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The MIFID Joint Working Group (MiFID JWG) was credtby four industry associations -
FIX Protocol Ltd, ISITC Europe, RDUG and SIIA/FISBee below) on April42005. The
MiFID JWG operates as an inclusive, pan-Europealy lod representatives from all sectors
of the financial services industry. The aim of Mi&ID JWG is to be a primary industry
reference point for the business processes impagtddiFID — liaising with the European
Commission, CESR, national market regulators alevaat national and European bodies.

Four industry associations have pooled their efftotdevelop best-practice
recommendations, appropriate standards and inctéadastry awareness e.g.:

- how to achieve best execution for their clieotsall relevant asset classes

- how to address reference data issues relatinggouments and entities

- how to publish/report quotes and prices, espécial off-exchange trading

- how to meet the European Commission’s requestliieaindustry agree and develop a
standard protocol to help with MiFID complianagww.mifid.com

FIX Protocol Ltd is a global standards organisatleat manages, develops and maintains
industry-driven messaging standards for the firelrsgrvices industry. Its members include
exchanges, banks, brokers, investment managerkentata vendors and application
software providers. The FIX (Financial Informatiedchange) Protocol is used by thousands
of brokers, investment managers and exchangesaitenally as a standard means of
exchanging pre-trade, trade and post-trade messag®@sfixprotocol.org

ISITC Europe is a working committee of securitipei@tions professionals

representing custodian banks, investment mandgeisers, and vendors. The group's
mission is to foster alliances and advocate stalsdiiat promote straight through processing
(STP) of securities transactions. The membersI3iCEurope actively participate in and
influence industry-wide initiatives that promoteedit electronic processing and information
flow among all industry participants, throughout #mtire trade life cyclevwwe.isitc.org

The Reference Data Users Group (RDUG) enablesseptative members of the global
securities markets and suppliers to debate thessand evolve solutions which support
improved market practices, better STP, and impr@patational compliance given the
growing awareness of the costs risks and valuecegsd with market reference and
descriptive data. The RDUG was founded in June 280@ now comprises over 200
investment manager, broker/dealer, custodian bgnkimarket infrastructure and supplier

entities.www.isitc.org

SHA/FISD (the Financial Information Services Dings of the Software and

Information Industry Association) is the globaldar for the financial information industry.
Its members include exchanges, banks, brokersstimeant managers, market data vendors
and application software providermsww.fisd.net

The objective of the MiFID JWG Best Execution Seb@roup (BESG) is to agree market
practice guidelines with regard to best executiolicies, and noto provide specific guidance
measures per se which are the responsibility ofitims themselvesRather than reinventing
the wheel, the BESG gathered input from documeamdsdiscussions from experts in as many
asset classes impacted by MiFID as possible anddhasnumber of lively debates as to
where clarification was needed. The conclusiosired to date is that enforcement of best
execution practices through principles-based reégulas seen to be an important
consideration if the aim is to encourage both iration and market liquidity.
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Forward
By Bob Giffords, Independent Banking Technology st

In the great MiFID debate, the one topic that eiset minds more than any other was “best
execution”. In a sense it is the cornerstone ofathele regulatory edifice. It underpins the
coming competition between liquidity venues andvjgtes the balancing point between
liquidity and transparency. It becomes the driwerstandardisation and growth of market
data, the inspiration for increasing sophisticaon stealth in trading algorithms and a trusty
touchstone for assessing the proper conduct ohéssiof investment firms. On the one hand,
there is nothing new, we have all been doing itykmars. On the other, the loss of the
concentration rule combined with the rise of fragtagon, dark liquidity and exotic
structured instruments has turned best executioreistrange and unfamiliar challenge.

In the background, of course, technology and rnigkreeering have made best execution a
bloody, competitive battleground for brokers angt bide alike. How ironic then that the
credit crunch should have struck, like a globahgsui, shortly after CESR issued its advice
on best execution. That only served to remind ubedifficulties we face. Clearly best
execution is both critically important and contrsial.

Through it all the MiFID Joint Working Group (JW@&as been a beacon of light in the storm,
a model of transparency and the power of collabmraBy bringing together market
practitioners, specialists and technologists withiaad knowledge base and global
perspectives, the Best Execution Sub Group (BES6G)hbntinued to remind us of the rocks
that lurk below the surface of the debate anddhg journey that still lies ahead.

The publication of this white paper therefore goad time to remind ourselves, briefly, of
some of those rocks and what remains to be done.

First of all the rocks: Despite all the guidanceethkey questions remain:
What is execution?
How do we measure the quality of execution?
How do we know we have achieviedstexecution?

