care
provision for the manager, which mirrors the statutory
standard of care provision for managers found in some
jurisdictions.

The inclusion of this provision in the Proposed Rule
emphasizes our view that the manager is ultimately

responsible, and therefore liable, for the decisions it
makes on behalf of the investment funds it manages.

This is further highlighted in now Part 5 of the
Proposed Rule which specifies that prior to referring a
matter to the IRC, the manager must first decide on the
action it proposes to take, having regard to its duties
under securities legislation.

The Commentary to Part 5 of the Proposed Rule further
states our position that a referral by the manager to the
IRC of a proposed action in no way detracts from the
manager’s statutory obligations.

Insurance
coverage for
IRC negligence

A large number of industry commenters told
us we must clarify if Commentary 2 is meant
to exclude insurance coverage for an IRC
member’s negligence. These commenters
submitted a mutual fund should be permitted
to purchase coverage for a breach of a
standard of care, as permitted under the
CBCA. We were told that in the absence of
proficiency requirements and ongoing
education standards, negligence and breach
of standard of care are of concern.

CSA Response

As noted above, the Proposed Rule has been revised to
permit an investment fund and/or the manager to
indemnify and insure members of the IRC.

We were persuaded by those commenters who told us
we should permit insurance coverage of IRC members
in a manner consistent with similar provisions in the
CBCA. We have made this change.
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While one commenter remarked that if
Director & Officer (“D&QO”) insurance does
not cover negligence, they saw no benefit to
insurance, another commenter acknowledged
that Commentary 2 is consistent with the
OBCA.

As an alternative to funds indemnifying or
insuring IRC members for negligence, one
commenter urged us to permit fund managers
to purchase such insurance.

Section 2.9 Proceedings CSA Response
One commenter told us that the 2004 The Proposed Rule does not require the IRC’s records
Proposal should require the IRC’s records to | to be made available to securityholders upon request.
be available to investors upon request. We believe this is consistent with governance practices
of corporate boards.
Another commenter remarked that where an
IRC is shared with another fund manager or | While we agree with the commenter who told us that
managers, the maintenance of records may be | recordkeeping may be troublesome where an IRC is
problematic and cumbersome. shared with another manager or investment fund
complex, we still believe it is feasible for managers to
share an IRC.
Section 2.10 Ceasing to be a CSA Response

member

While one commenter sought assurance that
all individuals will cease to be members of an
IRC in instances of a change of control of the
manager, in addition to a change of manager,
another commenter told us not to mandate a
change of all IRC members in these
circumstances.

This commenter remarked that changing the
IRC in such instances does not benefit

We agree with the commenter who told us that a
change of control of the manager should cause
individuals to cease to be members of an IRC. We have
made this change.

We continue to believe that a new manager should
have the opportunity to appoint the first members of
the fund’s IRC, having regard to the investment
objectives and strategies it is proposing for the
investment fund.
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investors because there is a lack of
continuity, a new period where IRC
members, appointed by manager, are not
fully independent, and there are costs in
educating new members. It was suggested
that the 2004 Proposal require that on a
change of manager or change of control of
manager, that one-third of members of the
new IRC be from the existing IRC.

We also received comments on other factors
that should warrant the removal of an IRC
member in the 2004 Proposal.

One commenter told us a manager should
have the ability to remove an IRC member if
the individual moves outside of the
jurisdiction where the manager is located.
Another remarked that IRC members should
cease to be members if subject to regulatory
or criminal sanctions.

We were also told that an IRC member
should not be able to sit as a member of an
IRC of another fund complex, and should
cease to be a member of an IRC if they join
the board of directors of, or advisory
committee to, another mutual fund manager
or if they become a member of another IRC.

One commenter remarked that the 2004
Proposal must provide the manager, as a last
measure, some method for identifying and
resolving situations of inappropriate and
potentially harmful actions of IRC members.

Other factors warranting removal from the IRC
Upon review of the circumstances suggested by
commenters warranting a member’s removal from an
IRC, we agree with the commenter who told us an
individual should cease to be a member of the IRC if
subject to regulatory or criminal sanctions. We have
amended the Proposed Rule accordingly.

We disagree, however, that removal of an IRC
member, if the member moves outside the jurisdiction
of the manager or if the member participates on a board
or IRC of another manager, must be mandated in the
Proposed Rule. We consider the members of the IRC to
be best-positioned to assess a member’s ability to
perform his or her function.

