NOTICE OF RULESAND POLICIESMADE UNDER THE SECURITIESACT
AMENDMENTSTO
NATIONAL INSTRUMENT 81-102
AND COMPANION POLICY 81-102CP
MUTUAL FUNDS
ANDTO
NATIONAL INSTRUMENT 81-101
AND COMPANION POLICY 81-101CP
MUTUAL FUND PROSPECTUS DISCLOSURE
ANDTO
FORM 81-101F1
CONTENTSOF SSMPLIFIED PROSPECTUS
AND TO
FORM 81-101F2
CONTENTSOF ANNUAL INFORMATION FORM
Notice of Rulesand Policy

The Commission has, under section 196.1 of the Securities Act (Alberta) (the “Act”), made rules
(collectively, the “Rule Amendments’) that amend the following insruments (the “Exigting Rules’):

1. Nationa Instrument 81-101 Mutual Fund Prospectus Disclosure (NI 81-101),
2. Form 81-101F1 Contents of Smplified Prospectus (Form 81-101Fl),

3. Form 81-101F2 Contents of Annua Information Form (Form 81-101F2), and
4, Nationa Instrument 81-102 Mutual Funds (NI 81-102).

The Commission has adso adopted policies (collectively, the “Policy Amendments’) that amend the
following palicies of the Commission (the “Exigting Policies’):

1. CompanionPolicy 81-101CPto Nationa Instrument 81-101 Mutua Fund Prospectus Disclosure
(CP81-101); and

2. Companion Policy 81-102CP to Nationa Instrument 81-102 Mutua Funds (CP81-102).

The Rule Amendments will come into force on May 2, 2001. The date that the Rule Amendments come
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into force is referred to in this Notice as the effective date of the Rule Amendments. The Policy
Amendments will come into force on the effective date of the Rule Amendments.

In this Notice, the Rule Amendments and the Policy Amendments will be referred to collectively, as the
Amendments.

The Amendmentsareinitiativesof the Canadian SecuritiesAdminigrators(“CSA”). The Rule Amendments
have been, or are expected to be, adopted as rules in each of British Columbia, Alberta, Manitoba,
Ontario and Nova Scotia, aCommission regulation in Saskatchewan, and policiesin dl other jurisdictions
represented by the CSA. The Policy Amendments have been, or are expected to be, implemented as
policiesin al of the jurisdictions represented by the CSA.

Background

The CSA published drafts of the Amendments for comment in two separate Notices of Proposed
Amendments, published in Alberta on:

. January 28, 2000! (the “ January Draft Amendments’); and
. June 16, 20007 (the “ June Draft Amendments”).

The January Draft Amendments dedlt primarily with the CSA’s proposa to permit mutual funds to enter
into securities lending, repurchase and reverse repurchase transactions.  The June Draft Amendments
proposed changes to permit index mutua funds to better meet their investment objectives, but aso
proposed changes to the cadculation of the management expense ratio of mutua funds, amongst other
housekeeping changes.

The Notices of Proposed Amendments published with the January Draft Amendments and the June Draft
Amendments provide background for the Amendments and describe the changes proposed to be made
to the Existing Rules and the Existing Policies and the reasons for such changes.

The comment periodsfor the January Draft Amendments and the June Draft Amendments ended on April
30, 2000 and September 14, 2000, respectively. The CSA received anumber of submissions on each of
the January Draft Amendments and the June Draft Amendments. The CSA have cond dered the comments
provided in these submissions and their decisons regarding these comments are reflected in the
Amendments. Changes have been made from the January Draft Amendments and the June Draft
Amendments in response to comments received.

1 (2000) 9 ASCS 317.

2 (2000)9 ASCS 2190.
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The CSA are of theview that none of the changes made from the January Draft Amendments and the June
Draft Amendments are materid within the meaning of securitieslegidation. Accordingly the Amendments
are not subject to a further comment period.

Since the CSA are not making any materid changesfrom the January Draft Amendments or the June Draft
Amendments, these two rule and policy amendments have been combined into the Amendments. The
Amendments should be read with the Existing Rules and the Exigting Policies, as amended.

Appendix A to this Notice lists the commentators on each of the January Draft Amendments and the June
Draft Amendments. Appendix B provides a summary of the comments received on the January Draft
Amendments and the response of the CSA to those comments. Appendix C providesthisinformation for
the June Draft Amendments.

This Notice summarizes the changes to the January Draft Amendments and the June Draft Amendments
made in response to commentsreceived and asaresult of further consideration of the applicable proposed
rules and policies by the CSA.

Substance and Pur pose of the Amendments

The purpose of the Amendmentsisto:

. alow mutua fundsto enter into securitieslending, repurchase and reverse repurchase transactions

on a bass that the CSA believe is appropriate to both ensure investor protection and permit
mutua funds to redlize the potentid benefits of these transactions for their securityholders,

. permit index mutua funds to better achieve their investment objectives by alowing them to track
their target indices without concentration limits, provided certain disclosure requirements are
adhered to; and

. make various housekeeping amendmentsto the Existing Rules and the Existing Policiesto address

issues that were brought to the attention of the CSA  when they werefindizing the Exiging Rules
and the Exigting Policies in late 1999 and since those rules and policies came into force on
February 1, 2000.

The Notices of Proposed Amendments published with the January Draft Amendments and the June Draft
Amendments contain a complete description of the substance and purpose of the Amendments.

Trangtional Matters

The Investment Funds Ingtitute of Canada has asked the CSA, on behdf of its members, whether the CSA
would object if mutua funds gave the notices required by the Amendments to permit those mutua funds
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to engage in securities lending transactions, repurchase agreements and reverse repurchase agreements,
after the date the CSA have made the Amendments, but before they become effective. Smilar questions
have been asked on behdf of index mutua fundswishing to take advantage of the concentration restriction
exemptions provided in the Amendments once the Amendments come into force.

The CSA note that the Amendments do not prescribe that the required notices be given only once the
Amendments become effective. If this were the result, the CSA note that mutua funds would be obliged
to wait 60 days before engaging in these transactions following the coming into force of the Amendments.

Provided the content of the notices conform with the requirements set out in the Amendments and
investorsareinformed that amutua fund will engagein thesetransactionsonly if and when the Amendments
come into force, the CSA will consder the notices properly given if given before the coming into force of
the Amendments.  Since the coming into force of the Amendments is dependent, in Ontario and British
Columbia, on government gpprova, the CSA recommend that the notices clarify this point.

The CSA dso will not object to mutua funds wishing to amend their prospectusesto provide the required
disclosure, provided clear disclosure is given of the status of (i) the funds ability to engage in these
transactions and (ii) the coming into force of the Amendments.

Summary of Changesto the Amendments from the January Draft Amendmentsand June Dr aft
Amendments

This section describes changes made in the Amendments from the January Draft Amendmentsand the June
Draft Amendments except that changes of aminor nature, or those made only for purposes of clarification
or drafting reasons, are generadly not discussed. For a detailed summary of the contents of the January
Draft Amendments and the June Draft Amendments, reference should be made to the Notices published
with those proposed amendments.

Rule Amendment to NI 81-102

Section 1.1 - Definitions
“ permitted index”

The June Draft Amendments proposed a new definition of “permitted index” in connection with the
proposed rulesrdaing to index mutua funds. The CSA have amended this definition from the June Draft
Amendments by deleting the requirement that a permitted index be one that is “widely quoted”. Instead,
the definition now provides that a permitted index must be one that is either (a) both administered by an
organizationthat isnot affiliated with any of the mutud fund, its manager, its portfolio adviser or itsprincipd
digtributor and available to persons or companies other than the mutua fund, or (b) one that is widely



-5-

recognized and used. Thischange was madein responseto concerns surrounding the potential ambiguity
of thewords*“widely quoted”. The CSA areof theview that anindex whichiswiddy recognized and used,
but which may not bewidely quoted by themedia, should not be prevented from quaifying asa* permitted
index”.

“ qualified security”

The January Draft Amendments proposed a new definition of “qudified security” in connection with the
securities lending, repurchase and reverse repurchase transaction rule amendments. The CSA have
amended this definition from the January Draft Amendments. The CSA agree with commentators that
commercid paper and debt of Canadian financid indtitutionswheretheissuer or guarantor of such securities
has an gpproved credit rating can congtitute acceptable collaterad for securitieslending. Firdly, thischange
will permit mutua funds to accept collaterd that is currently permitted asdigible collaterd inthe guidelines
for securities lending for penson plans and life insurance companies (the “OSFl Guidelines’) developed
by the Office of the Superintendent of Financid Indtitutions (“OSFI”)3. The CSA are of the view that the
collatera for these transactions remain limited to securities which are sufficiently liquid and secure while
being consstent with current practices for inditutiona lendersin Canada. Secondly, the change will dso
dlow mutud funds more flexibility in how the cash collaterd, or sde proceeds from a repurchase
transaction, can be reinvested, since such reinvestment can only be in qudified securities. Thirdly, the
change will dlow moreflexibility in the securitieswhich may be purchased by amutud fund under areverse
repurchase transaction.