The white paper does not answer these questiorshiootd it, because this is what firms
have to do in their value proposition to clientsiriGusly though, in all the words printed
about MIFID there is no definition of executionsagh. The regulators seem to be saying we
can define it in many ways depending on the factehéich we consider to be important: cost,
speed, likelihood, market impact, etc. The relaimportance of the factors, of course,
depends very much on our trading objectives arldsstthe products we are trading and the
market structures we are dealing with, so ther®ig/ay we can “define” execution once and
for all. Does execution cover the entire orderilimiént process or just trading? Or trading
through to settlement? What is execution of a las&de with mixed asset classes? Does it
include compliance with any intra-trade risk coastts? These questions make a real
difference to how we measure the quality of serpice/ided, and the metrics and
benchmarks we choose.

If execution of an OTC derivative goes throughaafomation matching, then the back

office is indeed the new front office, as some ¢rachave alleged. We then should take more
factors into account when choosing a liquidity vensuch as the willingness of an issuer to
allow his client to trade out of a bespoke derixatposition, his capability to provide reliable,
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prompt post trade valuation data, or the fungipitit margin collateral and the efficiency of
post trade operations.

Finally how do we know we have achieved best? itety there is something unanswerable
about this question, as we are compagr@nteexpectations witlex poststates of affairs.

So, some traders talk about the Heisenberg UnogrtBrinciple implying we canever

know for certain what might have been, and mantagrhentation and dark liquidity have
made sure of that. Still others will argue, “We knbest execution when we see it,” that best
execution is experiential rather than objectivemiany cases this is surely true, but in fast or
illiquid markets even that gut feel may be missiugy we are left relying on the logic of our
trading process to persuade us that we probablgtdeast as close to the best result for the
client as we could.

It is not surprising therefore that the BESG foclseits discussions mainly on macro-
processes, like transaction cost analysis (TCAkdar voting, minuted meetings, recording of
reasons why people do things, etc., to show cordoom with process.

However, execution policies need to go beypratesseso set out the aspirational context:

the values, principles and especially thiecomesve are trying to achieve. MiFID is very
outcome focused: the best result for the clienlm&omes the BESG discussion seemed to
forget that, once the “trade by trade” clause wadeustood to be subservient to the
“consistent basis” rule. While only processes @ssure an outcome on a consistent basis, the
outcome itself still needs to be verified.

So now let us consider the journey ahead. The worle by the BESG, as described below,
should probably be augmented in at least threbdudreas.

Firstly, execution policies need to distinguishviztn outcomes and processes. The aim of
the BESG was to help firms to prepare their bestetion policies, and not necessarily to
provide specific guidance. The BESG paper represegbod start with regard to process, but
more work needs to be done on outcomes. This vadmrconsidering definitions, quality
metrics and supporting market models and optinusatirategies for the various products,
trading objectives and market contexts.

Now, many analysts have warned on the dangersookduralising operational risk, as if

‘tick the box’ could mitigate the threat or alletgdiability™. It does neither. If the client does
not, as a rule, get the best result or at leasba gne, all the procedures in the world will
have been in vain. Regulators and some firms testdl obsessed with ‘ticking the box’
despite all that has been promised regarding 'tettpilation”. If people want to achieve best
outcomes in a fragmented market, they will needa@ome serious heavy lifting, and should
at least recognise the challenges, even if thepataas yet resolve them.

Secondly, there are some serious intellectual ehgéls to demonstrate what is best for the
client in a multi-factor, multi-context, multi-verworld. Statistics also reminds us that
"best" is arelative term to the markein any particular trade, all sides cannot comebest.
There will inevitably be average and worst resastsvell. Luck as well as skill and art will all
play a role. Therefore all we can reasonably doyito achieve best, irrespective of whether
we actually do achieve it in every case.

A major obstacle is market data. Some experiermesléts contend that the market data and
analytics needed to assess such quality realigticgimuch, much more than that currently
produced by the sell side or the TCA fraternityddad, TCA benchmarks are all about
historical averages, and there is no way to dematesbptimality of an individual trade under

! See for example, Michael K. Powers, “The Risk Mgeraent of Everything”, Demos, London, 2004.
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the present, unique market conditions by compatingth the past involving many different
contexts. Furthermore, post trade data transpamaagyactually give a misleading picture of
what liquidity was reachable, due to the inclusibmternalised transactions generated in the
course of establishing hedged risk positions.