We are satisfied that the Proposed Rule gives IRC
members, and the manager, sufficient recourse to
remove a member of the IRC who is no longer
independent within the definition in the Proposed Rule.
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Another commenter echoed this, asking that
we provide additional guidance in the
Commentary for special meetings called by
the manager to remove a member of an IRC.

We were also told by a commenter to
remember that there is considerable time and
expense associated with the procedural
remedy contemplated in paragraph
2.10(2)(b).

Finally, we were asked by a commenter to
clarify why regulators want to be informed of
a mass resignation and what we would do
with this information. The requirement to inform the regulator

We believe that the resignation, removal and
disqualification of one or more IRC members may be
an early warning sign of a larger, more systemic
problem with the IRC or manager. Upon receipt and
review of such information, our intention is to
determine if further follow-up with the IRC or manager
is warranted.

We consider this approach to be consistent with the
CSA'’s increasing emphasis on continuous disclosure
and compliance reviews.

Section 2.11 Disclosure not CSA Response
enough The IRC’s lack of ‘teeth’
We heard from a number of commenters on We were persuaded by those commenters who told us
the 2004 Proposal’s proposition that that disclosure of a manager’s noncompliance with an
disclosure is an effective deterrent for IRC recommendation should be more forthright, and
managers to follow an IRC’s that recommendations do not give the IRC the “teeth”

recommendation. needed to act as an effective investor protection
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Investor commenters unanimously told us
that disclosure of a manager’s noncompliance
with an IRC’s recommendation is not an
effective remedy or sufficient for robust
investor protection. We were told that the
disclosure will probably come too late and
may not be specific enough. These
commenters also said few investors will
likely be aware of it, because of exemptive
orders and proposed rules which contemplate
many disclosure documents only upon
request, and the size of current mutual fund
prospectuses.

Still another commenter, an independent
board of a mutual fund, said they viewed the
IRC as having “very little power” and “teeth”
and not in the best interests of
securityholders. It was suggested that the IRC
be required to report on its activities on an
annual basis to securityholders.

Two industry commenters similarly told us
that we must strengthen the remedy to
securityholders when the manager does not
follow an IRC’s recommendation. One of
these commenters suggested the 2004
Proposal require notice to securityholders,
and a 30 day period after notice to redeem
without charge (with no back-end load
payment) if the IRC considers it warranted.

Other suggestions we received to strengthen

mechanism.

Accordingly, the Proposed Rule now requires that the
manager obtain the approval of the IRC before
proceeding with certain types of prohibited transactions
(inter-fund trading, purchases of securities of related
issuers and purchases of securities underwritten by
related underwriters) that would otherwise require the
approval of the securities regulatory authorities or
regulators.

For all other proposed actions by the manager that
involve a conflict of interest or a perceived conflict of
interest for the manager (and which continue to be
subject to an IRC recommendation), the Proposed Rule
now gives the IRC the discretion to require the
manager to give immediate notice to securityholders of
its decision to proceed despite a negative
recommendation of the IRC.

In response to comments, the Proposed Rule now also
requires the IRC to prepare a report directed to
securityholders at least annually. The report must
disclose any instance where the manager proceeded to
act without the positive recommendation of the IRC.

Additionally, the Proposed Rule now explicitly gives
the IRC the authority to communicate directly with the
securities regulatory authorities or regulators, and
requires the IRC to report instances where it finds (or
has reasonable grounds to suspect) breaches of the
matters under its review.
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the IRC’s recommendations were:
1. to give the IRC the power to remove
a manager, Specific suggestions to ‘strengthen’ the IRC
Except for the suggestion by one commenter to give
2. to allow the IRC to meet separately the IRC the authority to remove the manager, we

with regulators or law enforcement, and

3. to have the IRC report directly to
fund securityholders at regularly scheduled
securityholder meetings to enable
securityholders to question management (and
the IRC).

consider that the Proposed Rule captures the substance
of the suggestions we received to improve the ‘teeth’ of
an IRC recommendation. Namely, the ability of the
IRC to directly communicate with securityholders and
with the regulator.

Our view is that the manager is fundamental to the
investor’s ‘commercial bargain’ with the investment
fund, and accordingly, the IRC should not be able to
remove the manager.

Comments on
the disclosure
required

We also received a number of comments on
what should be disclosed to investors and
where.

One commenter told us the disclosure
contemplated in the 2004 Proposal could
result in too much information being sent to
investors, which will be confusing as well as
costly and unproductive.