Section 2.1 - Concentration Restriction

The June Draft Amendments proposed new subsections (5), (6) and (7) of section 2.1 to provide an
exemption from the concentration redtrictions for index mutud funds, as defined by the June Draft
Amendments.

Subsection (6) has been amended from the June Draft Amendmentsin two ways. Firdly, to clarify that
an index mutud fund can only rely on the relief provided by subsection (5) if it includes the disclosure
required by subsection (5) of Item 6, aswell as the disclosure required by subsection (5) of I1tem 9, both
of Part B to Form 81-101F1. Subsection (6) of section 2.1 asdrafted in the June Draft Amendmentsdid
not specificaly refer to subsection (5) of Item 6. Thiswas an oversight since the June Draft Amendments
clearly proposed that this disclosure be included in the smplified prospectus of an index mutua fund.

Section 2.12 - Securities Loans

The January Draft Amendments proposed anew section 2.12 which contained the conditionsto be satisfied

3 OSFI Guidelines Pensions B-4 Securities Lending - Pension Plans (February 1992) and OSFI
Guidelines Life Insurance Companies B-4 Securities Lending (February 1997).
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by amutua fund in order for it to enter into a securities lending transaction as lender.

Three changes have been made to section 2.12 from the January Draft Amendments.

Firdly, paragraph 6 of subsection 2.12(1) has been amended to permit specified irrevocable letters of
credit as acceptable collaterd for a securities lending transaction. Letters of credit must be issued by a
Canadian financid indtitution with an approved credit rating as defined in NI 81-102. Letters of credit
issued by the counterparty, or an effiliate of the counterparty, of the mutuad fund in the transaction will not
be acceptable collateral. The CSA understand that |etters of credit are digible collaterd under the OSFI
Guiddinesand for mutud fundsin the United States for securitieslending transactions. The CSA’sviews
on the prudent use of letters of credit as collateral have been added in subsection 3.6(4) of the Policy
Amendments relating to CP81-102.

Secondly, paragraph 12 of subsection 2.12(1) has been amended to clarify the aggregate
lending/repurchase transaction limit. The CSA have smplified thislimit to be 50 percent of the total assets
of amutud fund (without including the collaterd) in response to some apparent confuson on the
cdculaion methodology contained in the January Draft Amendments. The January Draft Amendments
followed the mode for U.S. mutud funds whereby mutua funds are permitted to lend up to 33 - 1/3
percent of total assets including the collatera received from the borrower. The new limit of 50 percent
without counting the collaterd received is substantively Smilar to the 33 - 1/3 percent restrictioninthe U.S.
mode, but the CSA congder that the revised limit is easier to understand.

Thirdly, clause 2.12(2)(a) has been amended to permit a mutua fund to reinvest any cash collaterd
received in quaified securities with a term to maturity no longer than 90 days. The January Draft
Amendments essentidly limited reinvestment of cash collatera to overnight investments. After reviewing
the comments received on thisissue, the CSA are of the view that this restriction was not commercialy
practicable. The Amendmentsdlow lending agentsto invest any cash collatera on aportfolio basiswithin
the term to maturity redriction. The CSA beieve that this change will dlow for investment divergfication
while continuing to restrict investments to secure, liquid and short-term instruments.

Similarly, clause 2.12(2)(b) has been amended to alow a mutuad fund to invest cash collatera received
fromsecuritieslending transactions, inreverserepurchasetransactionsas permitted by section 2.14. Under
cause 2.12(2)(b) of the January Draft Amendments, a mutual fund was limited to reinvesting its cash
collatera in overnight reverse repurchase transactions.  This result was not intended by the CSA.
Section 2.13 - Repurchase Transactions

The January Draft Amendments proposed anew section 2.13 which contained the conditionsto be satisfied
by amutua fund in order for it to enter into a repurchase transaction as lender.

Three changes have been made to section 2.13 from the January Draft Amendments.
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Firgly, paragraph 10 of subsection 2.13(1) has been amended to permit repurchase transactions with a
maximumterm of 30days. After reviewing the comments, the CSA areof theview that the maximum term
of five business days proposed in the January Draft Amendmentswas overly restrictive and the amendment
is more reflective of commercid redlities for these transactions. This change will dlow mutud funds to
reduce the adminigtrative costs of entering into new repurchase transactions on aweekly bass.

Secondly, paragraph 11 of subsection 2.13(1) has been amended to clarify the aggregate
lending/repurchase limit in amanner identica to that described above in respect of section 2.12.

Thirdly, clause 2.13(2)(@) has been amended to permit a mutual fund to reinvest cash sde proceeds in
qudified securities with a maximum term to maturity of 30 days. This change mirrors the change to
paragraph 10 of subsection 2.13(1) which permitsamutua fund to enter into arepurchase transaction with
aterm of upto 30days. A mutud fundwill have the added flexibility to invest the cash sales proceedsfrom
arepurchase transaction in 30 day debt instruments which may be more liquid, provide better returnsto
the fund and provide for additiond diversfication.

Smilaly, clause 2.13(2)(b) has been amended to remove the requirement that reverse repurchase
transactions entered into with sales proceeds must have “a term to maturity no longer than the term of the
repurchase transaction”. Aswith the changeto clause 2.12(2)(b), alending agent is permitted to manage
the reinvested cash, subject to the restrictions that any reverse repurchase transaction must be permitted
by section 2.14.

Section 2.14 - Reverse Repurchase Transactions

The January Draft Amendments proposed anew section 2.14 which contained the conditionsto be satisfied
by amutua fund in order for it to enter into a reverse repurchase transaction.

Section 2.14 has been changed in two ways from the January Draft Amendments.

Paragraph 3 of subsection 2.14(1) has been amended to ddete the restriction on the term to maturity of
the qualified securities purchased by the mutua fund under areverserepurchasetransaction. The CSA are
of the view that the current redtrictions, including: (i) the maximum term of the reverse repurchase
transaction; (i) the over-collaterdization requirement; (iii) thedaily marking to market of collatera and (iv)
the definition of qualified securities adequately address the risks that this restriction was intended to desdl
with.

Paragraph 9 of subsection 2.14(1) has been amended to increase the maximum term of apermitted reverse
repurchase transaction to 30 days (from five business days). As discussed above in the context of
repurchase agreements, the CSA are of the view that the maximum term of five business days in the
January Draft Amendments was overly redtrictive.



Section 2.15 - Agent for Securities Lending, Repurchase and Rever se Repurchase Transactions

The January Draft Amendments proposed a new section 2.15 which contained the requirements relating
to the use of an agent by a mutua fund to administer its securities lending, repurchase and reverse
repurchase transactions.

Subsection 2.15(4) of the January Draft Amendments has been deleted, as have requirements that the
manager of amutud fund have reasonable grounds for bdieving that the mutua fund's custodian or sub-
custodian is competent to act as an agent. The CSA have deleted these provisonssincein their view the
requirements did not add substantively to the existing legd framework for mutud fund managers in
gppointing agents for mutua funds. A discussion of the CSA’ sviews regarding the gppointment of lending
agents has been added to subsection 3.6(12) of the Policy Amendments to CP81-102.

Section 2.16 - Controls and Records

The January Draft Amendments proposed a new section 2.16 which imposed reporting and review
requirements on both the agent and the manager of amutua fund.

Clause 2.16(2)(c) is new. The CSA have added this provision to highlight the need for agreed upon
collaterd diverdfication Sandards when running a securities lending program.  Collaterd diversfication
standards help to minimize a mutua fund's exposure to any one issuer’s securities in the event of a
borrower default where the mutud fund isrequired to redize on the collaterd received from that borrower.

Section 2.17 - Commencement of Securities Lending, Repurchase and Reverse Repurchase
Transactions by a Mutual Fund

Subsection 2.17(2) is new. This subsection clarifies that mutua funds that have entered into reverse
repurchasetransactionsprior to the effective date of the Amendments pursuant to decisionsof the securities
regulatory authorities are not required to provide notice to securityholders of their intention to continue to
enter into such transactions after the effective date of the Amendments. The CSA consder that these
mutud funds have given their securityholders adequate notice of their reverse repurchase transactions
practices.

Part 5 - Fundamental Changes - Sections 5.5, 5.6 and 5.9

The CSA proposed to amend section 5.5 in the June Draft Amendments through the addition of subsection
(3) to permit the same procedures for securities regulatory approvals under Part 5 of NI 81-102 as are
permitted for exemptions under section 19. In finaizing the Rule Amendments, the CSA noted that other
sections in Part 5 needed to reflect this decision and accordingly thewords* or regulator” have been added



to sections 5.5, 5.6 and 5.9 where appropriate.

Section 6.8 - Custodial Provisionsrelating to Derivatives and Securities Lending, Repurchase and
Rever se Repurchase Agreements

The CSA have changed the name of this section to better reflect its contents.

The CSA proposed an amendment to subsection 6.8(3) in the January Draft Amendments. In response
to the comments received and further consideration of this provison by the CSA, the CSA have not made
this proposed amendment find and subsection 6.8(3) remainsunamended. The CSA are satisfied that the
safeguards currently built into Part 6 are adequateto protect theinterests of security holdersof mutua funds
using over-the-counter derivatives to accomplish their investment objectives.