The situation becomes more complex when we takerdift trading styles and objectives
into account, since current data sources makelowatces for them. Competing venues with
very different contexts (dark vs. transparent oftiey, differently structured matching
engines and commercial offers, different liquigityfiles, different smart order routing
technology, algorithms etc.) will further complieahings. Since markets are likely to evolve
quickly under MiFID, firms will need to undertakecantinuous research programme rather
than rest on their laurels, and trading technolagydors will need to provide support for the
most common analytics.

| therefore suggest that data and process modalsstss trading quality and service levels
should be an ongoing subject of development aniéweloth for firms and the BESG.
Eventually these models will find their way into $saging and protocol standards if we are
to get any comparative consistency across liquigktyues. They may also evolve into
service level agreements between the buy andidellwhich could potentially add a lot of
clarity.

Thirdly, we should note that the best may becoreestiemy of the good. Truly best
execution is likely to involve taking risks, so thiaest execution on a consistent basis" may
well be worse than the best that could possiblgdigeved in any particular case, because
people will play safe, in order to meet their pplabligations. This is especially likely, if
firms adopt a process-based approach. This haswitd achieving local optima rather than
an absolute or overall best. In a competitive miarkest” will always be an art rather than a
science. | don't think there is anything wronghist but people who recognise it, may well
find ways to improve their value proposition.

Eligible counterparties, of course, will not oblifjgns to "demonstrate" best execution in
conformance with policy, and therefore brokers Wwélfree to take more risks to achieve it.
Understanding those operational risks and tradeisfthe third area where | believe the
BESG could usefully explore as we move forward.

None of the above points diminishes the work ofBESG achieved to date, which is filled
with interesting insights. However, it does puhtb context of how much more remains to be
done. This future work is perhaps best carriedoomge MiFID comes into force and we start
to focus on the real issues rather than theoratgabrtunities and threats. The phoney war
will soon be over.
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Executive Summary:

Introduction and Objectives:

The MiFID JWG Best Execution Subject Group (BES@pviormed in May 2005 and has
met on a quarterly basis since inception. The dtabgective of the MiFID JWG BES@&as:
‘to agree market practice guidelin@sth regard to the timeliness, commonality, availity
and storage/retrieval of market and reference datavant to firms wishing to demonstrate
best execution processes under the provisions BV The focus of the BESG to date has
been to agree market practice guidelines with tegabest execution policies, and tot
provide specific guidance measures per se whickhareesponsibility of the firms
themselves.

Rather than reinventing the wheel, the MiFID JWG3&Edrew input from discussions from
experts in the industry to cover the ramificatiémsdelivering and evidencing best execution
covering as many asset classes in the scope oDMiEIpossibleThe group focused on the
market practice dimensions, working in collabonatwath the MiFID JWG Real-Time,
Standards Protocols and Reference Data Subjecip&touulfill the implementation side of
the mission.

Approach Taken:

This paper reflects the work conducted within th&ld JWG BESG from May 2005 to
September 2007, where the aim of the BESG waslpofinms to prepare their best execution
policies, not necessarily to provide specific guaicia The choice of title "High-Level Best
Execution Principles" was deliberate to reflect kvior progress, given that the BESG only
laid the foundations for market practices and domng way away from consistent
implementation of the best execution measureddeeaseeing the prospect for consistent
enforcement in our lifetimes.

Most firms did not believe that the evidencing ekbexecution would be consistent across all
Member States of the EU/EEA, nor clear-cut foraaBet classes. As such, market practices
would tend to be evolutionary, not revolutionaryns would wish to “wait and see” how
MiFID evolved before committing to concrete margedctices could be reinforced through
heavy investments in technology. As such, the vedtke BESG focused on laying the
foundations for this to occur and the focus ofgh&up was more on macro processes,
consideration of transaction cost analysis, comatd® of how to automate tools such as
OMSs and EMSs, plus examining the factors that dvbelimportant when casting best
execution policies and disclosure statements. Ak,dhere was a greater focus on process
rather than outcomes.

MiFID and ‘Best Execution’:

The Directive 2004/39/EC on Markets in Financiagtinments (MiFID) was adopted by the
European Parliament and European Council on 215t 2@04. MiFID will affect
participants in the financial services industraih27 member states of the EU and
additionally, the three EEA states of Norway, loeland Lichtenstein across most of their
activities in almost all asset classes relatingvestment activity.

MiFID’s “best execution” requirements as expressedinally within Article 21 of the Level

1 text obliges investment firms to take all reasd@ateps to execute orders on terms most
favourable to the client and to obtain the mosbfable possible result for their clients taking
into account price, costs, speed, likelihood ofceien and settlement, size, nature or any
other consideration relevant to the execution efdtder, whether trading occurs on-exchange
or off-exchange. This best execution obligatioguslified if there is a specific instruction
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from the client (in this case the investment fitmals execute the order following the specific
instruction), if the client has agreed to be cl@sdias an “eligible counterparty”, or there are
specific characteristics of the market functiomg(guote-driven) as qualified within
CESR/07-320.