Another commenter told us to delete the
section entirely and move disclosure
requirements to the amendments to NI 81-
101 and NI 81-106.

We were told by two commenters to

CSA Response

The consequential amendments accompanying the
Proposed Rule now set out the disclosure we expect in
the prospectus and continuous disclosure documents of
the investment fund regarding the IRC.

In response to the comments, care has been taken to
avoid duplicative disclosure requirements. For
example, the Proposed Rule no longer specifies that the
names of IRC members be disclosed in the prospectus
of an investment fund. Instead, the names of members
(and changes in membership) are required only in the
IRC’s report to securityholders. As a result, the concern
over the need for an amendment when IRC members
change is removed.

Contrary to the views of a few commenters, we
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introduce a ‘materiality’ threshold to
disclosure of instances where the manager
did not follow the IRC’s recommendation.
One of these commenters further remarked
that this materiality test should apply to all
continuous disclosure regarding the IRC,
noting that disclosure otherwise will be
repetitive and become boilerplate and
meaningless.

One commenter asked that the requirement
on the manager to disclose a report by the
IRC if so directed by the IRC, be removed.

We were also asked to not require duplicative
disclosure in a fund’s prospectus and
continuous disclosure documents.

Finally, a commenter asked us to clarify that
when IRC members change, it will not trigger
an amendment to all fund prospectuses. They
suggested that updated lists could be included
on the websites of the manager and required
in subsequent filing of prospectus.

consider every instance where the manager proceeds to
act without the IRC’s positive recommendation to
warrant disclosure.

Accordingly, the Proposed Rule requires that the
annual report to be prepared by the IRC disclose any
instance where the manager proceeded to act despite a
negative recommendation from the IRC. To avoid the
concern of “boiler plate’ disclosure raised by a
commenter, the Proposed Rule specifies only the
minimum topics we believe the report must include.

To address the concerns raised by commenters
regarding the amount and cost of the disclosure
contemplated, the Proposed Rule specifies that the IRC
report be filed with the securities regulatory authorities
or regulator, posted on the website of the investment
fund/fund family/manager, and be available on request
by the investor without cost.

Part 3
Section 3.1 Conflicts of
interest
CSA Response
The test Almost every commenter expressed an The purpose of the Proposed Rule is to ensure an

opinion on the test and scope of Section 3.1.

While one commenter told us our principles-
based definition of conflicts of interest was a
realistic way to address the range of conflicts

independent perspective is brought to bear on the
transactions and operations of an investment fund that
have an inherent conflict of interest for the manager.

We consider the principles-based definition of a
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that are inherent in the manager-mutual fund
relationship, another commenter remarked

that Section 3.1 is too broad and ambiguous,
and will be open to different interpretations.

Still another commenter expressed concern
that over time, the role of IRC will expand
into matters that should be left to the
manager.

Limits to the ‘principles’ based test

A number of industry commenters strongly
urged us to revise the test to contain a
defined, but comprehensive, list of specific
conflict referrals, in addition to the conflict of
interest prohibitions in securities legislation.

Yet other commenters told us to allow the
IRC and fund manager define “conflicts of
interest” in the IRC’s charter.

Two commenters suggested we combine
subsections 3.1(1) and (2) to create a simpler
test, which introduces the concept of
materiality; that is, only material interests or
conflicts should be referred to the IRC. We
were also told to be consistent with M1 52-
110.

It was also suggested by a commenter to
permit a de minimis test for referral to the
IRC in non-recurring situations in which
there is a direct conflict, but where the
potential cost and risk to the fund is small.

‘conflict of interest matter’ in the Proposed Rule to best
capture the range of possible management decisions
that may involve a conflict of interest for the manager.

We would expect that any proposed course of action a
manager considers to involve a conflict of interest,
would similarly be caught by the test in the Proposed
Rule.

We continue to believe that the manager (and
ultimately the investment fund and securityholders)
could benefit from the independent perspective and
input of an IRC on all decisions that may involve a
conflict of interest for the manager.

Therefore, none of the limitations suggested by
commenters to the scope of the conflicts of interest
caught by the 2004 Proposal have been adopted in the
Proposed Rule.
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Commenters also asked us to define what is
meant by the word “matter”. We were told
that matters should not include business
decisions but situations where true conflicts
of interest could arise. Examples: allocating
securities amongst mutual funds in a family
and other clients, seeking best execution, and
entering into soft dollar arrangements.