Subsection 6.8(5) is new. The CSA have added this subsection in response to comments, to dlow a
mutud fund to ddliver its portfolio assets to a counterparty pursuant to a securities lending, repurchase or
reverse repurchase transaction.  Subsection 6.8(5) will permit this ddlivery to occur so long as the
collaterd, cash proceeds or purchased securities delivered by the counterparty is held under the
custodianship of the custodian (or sub-custodian) as provided for by Part 6.

Section 15.6 - Performance Data - General Requirements

The June Draft Amendments proposed a clarification to section 15.6 relaing to “young mutud funds’ and
the date that the applicable one year period ends. The CSA have further amended subparagraph
15.6(a)(i) todarify that no slescommunication pertaining to amutud fund shal contain performance data
unless the mutua fund has “ digtributed” (the June Draft Amendments used the word “offered”) securities
under asmplified prospectusin ajurisdiction for 12 consecutive months. The CSA congder thisword to
be a more readily understandable term that is consstent with applicable securities legidation.

Section 15.14 - Sales Communications - Multi-Class Mutual Funds

This section is new and re-orders rules proposed in the January Draft Amendments to reflect the increase
in mutua funds offering multiple classes of securities that are referable to the same portfolio of assets.
Proposed subsections 15.6(2) and (3) have been moved to form aseparate new section 15.14 dealing with
salescommunicationsfor multi-classfunds. No substantive changes have been madeto section 15.14 from
the amendments proposed in the January Draft Amendments, athough two clarifying changes have been
made.

The CSA have darified that these rules gpply to mutua funds that distribute different classes or series of
securities that are referable to the same portfolio of assets.  In addition, the CSA have clarified that the
requirement to provide performance datain aparticular sllescommunication for each classor seriesrelates
only to each class or seriesthat isreferred to in the sales communication and not to al classesor seriesof
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the mutud fund that are in exisence.

The CSA note that they are continuing to consder the issues raised by multi-class mutua funds as they
relate to the presentation of performance data and may propose additional rules in future proposed
amendments to NI 81-102.

Section 16.1 - Calculation of Management Expense Ratio

In the June Draft Amendments, the CSA proposed a concept of arolling 12 month management expense
ratio to be cdculated by mutud funds wishing to make public their management expenseratios, other than
in financid statements and prospectuses. The CSA received conflicting comments in repect of this
proposa; commentators were gpproximately equaly divided either in favour or not in favour of this
amendment. The CSA proposed thisamendment largdly in response to industry submissionsfollowing the
coming into force of NI 81-102. Since no industry consensus appears to be present concerning the utility
and precticdity of thisproposd, the CSA have decided not to proceed with the draft amendmentsfor new
subsections 16.1 (2) and (3). Accordingly mutua funds are governed by the existing rules contained in NI
81-102 regarding the cal cul ation and presentation of management expenseratios, except that section 16.3,
as proposed in the January Draft Amendments, has been made find as have the amendments described
below proposed in the June Draft Amendments.

Subsection14.1(5) of the Policy Amendmentsrelating to CP81-102 isnew and reflectsthe CSA’ sconcern
that mutua funds comply with section 16.1 in cdculaing and disseminaing their management expense
ratios.

The CSA have made find the proposed amendments contained in the June Draft Amendments to section
16.1 regarding the non-inclusion of income taxes in caculating management expense ratios and the
requirements to provide note disclosure when amutua fund providesits management expenseratio to the
public media service providers.

Section 16.2 - Fund of Funds Calculation

Since the CSA have not proceeded with their proposal for arolling 12 month management expenseratio,
the changes proposed in the June Draft Amendments to section 16.2 which provides a formula for the
cdculation of total expensesfor afund of funds, have smilarly been dropped from the Amendments.

The CSA have findized subsections 16.2(2) and (3) which were proposed in the January Draft
Amendments. These subsections have not been amended from the January Draft Amendments.

The CSA have added a new subsection (4) to section 16.2 to address a technical problem raised by a
commentator in respect of the cadculation of the management expense ratio for a top fund where
management fees are rebated by an underlying fund to that top fund that invests in such underlying fund.
The CSA have clarified that management fee rebates may be deducted from total expenses of the
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underlying fund if the rebateis madefor the purpose of avoiding duplication of fees between the two mutua
funds.

Policy Amendment to CP81-102

Section 2.13 - * purchase’

The CSA proposed anew paragraph 5 for subsection 2.13(2) in the January Draft Amendmentsto clarify
the gpplication of the definition of “purchase’ in the context of securities lending transactions. The CSA
have finalized paragraph 5 by adding subparagraph (b), which reflectsthe CSA’ sresponse to comments
received on the practica gpplication of paragraph 5 as proposed in the January Draft Amendments.
Paragraph 5 now accommodates the practical necessity for amutua fund to have areasonable period of
time to sdl any collatera that it becomes legdly entitled to dispose of due to default of the counterparty,
before that asset is considered a* purchase” for the purposes of section 2.1 of NI 81-102.

Section 3.6 - Securities Lending, Repurchase and Rever se Repurchase Transactions

The CSA proposed a new section 3.6 in the January Draft Amendments to give the CSA’s views on
certain matters relating to securities lending, repurchase and reverse repurchase transactions.

Severd clarifying amendments have been made in the Policy Amendments relating to CP81-102 in
response to comments received by the CSA.

Firdly, the words* having regard to theleve of risk for themutua fund in thetransaction” have been added
to the end of the second sentence of subsection 3.6(2). The CSA are of the view that amutud fund and
itslending agent should eva uate, among other prudent matters, therisksof asecuritieslending, repurchase
and reverse repurchase transaction to the mutua fund in determining the appropriate level of over-
collaterdization as required by sections 2.12, 2.13 and 2.14 of the Rule Amendments.

Secondly, the CSA have added subsection 3.6(4).  This subsection provides the CSA’s views on the
prudent use of letters of credit as collatera for securities lending transactions. Letters of credit should be
irrevocable and the mutud fund should have the ahility to draw down thefull vaue of the loan upon default
of the borrower.  This subsection is a companion policy to new paragraph 6(d) of subsection 2.12(1)
described above in connection with the Rule Amendments to NI 81-102.

Thirdly, the CSA have added subsection 3.6(6). This subsection clarifies the application of the terms
“ddivery” and “holding” of securities or collaterd in the context of securities held by a lending agent for
amutua fund. The CSA recognize securities lending agents industry practice of pooling collaterd that
is received from one borrower for severa securitieslending/repurchase transactions clients. Such pooling
of collateral will not, of itsdlf, violate the Rule Amendments.
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Fourth, the CSA have added subsections 3.6(7) and (8). Both subsections are related and recognize
industry practice that collatera requirements are caculated at the end of business on one day and any
additiond collatera delivered by borrowers on the next business day. Subsection 3.6(8) darifies that a
securities lending agent is permitted to use its vauation principles and practices when carrying out the
requisite daily marking to market caculations.

Hfth, the CSA have added subsection 3.6(11). This subsection recognizes that the standard of care
goplicable to a securities lending agent gpplies to dl the functions performed under a securities lending
programfor amutud fund client, including the responsibility to reinvest cash collaterd and proceedsof sde
from repurchase transactions.

Sixth, the CSA have added subsection 3.6(12). Thissubsection clarifiesthat asecurities|ending agent must
be properly appointed as a custodian or a sub-custodian in accordance with section 6.1 of NI 81-102.
As cugtodian or sub-custodian, the securities lending agent must satisfy al the gpplicable requirements of
Part 6 in carrying out its respongbilities.

Seventh, the CSA have amended clauses 3.6(13)(e) and (f) [in the January Draft Amendments, clauses
3.6 (7)(e) and (f)]. Theamendmentsto clause(€) areto clarify the CSA’ sviewsthat managers and mutua
funds should provide securities lending agents with parameters regarding  minimum requirements for
diversficationof collaterd, aswell astheamount of the collaterdization. Theamendmentsto clause (f) now
recommend that managersand mutua funds provide direction and gpplicable parametersto lending agents
on the lending agent’ s reinvestment of cash collaterd to ensure that proper levels of liquidity of such
reinvested collateral are maintained at al times.

Section 13.2 - Other Provisions

The CSA proposed subsection 13.2(5) in the June Draft Amendments and have findized it without
amendment.

The CSA have made three additions to section 13.2 of CP81-102 to articulate the CSA’s views on the
gpplicability of rulesregarding s escommunicationsto the new multi-class structures established by mutua
funds since the coming into force of NI 81-102. As described above, the CSA’s proposed rulesin the
January Draft Amendments are now contained in section 15.14 of the Rule Amendments. The three
changes made by the CSA in the Policy Amendments relate to section 15.14 of the Rule Amendmentsto
NI 81-102.