Historical Background:

The search for ‘best execution’ has been elusidehas a long and illustrious history
stretching back to the early 1990s. Historic appinea focused on price (SEC, 2000, 2002)
or process (FSA 2002) while the MiFID processliedi towards outcomes (“ensuring that the
client is best served”). For the MIFID provisiomshe effective, they must address the
challenge that ‘best execution’ can be viewed diifly depending on whether you happen to
be sitting on the buy- or the sell-side of the frteach view is determined by the
transparency of processes and the availabilityndiedying information to support each
process. The problems with achieving Best Executienefore cannot be separated from the
existing economics of trading systems, and the t#ppd traders to change the way they
approach the trading.

‘Best Execution’ is therefore not synonymous witeasuring and minimizing trading costs
(Trading Cost Analysis), but about having an impatation process that is consistent with
the underlying management style. It is also abcesisuring the process and gathering
feedback to make changes in order to ensure thafligimt is best served. The client of the
broker/dealer is the asset manager, for exampteif dhe asset managers receive poor-
quality execution from their brokers, the resultled negative reinforcement is that they are
unlikely to come back for more. The results of @t taken in the market to ensure best
execution and the method of measurement are Itkelyfluence the outcome of ensuring that
the client is best served, but the ephemeral nafutee challenge can be simplified very
effectively. Lindsay Tomlinson, former Chairmantbé IMA, put it this way, “Best
Execution? You know it when you see it.”

Practitioner Feedback — Information Asymmetry and Benchmarking:

Most practitioners did not foresee significant peos in evidencing best execution for most
order-driven markets, such as cash equities, exoefsr specific conditions, for example

when working with a large order. Although someldesed markets showed similar
characteristics, there were significant difficudtier some segments, such as, corporate
bonds, emerging market bonds, asset-backed sesuatd structured products such as
swaptions, credit derivatives or CFDs. Finally #vidence of information asymmetry was

not a consistent feature in this survey and, inesasset classes, the sell-side fared worse than
the buy-side. This is due to the fact that protesd investors are at least as well informed

as, and often better informed than, dealers asdealer only knows what they are quoting to

a client, while a client dealing with multiple degeg has a broader view.

When it came to assessing the appetite for bendtimgaprescriptive benchmarking was
believed to be somewhat more acceptable to regslaind was considered beneficial by
some suppliers. It was not identified as accepthplmany market practitioners (sell-side and
market facilitators offered scant support for Tthe modular Pro-active Process Management
(PPM) approach proved to be acceptable to manyshie/and electronic market facilitators
were particularly supportive, as were some sel-§iltns and suppliers. The comfort level
behind laissez-faire was strongest among suppheisjt was also noted for dealer-led
markets. It was not viewed as acceptable to regndanhor was it perceived to be particularly
acceptable to investors.
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Practitioner Feedback — Modular Solutions (Pro-actve Process):

Some suppliers felt that a modular approach idiskzhas many firms on the buy-side suffer
from makeshift KYC, AML, OMS and EMS architectureBherefore, whereas it looks as
though the model of proactive process managememd &@ implemented in theory, it would
be much more difficult to implement such an apphoacpractice. Nevertheless several
practitioners voiced their view that the model Eatrseveral advantages over benchmarking
and could be readily applied to dealer-led markaetst recognises the vital importance of
voice-driven markets and does not require thessgéi-to make open disclosures, nor to
evidence best execution at the point of quote.rdmas even scope for proactive process
management to apply benchmarks in their properestnfior example to oversee the
rebalancing and/or allocation of trades, althougiould be stressed that these benchmarks
would be internal to each firm and certainly noposed.

A Best Execution Framework was agreed in summaiy fo take into account the need for
firms to cast their policies in a modular manndre Tramework shown in Fig 8 allowed firms
to build on their existing legal frameworks (a giples-based approach), taking client
classification, product typology, channel typolagyd data availability into account. A
flexible framework also allowed for exceptions (egntested results) to be treated in an
exception-based manner, and would also permitéuderelopments (e.g. pre-trade
transparency for debt instruments or applicabdityiFID to new products such as
structured loans) to be factored in without invotyradical changes to systems and controls.
This framework-based approach carried favour witth practitioners and suppliers alike.

The thinking from BESG framework discussions ig thest execution will be translated as a
process, and there is general relief that bestutiogrno longer needs to be monitored trade-
by-trade in a prescriptive fashion. Both investir#zanks and asset managers will need the
underlying data in order to evidence best execytiactices when called to evidence the
same. Expediency and common sense judgemeniealisot going out of fashion as prices,
sizes, timings, and so on all have to relate t@atadle transactions. This means completed
according to the size and other conditions stigaldty the client. Both buy- and sell-sides
will need to check the applicability of their autiils and data storage, and the scope of any
co-dependence with other participants, particularly outsourcing parties.