Still another commenter remarked that if the
CSA'’s intention is that all matters in
Commentary 5 (related-party conflicts) be
referable to the IRC, for certainty,
Commentary 5 should be moved to the 2004
Proposal.

One commenter remarked that the manager
should retain the ability to refer any matter to
the IRC that it views as a conflict of interest.

The need to specify each step

We were told by three industry commenters
that the 2004 Proposal should specify the
specific steps expected of the fund manager
when faced with a conflict of interest matter.

A number of others also asked us to have the
test specify that the IRC may approve the
policies of the manager in advance, and that
this will discharge the manager’s duty under
Section 3.1, provided there is regular
reporting for the IRC to satisfy itself that the
fund manager is in compliance with its
policies and procedures.

The need to specify each step

We were persuaded by the commenters who told us to
specify the steps expected of the manager and IRC
when an action under consideration by the manager
involves a conflict of interest. Accordingly, the
Proposed Rule now sets out the procedure that the
manager and IRC must follow in these circumstances.

In response to the comments, the Proposed Rule now
requires the manager to refer a proposed course of
action to the IRC before proceeding to act, after having
considered the action in regard to its duties under
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Still other commenters remarked that the
2004 Proposal should require that the IRC
review and approve in advance the policies
relating to related party transactions.

Independent auditor testing

While one commenter told us independent
auditors should be required to pass opinion
on the internal policies and procedures or
controls of the manager, another commenter
suggested that the IRC be given the ability to
investigate and test for potential areas of
conflict, using an external auditor if desired.

Specific wording in the test

One commenter asked us to consider
replacing “question whether” with ‘consider’
in subsection 3.1(1), because the plain
meaning of the wording suggests referrals to
the IRC will only occur when there is
uncertainty whether the fund manager is in a
conflict situation.

Three other commenters asked us to delete
“different from” in subsection 3.1(2) because,
they told us, many normal day-to-day
business operations of the mutual fund appear
to be caught by “different from”. These
commenters remarked that only a situation in
which a manager has an interest that

applicable laws and its written policies and procedures.
The IRC must then review the action and make the

applicable determination. If the IRC so chooses, it may
give a standing instruction to the manager for an action
or category of actions, subject to its ongoing oversight.

Further, for any matter the manager must refer to the
IRC, the manager must have established written
policies and procedures, with IRC input, before
proceeding to act on the matter.

Independent auditor testing

We disagree with the commenters who told us that the
2004 Proposal should mandate an independent audit of
the manager’s policies and procedures or controls.

The Proposed Rule authorizes the IRC to employ
independent counsel and other advisers it determines
useful or necessary to carry out its role. We continue to
believe a flexible approach to the IRC’s use of external
advisers is desirable.

Specific wording in the test

The definition of a “conflict of interest matter’ in now
Section 1.3 of the Proposed Rule was drafted with the
wording suggestions of commenters in mind.
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“conflicts with” the best interests of the fund
should be referred to the IRC.

Portfolio manager conflicts

We were asked by a number of commenters
to clarify in the 2004 Proposal how Section
3.1 applies to potential conflicts at a portfolio
manager level, particularly when outsourced.
It was suggested that either:

1. the IRC have no role if the manager
has discharged day-to-day decision making to
an unrelated third party adviser, or

2. the Section should clarify that either
that the fund manager has no obligation to
monitor portfolio manager conflicts
(especially unrelated portfolio managers), or,
the fund manager must make reasonable
inquiries of the portfolio managers of their
policies and procedures to deal with any
conflicts falling within a defined list.

Non-referrals of matters

We heard from both industry and investor
commenters that the 2004 Proposal fails to
provide a monitoring process, or penalty, for
non-referral of matters, to ensure
management upholds its obligations to refer
conflicts to the IRC. These commenters also
told us there is no guidance on what the IRC
should do, if anything, if the fund manager
refers very little to it for its review and
consideration.

Portfolio manager conflicts

The Proposed Rule is intended to capture the conflicts
of interest at the manager and portfolio manager level
that may conflict with the manager’s duty to act in the
best interests of the fund.

For greater certainty, the definition of a ‘conflict of
interest matter’ in the Proposed Rule specifies that any
proposed action that is related to the operations of the
investment fund that the manager, investment fund or
portfolio manager is prohibited from proceeding with
by a conflict of interest or self-dealing prohibition in
securities legislation, is considered a ‘conflict of
interest matter’ under this instrument (which must be
referred to the IRC).