Subsection 13.2(6) isnew. This subsection clarifiesthat the creation of a new class or series of security
of amutud fund that is referable to the same portfolio of assets does not condtitute the creation of anew
mutud fund and therefore does not subject the mutual fund to the restrictions of paragraph 15.6(a) of NI
81-102 which provides that no performance datais to be provided for amutua fund if it has distributed
its securities for less than 12 consecutive months.
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Subsection 13.2(7) isnew. This subsection clarifies that athough section 15.14 of NI 81-102 does not
deal directly with asset alocation services, the CSA recognize that it is possible that asset alocation
services could offer multiple classes, and recommends that any sdes communications for those services
comply with the principles of section 15.14 to ensure that those sales communications are not mideading.

Subsection 13.2(8) is new. This subsection sets out the CSA’s views that the use of hypothetical or pro
forma performance data for new classes of securities of a multi-class mutua fund would generdly be
mideeding.

Section 14.1 - Calculation of Management Expense Ratio

Subsection14.1(5) isnew. Giventhe CSA’sdecison not to proceed with theimplementation of arulethat
would require mutud funds to disclose their 12 month “rolling” management expenseratiosin mediaother
than progpectus documents and annud financid satements, subsection 14.1(5) reminds industry
participants that al management expense ratios provided to service providersfor public dissemination can
only bethe latest avail able management expense ratios as ca cul ated in accordance with Part 16 of NI 81-
102.

Rule Amendmentsto NI 81-101

Section 1.1 Definitions

“ commodity pool”

Since the CSA have made the Amendments before findizing Nationa Instrument 81-104 Commodity
Poals, the CSA have not finalized the amendmentsto the definition of commaodity pool a thistime, asthey
proposed in the June Draft Amendments.

Rule Amendmentsto Form 81-101F|

General Instructions

The CSA proposed ingtruction (21) in the June Draft Amendments in response to the renewed focus of
Canadian mutud funds on offering multiple classes of securities referable to the same portfolio of assets.
Ingtruction (21) has been findized, with the clarification that it was intended to apply to those multi-class
mutual funds whose classes are referable to the same portfolio. The CSA have added instruction (22) to
the Generd Ingructions to remind industry participants that classes or series of amutua fund, where each
classor series of a class of securities of the mutua fund is referable to a separate portfolio of assets, are
considered to be separate mutual funds as provided in section 1.3 of NI 81-102.

[tem 9 of Part B - Risks



-14-

The CSA proposed amendments to Item 9 of Part B in connection with the index fund amendments
proposed in the June Draft Amendments. The CSA have findized these amendments in the Rule
Amendments with three changes madein response to comments received on the June Draft Amendments.

Frdly, subsection (6) of Item 9 now reflectsthat section 2.1 of NI 81-102 exempts mutud fundsfrom the
concentration restrictions in section 2.1 when they invest in government securities (as defined) or in
securitiesissued by clearing corporations. A mutud fund investing in these securities is not required to
provide the disclosure required by subsection (6) of Item 9 in respect of those investments.

Secondly, subsection (6) has been amended to clarify more precisdy than did the June Draft Amendments,
the nature of the disclosure that must be given by mutud funds investing more than 10 percent of their net
assets in securities of any one issuer. Where subsection (6) requires disclosure, the mutua fund must
disclose the name of the gpplicableissuer and the maximum percentage of the net assets of the mutua fund
that the securities of that issuer represented during the gpplicable 12 month period.

Thirdly, the CSA have included new Ingtruction (6) to Item 9 of Part B. ThisIngruction darifiesthat, in
providing the disclosure required by subsection (6) of Item 9, a mutua fund is not required to provide
particulars or provide a summary of each and every occurrence where more than 10 percent of its net
assets were invested in the securities of an issuer in the past 12 months.

Rule Amendmentsto Form 81-101F2

General Instructions

The CSA amended or added ingtructions (14) and (15) to the Generd Instructions, as applicable, for the
same reasons as are described above in connection with the General Instructions for Form 81-101F1.

Text of the Amendments

Thetext of the Amendments follow.

Dated: February 16, 2001
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APPENDIX A

LIST OF COMMENTATORS
ON
THE JANUARY DRAFT AMENDMENTS
AND
THE JUNE DRAFT AMENDMENTS

On January 28, 2000, the CSA released for public comment the January Draft Amendments. During the
comment period, which ended on April 30, 2000, the CSA received twenty-threelettersfrom thefollowing

paties:

AIC Group of Funds

The Association of Globa Custodians (an informa codition of nine United States banksthat act,
directly or through affiliates, as globd custodians or sub-custodians)

Barclays Globd Investors Canada Limited

CIBC Méllon Globa Securities Services Company

Degardins Trust/Fducie Degardins

Elliott & Page Limited

Fddity Investment Canada Limited

Globa Strategy Financid Inc.

John E. Hall

Investment Dedlers Association of Canada

The Investment Funds Ingtitute of Canada

Investors Group Inc.

Kirkpatrick & Lockhart LLP, on behaf of Morgan Stanley & Co. Incorporated
McMillan Binch

Oder, Hoskin & Harcourt LLP

PaineWebber Globa Portfolio Lending, a divison of PainéWebber Incorporated
Roya Bank of Canada

Royd Bank Investment Management Inc.

Royd Trust Corporation of Canada

Scotia Securities Inc.

State Street Bank and Trust Company

Stikeman Elliott, on behaf of TAL Globa Asset Management Inc.

TD Asset Management Inc.

On June 16, 2000, the CSA released for public comment the June Draft Amendments. During the
comment period, which ended on September 14, 2000, the CSA received five letters from the following
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parties:

1. C.I. Mutud Funds Inc.

2. Fraser Milner Casgrain

3. The Investment Funds Ingtitute of Canada

4, Roya Mutud Funds Inc. and Roya Bank Investment Management Inc.
5. TD Quantitative Capita, adivison of TD Asset Management Inc.

The CSA have consdered al comments provided by the above commentators and have made the changes
described inthisNotice largely in responseto those comments. The specific comments provided, together
with the CSA’s responses to those comments, are summarized in the following two gppendices to this
Notice. The CSA thank dl commentators for their thoughtful review of the proposed rules and policies
and for providing their written comments.

Copiesof dl comment lettersmay beviewed a MicromediaLimited, 20 VictoriaStreet, Toronto, Ontario
(416) 312-5211 or 1- (800) 387-2689; at the British Columbia Securities Commission, P.O. Box 10142,
Pacific Centre, 701 West Georgia Street, Vancouver, British Columbia (604) 899-6500; at the Alberta
Securities Commission, 10025 Jasper Avenue, Edmonton, Alberta (780) 427-5201; and at the
Commissiondesvaleurs mobiliéres du Québec, Stock Exchange Tower, 800 Victoria Square, 22nd floor,
Montréal, Québec (514) 940-2150.
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APPENDIX B

SUMMARY OF COMMENTSRECEIVED ON
THE JANUARY DRAFT AMENDMENTS
(“THE SECURITIESLENDING AMENDMENTS")
AND
RESPONSES OF THE CANADIAN SECURITIESADMINISTRATORS

GENERAL COMMENTS:

Commentators were generally supportive of the January Draft Amendments, particularly as they related
to securitieslending, repurchase and reverserepurchase transactions. Themgority of commentsdedt with
the proposed securities lending/repurchase regime for mutua funds, dthough severa comments were
received in respect of the proposed amendment to subsection 6.8(3) of NI 81-102.

Both the Investment Dedlers Association of Canada and The Investment Funds Ingtitute of Canada, on
behdf of their members, provided support for the securities lending amendments. The IDA summarized
their views:

“We commend the CSA for the overhaul of regulatory framework relating to mutua fundsand we
bdlieve that by moving forward with the proposal to remove the restrictions currently in force will
be beneficid to the liquidity of the capitd markets and will increase returns to mutua fund
unitholders. ... the changes will provide mutua funds with short term investment options that are
more in line with pengon funds and insurance companies.  Allowing mutud funds use of the
securities lending and repo markets will result in increased revenues for mutud funds, and thus
mutua fund unitholders, and increase trading activity (liquidity) to the benefit of dl participantsin
the Canadian capita markets.”

IFIC described the proposed regime as “a very podtive step for the industry”. Another industry
commentator noted that “ingenerd, the Proposd’ sregul atory requirementsand limitationsare both prudent
and consistent with sound industry practice’, athough thisindustry commentator was quite opposed to the
requirements for amandatory use of a securities lending agent.

Both the IDA and IFIC suggested that the industry and the CSA should agree to review the regime
folowing at least ayear’ sexperiencein working with the new rulesto determineif changes should be made.
The IDA, in particular, offered the expertise of its Securities Lending Committee for this purpose. The
CSA agreethat thisreview of the regime once some practica experience has been gained would be useful
and encourage both the IDA and IFIC, and individua fund companies, lending agents and custodians to
provide the CSA with their submissions once the Rule Amendments have beenin forcefor at least twelve
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completed months.

The CSA asked severa specific questions in the Notice accompanying the release of the January Draft
Amendments and recelved the answers noted below to those questions:

1 Should the CSA dlow irrevocable letters of credit or other specified financid ingruments to be
accepted as collaterd for securities lending/repurchase transactions by mutua funds?