Practitioner Feedback — Best Execution Policies:

Both investment banks and asset managers wouldtaeeuise their existing policies
(particularly for some Member States) to demonstila¢ reasonable steps to be carried out,
especially for illiquid, fixed income and OTC-tratimstruments. For these structured
products, the recording of the circumstances tdréme could be seen as advantageous.
Logically and legally, if a firm’s quality of exetion is likely to be open to doubt or
challenge, then making a note of the circumstaaodsbuilding in the relevance of the
factors at the time will help mitigate disciplinaagtion. However, so much of this is likely to
emanate from whether a client understands bestugzagolicies and has the necessary
systems, processes and practices in place to banklihe same.

At a high level, best execution policies shouldméta rationale for a particular selection of
broker (for the buy-side) or execution venue (f@ sell-side) if there is direct access,
including detail of whether any orders will be extstl outside a regulated market. The
policy should cover the relative importance of filowing factors in fulfilling the portfolio
management policy: price and costs (primarily) eshydikelihood of execution and
settlement, size, nature, and any other relevargiderations (e.g. market impact or timing).
The policy should also take into account the natdirerder, characteristics of financial
instruments and characteristics of execution verared other factors such as liquidity, timing
or curves for other asset classes such as fixenfriac
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Practitioner Feedback — Metrics:

The asset manager and broker would need to maimigtirics in respect of each class of
instrument against the different venues where xeewting firm executes client orders,
including transmission methods to those venues aBset manager must pay attention to
market practices within dealer-led markets, paldidy in cases where there are liquidity or
market timing challenges, such as corporate debirtg, or where price benchmarks are not
feasible, for example in OTC-traded derivatives.

Practitioner Feedback — Role of Intermediaries:

The asset manager needs to ensure that all intemesdncluding RTOs (Receivers and
Transmitters of Orders) have a proper best exacyidicy. This best execution policy
should be reviewed at least annually and alwayswihere is a material change in the
relationship to correct any deficiencies. The ‘itisvin the detail” as well, with regard to
client agreements, particularly if there are mistigient classifications involved. The asset
manager must ensure that they deliver the apptegribormation regarding their best
execution policy to enable the fund to track tipeirformance against agreed benchmarks.
They must also obtain the necessary prior conseittsregard to treating the fund as a
professional client or executing outside a regdlamarket.

The asset manager will additionally need to assssher intermediaries or execution
venues offer the best possible result for the fomthe basis of transaction cost analysis,
other metrics or overall performance, as in poidfalpha. The asset manager also needs to
keep track of execution quality from the variougulated markets, MTFs, Systemic
Internaliser and Dark Pool execution venues. inglso, they would need to pay attention to
their liquidity maps and the likely trade-offs,terms of their routes to execution. They need
to pay particular attention to the potential fagmentation in the price discovery process,
executable prices and market timing, for example.

Practitioner Feedback — Role of Trading Platforms ad Execution Venues:

Investment firms, exchanges, trading platformsmiadket data vendors will all have to adapt
their business processes and their IT systemsligr do comply with MiFID. All parties

should take advantage to review DMA (Direct Marketess), and any potential benefits of
algorithmic trading (whether VWAP, TWAP, TVOL, IH.quantity discover tools and Smart
Order Routing Technologies (SORT) to interact wlith markets, and evolve a modus
operandi for interacting with dark pools of liquidiAll parties will therefore need to verify
that they have the right database and reportingstriucture to provide an audit trail, and
extract the relevant market and reference data whked to do so. These records should be
adapted to the type of business and the rangeve$iment services and activities performed
by the investment firm.

Next Steps:

This paper also records suggestions for future worder the Best Execution Subject Group
or Best Execution Working Group heading. It is libp@extend the work of the group post-
MIFID in the following directions, focusing on Owtimes as well as Processes:

1) To cover areas such as Order Management/Executimmradegment System
integration and Smart Order Routing.

2) A deeper debate on the Appropriateness of Clietedoaisation

3) A greater focus on both Strategic discussions sschransparency in the light of
increased proprietary trading and the need to menagflicts of interest
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4)

5)

6)

7

8)

A deeper debate on Commission Sharing, Researdiyndiing, Compensation and
Impact on Alpha for the same

Greater understanding of how Market-led Solutionghinadd value (e.g. more work
around Standardised Exchange-delivered Metricsoamdiérket Practices around
Crossing Activities)

Clarity with regard to Processes and PracticekertCITS/IF/MF markets including
the need for greater clarity around UCITS vs. Midi treatment of single
execution venues in the context of best executmbe socialised with the
Investment Funds Working Group

Tackling the requirement for Post-Trade Disclostwéye socialised with the MiFID
JWG Market Data Subject Group

Tackling the less-intended consequences of MiFIBiprade, including the need for
Interoperability.