Non-referrals of matters

We were persuaded by the commenters who expressed
concern over how referrals to the IRC of conflict of
interest matters would be ensured and enforced.

As a result, the Proposed Rule now gives the IRC the
authority to communicate directly with the securities
regulatory authorities or regulators, and requires the

IRC, on matters within the scope of its responsibility,
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to report a breach, or a reasonable suspicion of a
breach, of securities legislation.

We consider these mechanisms to give the IRC
sufficient recourse if it suspects non-referral of conflict
of interest matters.

Conflicts

Almost all industry commenters told us that
the definition of “conflicts of interest” is too
broad. Specifically, we were told that the
description of “business conflicts” seems to
catch almost all business decisions, and the
Commentary’s “prescriptive, non-exhaustive
list of potential conflicts” creates uncertainty,
and that they disagree with many of the
conflict matters listed in the Commentary.

We were told that in instances where the fund
manager is either related to or acts as the
portfolio manager, back office service
provider and trustee, it is possible that every
service provided by the fund manager to the
fund would fall under the scope of the IRC’s
review.

One commenter suggested that the IRC’s
mandate to monitor all administration and
management of the mutual funds risks
creating a material relationship between the
IRC and the manager.

Three commenters questioned why marketing
is considered a conflict in light of National
Instrument 81-105 Mutual Fund Sales

CSA Response

We disagree with those commenters who expressed
alarm at the broad definition of ‘conflicts of interest’ in
the 2004 Proposal. The inherent, and often numerous,
conflicts of interest that could arise in the management
of an investment fund are precisely the matters we
believe should be subject to the independent review
and input of the IRC.

We do not consider, as one commenter suggested, that
the IRC’s role in the operations of the investment fund
would impede a member’s ability to exercise
independent judgment regarding the conflicts of
interest facing the manager.

We were, however, persuaded by those commenters
who told us that the lists of potential conflicts in the
Commentary to the 2004 Proposal creates uncertainty
and serves to undermine the principles-based approach
to a manager’s ‘conflicts of interest’.

Accordingly, the non-exhaustive list of possible
conflicts of interest in the Commentary has been
removed in the Proposed Rule. As a result, we would
expect the specific conflict examples raised by
commenters to be looked at on a case-by-case basis.
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Practices (“NI 81-105"). One of these
commenters remarked that the IRC should
not assume a compliance/enforcement role
with respect to specific rules or policies
already in place.

Other specific ‘conflicts” we were told should
be excluded from the scope of IRC review
were:

1. conflicts with third-party oversight,
such as with fund auditors.

2. fee changes, since fees are disclosed
in the prospectus and part of consensual
commercial bargain, and

3. the appointment of the manager of an
affiliate as an adviser to the fund

Yet, we were also asked by one commenter
why the personal trading policies of the fund
manager were not referenced in the list of
business conflicts in the Commentary.

This commenter also recommended that the
listed potential conflict “Favouring certain
investors to obtain or maintain their
investment in the mutual fund” be expanded
to better describe the CSA’s intentions.

Conflict
Prohibitions in
Securities
Legislation

One commenter questioned the CSA’s
intentions for dealing with the overlap of the
conflict of interest prohibitions in the Ontario
Act (and other applicable provincial statutes),
since the Uniform Securities Legislation does

CSA Response

The Proposed Rule and accompanying consequential
amendments to NI 81-102 specifically exempt
investment funds from the statutory prohibitions that
prevent those conflict of interest transactions that, we
consider, can be addressed through IRC review and
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not contain any part similar to Part XXI of
the Ontario Act.

This commenter recommended that we
provide clear commentary about any decision
to exempt mutual funds and their managers
from the conflict of interest provisions in
securities legislation to the extent they
comply with the 2004 Proposal. We were
also told the Commentary should be clear
that the IRC is meant to reinforce the duty on
the fund manager to act in the best interest of
the fund, and that the manager must still

approval.

The Notice to this Instrument and the Proposed Rule
specify our intention that all prior exemptions granted
from the conflict of interest and self-dealing provisions
in securities legislation may no longer be relied on
following the transition date.