Answer and CSA Response:

Commentators responding to this question unanimoudy endorsed the addition of irrevocable letters of
credit, on specified conditions, as well as commercia paper, bankers acceptances and “widely traded
debt”. Most commentators noted that these financia insrumentswerewiddy accepted intheingtitutiona
lending industry and posed no increased risk to mutua funds. As discussed more throughly below, the
CSA have changed the January Draft Amendments to permit mutua funds to accept irrevocable | etters of
credit, bankers acceptances and commercia paper, on the conditions set out in the Rule Amendments.

2. Does the condition that securities lending and repurchase transactions must be * securitieslending
arrangements’ under the Income Tax Act(Canada) pose unnecessary restrictionson mutua funds
wishing to engage in these transactions?

Answer and CSA Response:

Commentators answering this question suggested that this was an important and necessary condition to
ensure that securities lending/repurchase transactions for mutua funds were carried out in a standard and
certain fashion. The CSA have not removed this condition.

3. Do the proposed rules articulate appropriate term restrictions for securities lending/repurchase
transactions? Arethey too redtrictive?

Answer and CSA Response:

Most commentators noted that the securities lending provisions were drafted correctly, but that the term
requirements for repurchase and reverse repurchase transactions should be extended, since the terms
proposed did not reflect industry practice, although commentators varied on the suggested length of the
appropriateterm. The CSA have not changed the securitieslending provisions, but have amended theterm
restrictions for repurchase and reverse repurchase transactions from five business daysto 30 days. Most
commentators indicated that the risks to a mutua fund would not be substantialy increased through this
change.

4, Are the proposed rules on reinvestment of cash collatera too redtrictive — should some level of
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mismatch be permitted?

Answer and CSA Response:

Most commentators noted that mutual funds should be permitted to reinvest cash collatera in longer term
ingruments and that the level of mismatch inherent in such longer terms was both in accordance with
prudent industry practice and did not expose mutua fundsto greater risks. The CSA have accepted these
comments and have amended the applicable provisons to provide that cash collatera can be reinvested
in qudified securities having a term to maturity no greater than 90 days and that sale proceeds can be
reinvested in qualified securities having a term to maturity no greater than 30 days.

5. Should the aggregate volumelimit for mutua fundslending securitiesor sold pursuant to repurchase
transactions be separate limits? If so, why. In addition, should the lending/repurchase regime
impose limits on transactions with any one counterparty?

Answer and CSA Response:

Some commentators expressed concern about the clarity of the volume limit as drafted and some
commentators suggested that either no limit was necessary or that separate limits should be permitted. No
commentator was of the view that limits on transactions with counterparties were necessary given the other
goplicable controls and rules and current industry practices. Limits on transaction with individua
counterparties should beleft to the discretion of individua mutua fundsand their managers. The CSA have
amended the drafting of the volume limit, but have retained it as a aggregate limit for both types of
transactions. No counterparty limit has been imposed.

6. Does the 102 percent over-collaterdization requirement, when coupled with the requirement to
supplement that collateral where warranted, reflect industry practices?

Answer and CSA Response:
Commentators were strongly in favour of the requirements as drafted in the January Draft Amendments.
Most commentators indicated their support for the flexible “best practices’ gpproach articulated in the
proposed January Draft Amendments. The CSA have not amended this provision.

7. Will any of the restrictions proposed for securities lending/repurchase transactions unduly reduce
the potentid for revenues for mutua funds?

Answer and CSA Response:

Although most commentators did not specificaly addressthis question, most commentators noted that the
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limitations on collaterd, the terms of repurchase and reverse repurchase transactions and the restrictions
onthereinvestment of cash collatera and sales proceeds were unduly redtrictive, particularly inrelaion to
industry practices and the risks associated with these transactions. As noted, the CSA have amended the
January Draft Amendments in response to these comments.

SPECIFIC COMMENTS

1. Definition of “ cash cover”

One commentator requested that the definition of “cash cover” be expanded to include debt instruments
with aremaining term to maturity of fiveyearsor less. This change would dlow a bond fund to lengthen
the duration of its bond holdings by usng futures contracts without having to sell some of its bond holdings
to meet cash cover requirementsin NI 81-102. Similarly, thischangewould alow abond fund to manage
country riskinasimilar manner. Thissame commentator al So made suggestionsfor changesto the definition
of “synthetic cagh”.

CSA Response:

The CSA do not agree that the “cash cover” or “synthetic cash” definitions and requirements should be
expanded at thistime to accommodate these specific requests. The CSA note that this comment was not
in response to the January Draft Amendments, but was made by the commentator desiring additiond
flexibility for its mutud funds. The CSA notefurther that mutud fundswishing additiond flexibility havethe
option of applying for exemptive relief, provided they can provide the CSA with gppropriate reasons for
the exemption and submissions on why the mutua fund would not be subject to additiond risks having
regard to the purpose of the cash cover requirements set out in NI 81-102.

2. Definition of “purchase”

The January Draft Amendments provided that when amutual fund becomes legdly entitled to dispose of
the collateral, such an occurrenceis a*“purchase’ for the purposes of the investment restriction testsin NI
81-102. One commentator recommended that mutua funds be given a reasonable period of time to
dispose of the collatera prior to the collateral becoming an asset of the mutua fund for the purposes of the
invesment redtrictions.

CSA Response:

The CSA acknowledge this comment and have clarified the gpplication of the definition of “purchasg’ in
the Policy Amendments to CP81-102. Paragraph 5(b) of subsection 2.13(2) of the Policy Amendments
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to CP81-102 reflects the CSA’ s views in response to this comment.
3. Definition of “qualified securities’

Many commentators recommended that the list of eigible collaterd be expanded to include any or al of

the following assets: widedly-traded corporate debt, commercia paper, bankers acceptances, letters of

credit and guarantees, high quality common and preferred shares, deposit notes and agency debt. The

commentators argued that without a broader list of eigible collatera, mutua funds would be a a
competitive disadvantage with other Canadian ingtitutiond lenders, such as life insurance companies,

finandd indtitutions and pension plans, asprovided for in the OSFI Guiddines. Another concernwasraised

that the current list of digible collateral would placeincreased strainson the limited quantities of government

securities currently in the market.

CSA Response:

The CSA have expanded the list of digible collatera to include commercia paper, bankers' acceptances
and irrevocablelettersof credits, al on the conditions and specifications contained in the Rule Amendments
to NI 81-102. The lig of dligible collateral is now more consistent with the list of digible collatera
provided for in the OSFI Guiddines. Also these additions are consistent with the collatera that can be
accepted by U.S. mutua funds for securities lending transactions.

The definition of “qudified security” and paragraph 6(d) of subsection 2.12(1) of the Rule Amendmentsto
NI 81-102 have been amended to reflect the CSA’ s response to these comments.  Subsection 3.6(4) of
the Policy Amendments to CP81-102 providesthe CSA’ sviews on the use of irrevocable letters of credit
as collateral.

4. Over-collateralization requirement

Commentatorsweresupportiveof theover-collateralization requirementsinthe January Draft Amendments,

athough two commentators suggested that 105 percent over-collaterdization was appropriate, primarily
to be conggtent with the OSH Guidelines. A higher margin of safety would increase the feasibility of a
broader array of collateral. Two other commentators suggested that a 102 percent initial over-

collaterdization requirement with a maintenance margin of 100 percent would provide a sufficient buffer
againg price and market volatility.

CSA Response:
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The CSA have not made any changesto the gpplicable requirements, other than to emphasizein the Policy
Amendments (subsection 3.6(2) of the Policy Amendments to CP81-102) that mutual funds should look
a the level of risk for the transaction in determining appropriate levels of collateral. The CSA believethat
the current over-collateralization requirements are consgstent with the OSFI Guiddines. The Amendments
require amutual fund to take at least 102 percent of the vaue of the securities sold or lent in a particular
transaction. The Policy Amendments clarify that a mutud fund must take additiona collaterd when best
market practices o dictate. Similarly, the OSFI Guidelines require lendersto take the amount of collatera
which reflect the best practicesin the loca market.

5. Daily marking to market

One commentator raised concerns over which vauation principles should be used to make the required
daily mark to market calculation of collateral and securities sold or lent: those of the mutua fund or those
of the lending agent. Another commentator suggested the requirementsin the January Draft Amendments
were not consistent with industry practice to carry out the mark to market calculation at the end of a
business day and require that additiona collateral be ddivered during the following day.

CSA Response:

The CSA acknowledge both commentsand have provided their viewsin the Policy Amendmentsto CP81-
102. The Policy Amendments state that a mutud fund may use the vauation principles of their lending
agent. Also, the Policy Amendments confirm that delivery of additiona collatera by the end of the next
business day, in accordance with current market practices, does not violate the Instrument.

Subsection 3.6 (7) and (8) of the Policy Amendments to CP81-102 contain the applicable CSA views
given in response to these comments.