The continuing objective of the group will be helgifirms raise their best execution game
and provide further value to their clients andsiilagy with other industry efforts as necessary
in order to deliver the appropriate market practice
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Background to MiFID and Best Execution

The Directive 2004/39/EC on Markets in Financigtinments (MiFID) was adopted by the
European Parliament and European Council on 215t 2@04. MiFID will affect
participants in the financial services industraih27 member states of the EU and
additionally, the three EEA states of Norway, loeland Lichtenstein across most of their
activities in almost all asset classes relatingpv@stment activity.

MiFID’s “best execution” requirements as expressedinally within Article 21 of the Level

1 text obliges investment firms to take all reasd@ateps to execute orders on terms most
favourable to the client and to obtain the mosbfable possible result for their clients taking
into account price, costs, speed, likelihood ofceien and settlement, size, nature or any
other consideration relevant to the execution efdtder, whether trading occurs on-exchange
or off-exchange. This best execution obligatioguslified if there is a specific instruction
from the client (in this case the investment fifmals execute the order following the specific
instruction), if the client has agreed to be clé@adias an “eligible counterparty”, or there are
specific characteristics of the market functiog(guote-driven) as qualified within
CESR/07-320.

The best execution measures under MiFID are expdessd qualified in the following
documents which should be regarded as the souierenees:

- 2004/39/EC - The Lamfalussy Level 1 text issued 2p04 — Article 21, and Recital 33;
ancillary Articles 19 (for client classification dr22 (for client order handling) are also
relevant

- 2006/73/EC - The Lamfalussy Level 2 Directive Imm@eting Measures issued August 2006 -
Articles 44-46 and Recitals 66-76; ancillary Argsl47-48 and Recitals 77-78 are also
relevant for client order handling.

- CESR/07-050b — The Lamfalussy Level 3 Measuregmung Best Execution under MiFID,
Public Consultation issued February 2007

- CESR/07-320/1 — The Lamfalussy Level 3 Measurescoing Best Execution under MiFID,
Q&As and Feedback Statement respectively issugd2d@a7

- FSA PS 07/15 (Feedback from DP 06/03 and CP 06¢%9ed August 2007

- European Commission Background Notes (Section®3p7,7.7.1-7.7.3) and FAQs MEMO
06/57 Sections 1.5.1-1.5.11, both issued Februaffare also immensely helpful NB: these
do not carry legal force

Investment firms, exchanges, trading platformsmiadket data vendors will all have to adapt
their business processes and their IT systemder ¢ comply with MiFID.

The delivery and evidencing of “the most reasonaddelt for the client” has taken on a
whole new meaning under the banner of fulfillinge¥ Execution” because the evidencing of
best execution under MiFID becomes no longer mexelyestion of best price, but depends
upon taking all reasonable steps to obtain the fiesgible result, taking a range of factors
into account.

The Investment Services Directive (ISD), the 198&prsor to MiFID, proposed a common
passport so that firms could transact cross-bardder home state authorisation. Besides the
idea of a common passport, the ISD also formaléseathrket state called the concentration
rule, whereby liquidity was formally directed towlara central execution venue within a
residual six EU member states, in order to forestadrnalisation abuses in some of them.

By 2004, it was clear that the ISD needed an urgeathaul. Not only were there eleven
new accession countries within the EU to cover (46)y but there were also new:

Firms, including hedge funds and private wealth ag@ment;
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Execution venues, including electronic markets laguck liquidity pools (such as dark
pools); and

Instruments, including exchange- and OTC-tradetvdgves, exchange traded funds,
UCITS and money market instruments.

In addition, the paucity of key information wasignificant impediment to tracking trading
costs on a consistent basis when MiFID’s precutber)nvestment Services Directive (ISD)
was introduced in 1993. Both market and clienbréénformation were not always recorded
or immediately accessible to external agents. Hewesince the mid-1990s, the increased
accessibility to quality structured data, combimgth a greater awareness of transaction cost
analysis methods, contributed towards greater mardkesparency and, some might argue,
falling margins. This means that the micromanaggmésecurities trading has become
increasingly automated as a result of some sedduances in technology.