We continue to monitor the progress of the Uniform
Securities Legislation. As it progresses, we expect to
re-visit the conflict of interest prohibitions contained in
our respective legislation and consider what
prohibitions should be incorporated into rules

abide by duty of care. governing investment funds.
Section 3.2 Changes to the CSA Response
mutual fund One commenter, who told us IRC review will | We do not propose within the scope of this project to
impose a longer time frame than currently to | review the 60 day notice requirement in Part 5 of NI
implement a change, asked that we shorten 81-102. This may be an area that requires revisiting
the notice period. after we gain some experience with IRC reviews of
matters under Part 5 of NI 81-102.
Section 3.4 Supporting CSA Response
information IRC ability to compel a meeting

We were told by a commenter that the
authority of the IRC to direct the manager to
convene a special meeting of securityholders
to consider and vote ‘on a matter’ is
unnecessary, unrealistic and too open for
misuse. This commenter remarked it is not
clear what securityholders would be voting
on, and in circumstances where the IRC
believes that the fund manager has breached
or will breach its fiduciary standards, an IRC
would more realistically follow different
avenues, including resignation, public

We were persuaded by those commenters who told us
the authority of the IRC to direct the manager to
convene a securityholder meeting is not an effective
response if the IRC is concerned the manager is not
acting appropriately.

Accordingly, the Proposed Rule no longer gives the
IRC the authority to direct the manager to convene a
meeting of securityholders.

Instead, in instances where a manager intends to
proceed with a course of action without a positive




Proposed NI 81-107 Independent Review Committee for Investment Funds

Comments

disclosure or contacting the applicable
securities regulatory authorities.

This commenter went on to say that the
disclosure contemplated in section 2.11 is
more effective than the IRC convening a
meeting of securityholders, because it
requires the fund manager to publicly explain
why it did not follow the recommendation, as
contemplated by the Rule.

Two commenters also remarked that the 2004
Proposal provides no checks and balances or
element of materiality on an IRC convening a
meeting. They warned that the IRC could use
the power to convene a meeting in a manner
not contemplated by the CSA, and suggested
the IRC be given guidance to consider the
costs of holding such a meeting.

It was also remarked that the Commentary is
unclear if the IRC should rely on NI 54-101
Communication with Beneficial Owners of
Securities of a Reporting Issuer in
communications with securityholders or if
the IRC has authority to independently
contact securityholders.

recommendation by the IRC, the IRC now may, in its
discretion, require the manager to notify
securityholders at least 30 days before proceeding with
the action.

Notice of a manager proceeding without a positive
recommendation of the IRC must also be reported by
the IRC in its report to securityholders, to be prepared
at least annually.

In addition to notifying securityholders, the Proposed
Rule now gives the IRC the authority to communicate
directly with the securities regulatory authorities or
regulators, and requires the IRC, on matters within the
scope of its responsibility, to report a breach, or a
reasonable suspicion of a breach, of securities
legislation.

Section 4.1
Section 4.2

Exemptions
Revocations of
exemptions,
waivers or
approvals

One commenter questioned our authority and
ability of individual commissions to revoke
individual orders granted by a securities
commission or director, without individual
notice to the recipient and a hearing. It was
queried what exemption orders existed

CSA Responses

We are satisfied that we have the authority to notify,
through the rule-making process, our intention to
revoke orders that deal with the matters to be regulated
by the Proposed Rule.

While many orders caught by our revocation contained
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beyond the orders with embedded sunset
clauses already.

This commenter asked us to provide guidance
in the Commentary that a fund manager may
in fact stop relying on an order and consider
itself no longer subject to the conditions to
the order, once it has established an IRC and
the IRC and the manager have agreed on a
written charter.

‘sunset’ provisions, others did not.

The Commentary to the Proposed Rule has been
revised to provide guidance on transitional issues
(including reliance on existing orders) related to the
Proposed Rule.

Section 5.1

Effective date

One commenter told us there should be a
clear transition for disclosure obligations and
mutual funds should not be expected to file
an amendment to offering documents.

We were also urged by this commenter to
consider and prescribe in the 2004 Proposal a
mechanism on how industry can deal with
issues that arise due to past disclosure in
offering documents. For example, how will
existing securityholders be advised of the
changes to Part 5 of NI 81-102.

CSA Response

The Proposed Rule has been amended to clearly
specify the transition for compliance with the Proposed
Rule and its reporting obligations, etc.

We are satisfied that the transitional dates provide
sufficient flexibility to comply with the disclosure
obligations of the Proposed Rule.

We are also of the view that the changes contemplated
to Part 5 of NI 81-102 — removing the requirement for
a securityholder vote for a change of auditor and in
instances of reorganizations and transfers of assets
between mutual fund affiliates — do not necessitate a
prescribed mechanism of disclosure.