6. Term of repurchase and rever serepurchase transactions

Many commentatorsrecommended that the maximum term of apermitted repurchase or reverserepurchase
transaction be lengthened. The recommended time periods varied. Some commentators felt that 30 days
would be sufficient, while others proposed alowing for transactions of up to ayear. The limit in the
January Draft Amendmentsof five businessdayswould create unnecessary adminidirative costsand would
leave mutud funds with few options. As a result of this restriction, mutua funds would be limited to
investing the proceeds of repurchase transactions in overnight investments. Overnight investments have
lower yields and do not alow for gppropriate diversfication of investments. By extending the permitted
term to 30 days or more, both of these concerns would be addressed.
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CSA Response:

The CSA have extended the maximum term for permitted repurchase and reverse repurchase transactions
to 30 days. The CSA bdievethat thischangewill dlow mutud fundsto reduce the adminidrative costs of
renewing repurchase transactions after each five businessday period when a mutud fund hasnoimmediate
intentionto recdl the securities. Also, mutud fundswill be ableto invest the cash proceeds asthey believe
is prudent in qualified securities with aterm to maturity of up to 30 days. Thisadded flexibility will permit
amutud fund to earn more yield and dlow for increased diversfication of itsinvestments.

Paragraph 10 of subsection 2.13(1) and paragraph 9 of subsection 2.14(1) of the Rule Amendmentsto NI
81-102 reflect the CSA’ s decision.

7. Reinvestment of cash collateral or sale proceeds

Most commentators viewed the restrictions on reinvestment of cash collateral or sale proceeds as too
redtrictive.  Commentators suggested that the January Draft Amendments would create a significant
disgncentive against accepting cash collatera or entering into repurchase transactions.  Commentators
recommended that cash reinvestment be examined from an investment portfolio basis, as opposed to a
loan-by-loan bass An example was given of U.S. mutud funds which effect their cash collatera
reinvestment through collective investment vehicles, such as money market funds. Lending agents are
capable of co-ordinating the reinvestment of cash collaterd of their clients to ensure that proper levels of
liquidity are maintained at dl times.

CSA Response:

The CSA have provided for a portfolio approach to cash reinvestment. Specific parameters are set out
in the Rule Amendments for repurchase transactions that cash proceeds must be invested in qudified
securities with a remaining term to maturity of 30 days or less. For securities lending transactions, cash
collatera may be invested in quaified securities with aremaining term to maturity of 90 daysor less. The
additional 60 days for cash collaterd received from securities lending transactions recognizes that these
transactions are open loans with no fixed terms. The lending agent in consultation with the mutua fund
manages the cash collaterd within the specified investment regtrictions so asto maintain an adequate level
of liquidity at dl times

Subsection 2.12(2) of the Rule Amendmentsto NI 81-102 sets out the changed rulesfor securitieslending
transactions, subsection 2.13(2) sets out the changed rules for repurchase transactions.

8. Aggregate lending and repur chase transaction limit
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Commentators were generdly supportive of the proposed volume limit of 33 1/3 percent of total assets of
the mutud fund, including the collaterd received, athough some confusion was expressed on how the limit
would be applied. The consstency to the regulatory redtrictions gpplicable to U.S. mutuad funds for
securities lending was seen as gppropriate. A few commentators suggested the overdl limit should be
raised to 50 percent of thetota assetsof the mutual fund. One commentator proposed that the percentage
should be broken out by asset class (for example, 33 percent of total assetsfor equitiesand 75 percent for
bonds). A few commentators suggested that the current limit was overly redtrictive and that exposure of
75 to 100 percent of total assets could be judtified.

CSA Response:

The CSA have amended, and smplified, thegpplicablevolumelimit. The Rule Amendments now impose
an aggregate limit of 50 percent of the total assets of the mutua fund, excluding the collatera or sdes
proceeds received under the transaction. The CSA note that this revised test is not a substantive change
from the limit proposed under the January Draft Amendments and are of the view, echoed by some
commentators, that the volume limit is gppropriate a thistime, particularly having regard to the limitations
on U.S. mutud funds.

Paragraph 12 of subsection 2.12(1) of the Rule Amendmentsto NI 81-102 sets out the changed rulesfor
securities lending transactions and paragraph 11 of subsection 2.13(1) sets out the changed rules for
repurchase transactions.

0. Term to maturity restriction on securities purchased under a reverse repurchase
transaction

Severad commentators questioned the rationde for limiting the term to maturity of securities that a mutua
fund may purchase under a reverse repurchase transaction.  The limitation on the term of  securities
purchased under a reverse repurchase transaction is not reflective of how the reverse repurchase market
worksandwill limit the ability of mutua fundsto enter into thesetransactions. Therisk whichthisregtriction
is attempting to address, is more suitably dedt with by the over-collaterdization requirements, daily
marking-to-market and the term of the reverse repurchase transaction.

CSA Response:

The CSA agree with the comments and have not carried forward the regtriction previoudy contained in
paragraph 3 of subsection 2.14(1) of the January Draft Amendmentsto NI 81-102. Any risksto amutual
fund inherent with reverse repurchase transactions are better dedlt with the over-collaterdization
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requirement, the daily marking to market requirements and the term limit on the reverse repurchase
transaction.

10. Mandatory use of an agent for securitieslending and repur chase transactions

Some commentators agreed that the mandatory use of a lending agent was appropriate given the
infrastructure and systems required to operate a securities lending program. Custodial lenders devote
substantia resources to operational systems, legd and tax advice and program efficiency. Other
commentators suggested that the operationa risks associated with repurchase transactions did not warrant
the mandatory use of alending agent. One commentator noted that the effect of this provison would be
to “create a virtual monopoly in the Canadian fund industry for custodian lending agents”.

One commentator suggested that somemutua fund managers have experiencein direct lending and the use
of an agent will result in additiona costswithout any incrementd benefit. A mutua fund manager’ sfiduciary
responghilities should be sufficient to prevent amanager from engaging in an activity on behdf of its mutud
funds for which it is not sufficiently expert. Another commentator suggested that the need for gppropriate
controls and systems could be addressed by using asingle principal borrower that has proprietary lending
systems and operationd expertise.

Commentators opposed to thisrequirement generdly noted that its effect will beto increase coststo mutua
funds, while only incrementally minimizing risk. Severa commentators urged the CSA to re-examinethis
requirement, if they decided to retain it, following practical experience with the new regime.

Several commentators suggested that the requirementsin subsection 2.15(4) proposed by the January Draft
Amendments precluded the use of a athird party lending agent unless the fund' s custodian was believed
to be incompetent at performing this function.

CSA Response:

The CSA have not changed the requirements to engage an agent to carry out securities lending and
repurchase transactions on behaf of mutua funds. Operating a securities lending and repurchase
transaction program requires significant operationd safeguards and a level of expertise and experience
beyond the current scope of most mutua fund managers. A prudent securitieslender operating a securities
lending program must have safeguards to  ensure daily marking to market caculations, collection of
collateral and distributions, diversification of collateral and maintenance of credit standards on borrowers.
A securitieslender must aso have access and in-depth knowledge of the market for aspecific security that
the mutua fund intendsto lend. The CSA are of the view that to ensure the gppropriate protection of the
investors, at present, dl mutua funds must use a lending agent for securities lending and repurchase
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transactions. The CSA have made an exception for reverse repurchase transactions, since the CSA view
reverse repurchase transactions as a cash reinvestment tool where specia expertise and control systems
are more widespread and the practices are more developed within the Canadian mutua fund industry.

As noted above, the CSA will welcome submissions on this point, amongst others, following practica
experience with the rules.

The CSA notethe commentsin repect of the drafting contained in subsection 2.15(4) of the January Draft
Amendments, and have deleted much of the provisons commented upon. A third party may act as a
lending agent for a mutua fund so long as the agent is appointed as a sub-custodian of the mutua fund
regardless of the mutud fund's views of its custodian’s ability to perform this function.

Subsection 2.15(3) of the Rule Amendmentsto NI 81-102 contains the amended rules. The CSA have
included a discussion of their views on this issue to subsection 3.6(12) of Policy Amendments to CP81-
102.

11. Advance Notice to Mutual Fund Securityholders

One commentator suggested that the 60 days advance noti ce requirement to securityhol dersof mutua funds
intending to enter into securitieslending and repurchase transactions should not be required as commencing
a program is not anadogous to the commencement of the use of derivatives or other risk increasing
drategies. In the dternative, the commentator argued that those currently engaging in reverse repurchase
transactions should not be required to give a notice to continue in such investment activities.

CSA Response:

The CSA believe that securityholders of amutua fund should receive natice of the mutud fund’ sintention
to enter into securitieslending, repurchase or reverserepurchasetransactions, Sncethesetransactionscould
have an impact both on the risks to the mutua fund and its potentia revenues. However, the Rule
Amendments clarify that for those mutud funds which currently enter into these transactions pursuant to
exemptive relief decisons no noticeis required to continue in those activities.

Subsection 2.17(2) of the Rule Amendments to NI 81-102 has been added to address the stuation for
those mutua funds that have exemptive relief to enter into reverse repurchase transactions.