Many investment firms currently offer codified besecution policies in order to ensure that
their clients’ interests are best served. Post-Bljil is anticipated that firms will wish to
formalize their processes to understand firstly hiogir clients wish to be classified for the
trade they are about to make; secondly, by undetisig and applying the relevant factors to
each instrument and trading channel, taking aopeable steps to ensure that orders are
executed on terms most favourable to the clierd;thindly, by ensuring that they keep an
audit trail in a durable medium in order to be dbleecord and retrieve the circumstances of
each trade (including client communications toftwt) in the form of market and reference
data which can be suitably evidenced if the firmaaBed to justify their decisions.

Current Approaches to Best Execution

The 15+ year search for “Best Execution” has pravigtily elusive, despite the many
assurances otherwise. Historic approaches foausgdice (SEC, 2000, 2002) or process
(FSA 2002) while the MiFID process is tilted towsmutcomes (“ensuring that the client is
best served”). For the MiFID provisions to be efffex, they must address the challenge that
‘best execution’ can be viewed differently depedim whether you happen to be sitting on
the buy- or the sell-side of the fence. Each vigwdtermined by the transparency of
processes and the availability of underlying infation to support each process. ‘Best
Execution’ is therefore not synonymous with meagyeind minimizing trading costs
(Trading Cost Analysis), but about having an impatation process that is consistent with
the underlying management style. It is also abcesisuring the process and gathering
feedback to make changes in order to ensure thatligmt is best served.

Exchanges meanwhile have also started deliveringetiéed solutions on a promise of better
cost-effectiveness, liquidity management, directkebaccess and market transparency,
becoming more electronic and order-book drivenokBr/dealers have increasingly invested
in the use of technology, such as order and exatatanagement systems (O/EMS’s) and
smart order routing (SOR), to improve their exemutjuality, manage their collateral
inventories and reduce their latency, particularith regard to volume sensitivity for high-
margin instruments. Technology has also enablgeshle traders to join the party, by
offering smart order routing and execution managermgstems while quantifying market
impact and opportunity costs more efficiently, nder to evidence “Best Execution” to end
investors.

These innovations have brought asset managerslesger to the price formation process and
the point of sale. But the problems with achievBest Execution cannot be separated from
the existing economics of trading systems, andfipetite of traders to change the way they
approach the trading. So a practical but empireal to view best execution is to view it
from the perspective of how the client is best edrWVith sophisticated metrics such as the
use of Transaction Cost Analysis (TCA) methodolsgimong buy-side firms increasing by

MiFID Best Execution Subject Group — Version 06§ Dct 2007



MiFID Best Execution Subject Group — Versiod 0.

the day, it becomes an area where market forcdyg apine form of positive or negative
reinforcement. The feedback is such that firmssitstantly offering their clients a
recognisably poor quality of execution are likadjdse business as a result, especially given
the growing trend towards the unbundling of redeard soft commissions. As Lindsay
Tomlinson, former Chairman of the IMA, put it thigy, “Best Execution? You know it

when you see it.”

The trade-off for equities, for example, is whetbbtaining the best possible price is more
important than achieving immediacy, defined as dpeeupled with certainty of execution,

or even the best possible result in a client'sitiggbortfolio. Need to balance the need for
Best Execution vs. the use of time (need to getlanted view in a moving market). There is
a need to consider the quality of relationshippeemlly where brokers continue to add value
with research ideas or market timing in illiquid mkets such as credit.

There are also practical considerations. “Besttgormay not always reflect best executable
price at the appropriate size, particularly fagiiid instruments/traded OTC, and attributes
which dealers might need to take into accountiwdlude price and cost, but could equally
include size, speed, market timing, market impawot, even quality of clearing/settlement,
quality of rating and duration and capital allooati There are important questions concerning
the quote-driven markets (e.g. when buy-side fireaxh out for quotes and deal best of
three) and also questions surrounding “where i®tber” in the process.

There are also operational and technical implicatidor example associated with time-
stamping and latency when it comes to audit tr&ilsctronic platforms are useful for price
discovery, transparency, supplementing liquidigtedting market abuse and ensuring best
execution. However, there are important gaps betweeling and downstream integration at
many firms; some buy-side firms do not have ceisigdl dealing across all centres; data
might be sent back and forth between record-keegnlyretrieval/evidencing

Best Execution under MiFID

Some firms preparing themselves for MiFID compliadealing in multi-listed securities and
also in the retail/PWM sectors have additionallgegbwhether the scope should merely cover
market prices as such, or should it be more exparssid cover overall end-to-end
transaction execution costs. This would extend @otasideration of trading, clearing and
settlement costs. For example, from the pointi@fnof the buy-side’s trading desk, best
execution could be defined in two subtly differeratys representing as either a value or a
cost play. The Value Play involves placing tradasa broker/dealer or automated trading
system in order to realise the maximum value offith&s investment decisions; whilst the
Cost Play entails placing trades with the intenin@fimising transactional implementation
costs.