12. Lending to Related Parties
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One commentator provided views on the application of the self-dedling prohibitions proposed in section
4.2 of the January Draft Amendmentsto NI 81-102. The commentator noted that mutual funds sponsored
by financid inditutions should be able to lend securities to related parties, particularly their affiliated
invesment dedlers or transfer agents and periodic reviews controls to ensure market rates on arm’ s length
transactions should be imposed in place of the prohibitions.

CSA Response:

The CSA have not amended section 4.2 in response to this comment and continue of the view that these
prohibitions are necessary for mutud funds at thistime. Any change to the prohibitory regime for rdated
party transactionswill be madein conjunction with acompletereview of governance and conflictsof interest
related to mutua funds.

13. Custodial Provisionsasthey Relateto SecuritiesL ending and Repur chase Transactions

One commentator pointed to severa technical changes that should be made to Part 6 of NI 81-102 to
properly implement the securities lending and repurchase transaction regime.

CSA Response:

The CSA have amended Part 6 in the manner noted above in the Noticeto reflect the comments received.

14. Proposed changes to subsection 6.8(3) of NI 81-102

Many commentatorsargued that the proposed amendment to subsection 6.8(3) of NI 81-102 included with
the January Draft Amendments would cause serious problems for many mutua funds which use over-the-
counter forward contracts with one counterparty. In particular, this change would hamper the current
sructure of many RSP clone funds which had been structured in good faith on the current subsection
6.8(3). The proposed change would incresse the cost of these forward contracts and may endanger the
viability of these funds. The commentators explained that the current safeguards in Part 6 of NI 81-102
adequately protect a mutua fund’ s credit exposure under such forward derivative contracts, in threeways.
(1) the counterparty must maintain an approved credit rating; (2) the mark-to-market exposure cannot
exceed 10 percent of the fund's assets over a 30 day period; and (3) subsection 6.8(4) of NI 81-102
ensuresthat the records show the mutud fund as beneficial owner of thoseassets. One commentator noted
that a pledge of collateral by a mutua fund does not expose the mutua fund to the credit risk of the
counterparty and the risks of credit exposure to acounterparty have been adequately dedlt with elsewhere
in NI 81-102.
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CSA Response:

The CSA have not findized the proposed amendment to subsection 6.8(3). The CSA are satified that
the current safeguards which are currently built into NI 81-102 adequately protect the interests of
securityholders of mutua funds which extensively use over-the-counter derivatives.

15. Sales Communications for Multi-Class Mutual Funds

Two commentators pointed out a technical deficiency in the drafting of proposed paragraph 15.6(2)(b) in
the January Draft Amendments in that the rule could be interpreted to require dl sdes communications
where performance datafor one classis given, and the sdles communicationsis designed to cover only that
class, to provide the performance data for dl classes. The commentators suggested the incluson of the
words “referred to in the sdles communication” to make the intent of this section clear.

CSA Response:

The CSA have amended section 15.14 of the Rule Amendments to NI 81-102 to clarify the meaning of
this rule and have incorporated the drafting suggestion of the commentator.

16. Calculation of Management Expense Ratio

A commentator pointed out the need for clarity in the gpplication of the rules regarding calculation of
management expense ratios for those fund of funds, where the underlying funds rebate to the top fund
management fees paid by the top fund, so asto ensure no duplication of management fees.

A second commentator noted that the task of re-stating management expense ratios for the past five years
as required by the new management expense ratio calculation mandated by NI 81-102 to be too onerous
and accordingly should not be required.

CSA Response:

The CSA have added subsection 16.2(4) to the Rule Amendmentsto NI 81-102 to clarify the application
of the applicable rulesin response to the first comment.

The CSA note that in response to the second comment, that section 16.3 of the Rule Amendmentsto NI
81-102 darifies the need for mutual fundsto ca culate management expense ratios in accordance with NI
81-102 for financia periodsending after February 1, 2000. The CSA further notethat CSA staff published
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CSA Staff Notice 81-306 Disclosure by Mutua Funds of Changesin Calculation of Management Expense
Ratio to clarify saff’ sviews. Staff have been addressing issues related to management expense ratios on
a fund by fund bass since February 1, 2000 and note generd industry compliance with the matters
addressed in that notice.

17. Accounting issues

One commentator recommended that repurchase transactionsbetreated as off bal ance sheet itemsin order
to conform with the bal ance sheet trestment of securitiesloans. Since the lending agent is not acting asthe
portfolio manager for a mutuad fund, these transactions should be treated as being off the balance sheet.
Note disclosure to the financid statements could adequately describe the transactions.  Another
commentator asked for guidance on how revenue received by a securities lending program should be
treated.

CSA Response:

The CSA bdlieve that generally accepted accounting principles in Canada (GAAP) apply in determining
the accounting treatment for these transactions. Under GAAP, arepurchase transaction isasale and must
be disclosed as such on the balance sheet of the gpplicable mutua fund. This trestment is consistent with
the accounting used by U.S. mutual funds. With respect to guidance on how revenues should be treated,
subsections 14.3(4), 14.4(4) and 14.5(4) of the Policy Amendmentsto CP81-102 requirethat incomefrom
securities lending, repurchase and reverse repurchase transactions be presented as revenue and not as a
deductionfrom expenses. No changesto the rules proposed in the January Draft Amendments have been
made.
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APPENDIX C

SUMMARY OF COMMENTSRECEIVED
ON
THE JUNE DRAFT AMENDMENTS
(“THE INDEX FUND AMENDMENTS")
AND
RESPONSES OF THE CANADIAN SECURITIESADMINISTRATORS

GENERAL COMMENTS

Four of the five commentators provided comments on specific provisions contained in the June Draft
Amendments relating to the proposed changes designed to permit index mutua funds to better meet their
invesment objectives. One commentator focussed exclusvely, and the other commentators aso
commented, on therolling 12 month management expense ratio proposed in the June Draft Amendments.

All commentators were supportive of the proposed regime to permit mutua funds to better meet their
invesment objectives, one commentator commended the CSA for recognizing the “ specia nature of index
mutud funds and the importance of mesting their fundamenta investment objectives’.

SPECIFIC COMMENTS

1. Definition of “index mutual fund”

One commentator proposed that the words “ attempt to” ought to be inserted before theword “replicate’
in the definition of index mutud fund in order to darify that amutua fund would still be consdered an index
fund if it attempts to replicate an index but does not identicaly replicate that index a al times.

Another commentator queried whether thedefinition of “index mutua fund” wouldindudeindex mutud funds
that track multipleindices. This commentator so asked whether the definition would include afund that
isinvested in other index mutua funds (i.e. afund of funds), and if so, whether an additiona subparagraph
should be added to the definition of “index mutua fund” to state that an index mutual fund means a mutua
fund that has adopted fundamenta investment objectivesthat requirethe mutua fund to invest in other “index
mutud funds’ as defined in that section.
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CSA Response:

The CSA areof theview that the definition of “index mutud fund” isadequate and that no changeisrequired
inresponse to the commentsreceived. In particular, with respect to the second comment, the CSA believe
that the definition of “index mutua fund” issufficiently broad enough as drafted to include index mutud funds
that track multiple indices, aswdl as index mutud funds that are invested in other index mutud funds.

2. Definition of “ permitted index”

Two commentators expressed concerns with the potentia ambiguity of the requirement that the “ permitted
index” be one that is “widdy quoted”’. For example, does thisterm mean widdly quoted in the media or
by money managers? Commentators proposed that the words “widely quoted” be deleted from the
definition, since the most important consderation should be whether the index is administered by a non-
dfiliate((a) of the definition) and iswiddy recognized and used ((b) of the definition), not whether itiswidey
quoted.

Another commentator suggested that clear parameters should be established around what would congtitute
a“widdy recognized and used” index.

CSA Response:

The CSA have deleted the words “widdy quoted” from the definition of index fund in response to the
comments. The definition now provides that a “permitted index” must be either one that is () both
adminigtered by an organization that is not affiliated with any of the mutud fund, its manager, its portfolio
advisor or its principa digtributor, and one that is available to persons or companies other than the mutual
fund, or (b) one that is widdy recognized and used.

The CSA do not believethat it is necessary to expand on the meaning of the phrase“widely recognized and

3. Mandatory use of theword “index” in the name of the mutual fund

One commentator asked that the requirement to include the word “index” in the name of the index mutud
fund should be removed since the disclosure dready provided in the fundamentd investment objective is
adequate.

CSA Response:
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The CSA bdievethat investorsare entitled to aclear and unambiguousindication that an index mutua fund
isin fact an index fund thet availsitsdf of exemptions from the customary rules applicable to other mutua
funds. The CSA are of the view that the best way to provide this information is for the mutua fund to
include the word “index” initsname. Index mutud funds not wishing to include thisword in their name will
not be able to utilize the exemption from the concentration restriction thet is provided for in the Rule
Amendments. No changes from the proposed rules in the June Draft Amendments have been made.

4, Mandatory Advance Notice to Securityholders

Two commentators suggested that index mutud fundsthat dready benefit from an exemption which dlows
them to track their permitted index and invest up to 25 percent in any one issuer should not have to send
out a 60 day notice to their securityholders given that their prospectuses have already been amended to
disclose the exemption. The obligation for such funds to provide the 60 day notice would impose an
additiona and unjustifiable cost on thesefunds. Further, one commentator asked whether an index mutua
fund that dready benefitsfrom an exemption from the concentration restriction would haveto ceaseavailing
itsdlf of the concentration relief during the 60 days notice period.

CSA Response:

The CSA confirm that an index mutual fund is required to provide 60 day written notice to its
securityholders of its intention to rely on the exemption from the concentration restriction provided by
subsection 2.1(5) of the Rule Amendments to NI 81-102, regardless of whether such mutua fund has
obtained prior relief from the concentration restriction. However those index mutua funds whose
prospectuses have since their inception contained the investment objective and risk disclosure referred to
in subsection (5) of Item 6 and subsection (5) of Item 9 of Part B of Form 81-101F1 do not haveto give
advance notice.

The CSA note that they condder it very important that investors, both new and existing, understand the
nature of an index mutua fund and how it differs from a conventional mutud fund that is subject to
investment restrictions, including the concentration restriction. For thisreason, the CSA have retained the
noti ce requirement, however, index mutua funds should review thisNotice under the heading “ Trangitiondl
Matters’ for the CSA’s views on giving notices to securityholders before the effective date of the Rule
Amendments.

5. Performance Data - General Requirements

One commentator proposed that thewords* offered securitiesunder asmplified prospectusinajurisdiction
for 12 consecutive months’ as used in proposed subparagraph 15.6(a)(i), be clarified to mean the date on
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which the fund or its manager actualy made the securities available to the public, regardiess of when the
receipt for the prospectuswasissued. It isoften the case that mutual funds do not maketheir units publicly
available until severa months after the receipt has been issued.

CSA Response:

Subparagraph 15.6(8)(i) of the Rule Amendmentsto NI 81-102 has been amended to clarify that no saes
communication pertaining to a mutua fund shal contain performance data unless the mutua fund has
“digributed” (rather than “offered”) securities under a amplified progpectus in a jurisdiction for 12
consecutive months.

6. 12 Month Rolling M anagement Expense Ratio

All commentators provided their views on the proposal contained in the June Draft Amendmentsto require
a 12 month “rolling” management expense raio in media other than the prospectuses and annud financid
gatements. No one consensus view as to the utility of arolling management expenseratio was expressed
in the comments.

Two commentators noted that a rolling management expense ratio, as proposed to be calculated, would
not reflect any management decisions to change the expenses charged to a fund on a go-forward basis.
For example, the manager of a fund may change the management fee and/or introduce a cap on the
management fee, but these decisions would not be immediately reflected in published ratios. The impact
would bethat the publicly reported management expense ratios would not reflect the actua costsincurred
by securityholders until the end of a 12 month rolling period.

One commentator suggested that the timing of large expenses could sgnificantly impact the management
expense ratio caculated on arolling 12-month basis. For example, if the rolling period happened to
capture two progpectus renewds, those costs would have a significant impact on the stated ratio. This
could distort the management expense ratio for that period and could be mideading unless explained
through detailed note disclosure.

Another commentator expressed the opinion that the 12 month rolling average is a historical measure of
management expense ratio which, being an average measure, does not provide sufficient informeation asto
the level of current fees being charged, and istherefore not useful for prospective investors, and of limited
usefor exiginginvestors. Thiscommentator further submitted that ahistorical 12 month rolling management
expense raio for those funds with increasing expenses will underdate current fee levels, while for funds
with decreasing expenses, the rolling management expense retio will overstate current fee levels.
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Fndly, two commentators expressed concernsrelating to mutua funds structured asfunds of funds, where
the underlying funds are mutua funds managed by parties unrelated to the manager of the top fund, may
not be able to meet the month-end deadline for caculation of the rolling management expense ratio.
Deayed reporting of updated management expense ratios could lead to securityholder confusion.

Commentators provided several recommendations asto acceptable substitutesfor the proposed 12 month
rolling management expense ratio:

° retain the current management expense retio caculation and disclosure requirements, but permit
amanagement expenseratio of amutud fund to be recal culated if expense decisonsare made that
would materidly impact the management expenseratio if taken into account;

° if the 12 month rolling management expense ratio is retained, it should be regtricted to the
publicationof management expenseratiosin non-mandatory media, o that semi-annud statements
would be excluded from the rolling caculation and would include management expense ratios
calculated on the basis outlined in section 16.1 of NI 81-102. Fundswishing to publish 12 month
rolling management expense ratios in non-mandatory media could continue to do o,

° rather than usng a 12-month rolling average, a current-month management expense rdio
annudized (but not compounded) for a 12 months period would be more appropriate. Such a
prospective management expense ratio would be based on the most recent month and could serve
as supplementary informetion to the historical audited management expense ratio shown in the
amplified prospectus, annud information form and annua financia statements. Audit verification
should be required for both values and that notes as to the calculation of both ratios could be
provided to avoid confusion between the two numbers.

CSA Response:

The CSA note that their proposal for arolling 12 month management expense ratio outlined in the June
Draft Amendments was the result of industry submissions on the practical implications of section 16.1 of
NI 81-102, particularly given the practices of industry participantsin providing management expenseratios
in non standardized formats to public media service providers. Section 16.1 of NI 81-102 requires
management expense ratios to be calculated based only on annual audited financid data and does not
permit any other calculation or dissemination of management expense ratios.

The CSA continue of the view that a management expense ratio for a mutua fund is a useful figure for
investors, both new and existing, and one standard method of calculation should be adhered to by the
industry. The commentators have suggested to the CSA that thereisno industry consensus on the correct
caculation of management expense ratios, other than one based on the historica annua audited financia
gatements. The CSA have accordingly decided not to proceed at thistimewith their proposa for arolling
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12 month management expenseratio as proposed in the June Draft Amendments. The CSA are concerned
that industry participantsdo not continuethe practice of providing management expenseratios, particularly
to media service providers, caculated in ways that are not in compliance with section 16.1 of NI 81-102,
and have therefore included an explicit statement to this effect in subsection 14.1(5) in the Policy
Amendmentsto CP 81-102. Once an industry consensus has been developed, the CSA will consider
further whether it is advisable to amend section 16.1 of NI 81-102.

7. Calculation of M anagement Expense Ratio

One commentator suggested that capital taxes should be excluded from the cal culation of “total expenses’
in the same manner that income taxes and foreign withhol ding taxes have been excluded. Capita taxesare
not consumption taxeslike GST that are directly related to expensesand capitd taxesare only chargeable
based on the leve of capitd as at the tax year-end of a mutua fund. Including capita taxes in the
caculation of management expense ratios distorts the ratios. Given that capita taxes are only charged on
corporate funds, it would make sensefor comparability of management expenseratios among other mutua
funds that capital taxes be excluded, much like income taxes.

CSA Response:

The CSA have not made any changesin response to thiscomment. The CSA’ sviews on the gppropriate
accounting trestment of capitd taxesin determining the “total expensesbeforeincometaxes’ for amutua
fund are set out in subsection 14.1(2) of the Policy Amendments to CP81-102. These views have not
changed from the June Draft Amendments.

8. Risk disclosure

One commentator suggested that the proposed required disclosure regarding the impact of an increased
concentration in any one issuer on the fund's liquidity should not be required. Those securities that are
likely to exceed the prescribed 10 percent concentration limit are typically among the most liquid and have
the largest trading volumes.

In addition, two commentators expressed concerns regarding the requirement to disclose occurrences
during the 12 month period preceding the date of the smplified prospectus of amutua fund where more
than 10 percent of the fund’ snet assetswereinvested in the securities of anissuer and asked what the CSA
expect thisdisclosure to include. In particular, they queried asto whether each and every instance where
the 10 percent limit had been exceeded in the past 12 monthswould haveto be disclosed. They suggested
that, if so, abetter approach would be to require disclosure based on how long the mutua fund has held
the pogition in excess of 10 percent, or dternatively require this disclosure based on the numbers available
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as a any month end during the preceding 12 month period.

CSA Response:

The CSA have not changed the Rule Amendmentsto NI 81-101 to accommodate the first comment. The
CSA are of the view that disclosure of the potentia impact of exceeding the concentration restriction on
the fund’ s liquidity must be disclosed and do not agree with the commentator’ s assertion thet in al cases
the subject securities will be large and liquid.

In response to the second comment, the CSA have amended paragraph (6) to Item 9 of Form 81-101F1
to clarify what disclosure must be provided. In addition, ingtruction (6) to Item 9 of Part B of Form 81-
101F1 has been added to clarify that it is not necessary to provide particulars or a summary of each and
every occurrence where the concentration restriction was exceeded by a mutua fund in the 12 months
preceding the dete of the smplified progpectus. Rather, the CSA bdieve it sufficient for amutud fund to
disclose only that a atime during the 12 month period referred to, the 10 percent concentration restriction
was exceeded by the fund.
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