The best execution obligation under MiFID accruesthe firm that has the contractual or
agency obligations to the client”, regardless o&thler the order is executed directly or
indirectly. There are also important obligations $o-called “Receivers and Transmitters of
Orders” (RTOs) which certain Member States are keqursue. For the provisions to be
effective, they must address the challenge thast'B&ecution” can be viewed differently
depending on whether you happen to be the finaldidsy, for example as a pension fund; the
intermediate buy-side, for example as an asset gesrta a hedge fund; or the sell-side.
Each view is refracted by the transparency of pees and the availability of underlying
information to support each process.

The problems with achieving best execution theest@nnot be separated from the existing

economics of trading systems, and the appetiteadéts to change the way they approach the
trading as applied to portfolio trading versus benarks, such as Volume Weighted Average
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Price (VWAP), Time Weighted Average Price (TWAPYarading with “Actual or Expected
volume” (TVOL). “Best execution” is therefore ngtreonymous with measuring and
minimising trading costs, but about having an impatation process which is consistent
with the underlying management style, and aboutsonég the process and gathering
feedback to make changes. A part of the answaenmonstrating and evidencing best
execution therefore lies in having the procesdasgto monitor, measure and manage it,
particularly with regards to evidencing it whenledlto do so by a client or competent
authority.

Article 21 of Level 1 MIFID text leaves it to eafirm to make reasonable judgements about
the relative significance of explicit and implicibsts for its trading processes per the stated
policy of the firm. Article 21(5) states that: “Mérar States shall require investment firms to
be able to demonstrate to their clients, at thegjuest, that they have executed their orders in
accordance with the firm's execution policy.”

Fig. 1: lllustration of Explicit and Implicit Tradi ng Costs 2006

* The iceberg of trading costs is thawing under global warming!

* MIFID introduces a new dimension — assessing the cost of clearing & settlement in basis points

TRADING COSTS/basis points*
(100bp = 1%; estimated 2006 figures)

Commissions 13bp

DIRECT/
EXPLICIT
Spreads 9bp
Market
Impact e.g. 20-25bp est.
INDIRECT/
IMPLICIT

Opportunity
Costs e.g. 25-35bp est.

Clearing/Settlement
Costs > 2-5 bp???

Charges — transaction/ad valorem/other models — —
Other Costs — costs of fails/re-bookings TOTAL CAGR
74bp+ - 6%

*Source: © Accenture Research 2006 1

Explicit costs include spreads, taxes and bundbedngissions which are evident to both
dealer and client. Implicit costs include elemesutsh as opportunity costs and market
impact costs, and firms must make judgement chlisibhow best to address these costs
within their client agreements. MiFID approaches thallenge by suggesting that best
execution be addressed as a best practice by npaRetipants, rather than centrally.
Investment firms must establish and implement éffearrangements for complying with
the requirement to deliver best execution.

“Best Execution” means that, when firms executentlorders, they must take all reasonable
steps to deliver the best possible result for tblénts taking into account price, costs, speed,
likelihood of execution and settlement, size, natur any other consideration relevant to the
execution of the order. For retail clients, "b@sssible” means the most favourable result in
terms of the total consideration payable. Thiseppgh sidesteps the question of whether best
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execution should be the responsibility of markeitiees and regulators versus the
responsibility of each firm.

Next, investment firms must establish and implengeftrmal and codified order execution
policy to allow them to obtain the best possibkuieThis execution policy is the firm's key
instrument in achieving best execution, and musebiewed at least every 12 months. The
policy should differentiate between different typé<lient — retail, professional or eligible
counterparty. Information must be recorded sufficient to evicke best execution compliance
with a firm’s policy for every asset class in sc@pel made available to the client or regulator
on request. Service levels must be applied teesr@w all asset classes in scope, including
portfolio trades and investment funds.

The duty of best execution accrues to all cliewtt) the exception of clients categorised as
eligible counterparties, and the obligation shapgly to the firm which owes contractual or
agency obligations to the client. Firms have ttawbprior consent from their clients as
regards their execution polity An individual client may agree to the policyaan decide to
issue specific instructions, for example, to exeaurtly at a single venue of choice. These
instructions always prevail over what is in theipgl

Consideration of Trading Venues

The selection of execution venues is a criticaloderation when crafting the best execution
policy. This is because an investment firm’'s besication policy must at least include, in
respect of each class of instruments, informatiothe different venues where the firm
executes its client orders and the factors affgdtie choice of execution venue. The
European Commission’s Frequently Asked Questidnsument identifies the fact that the
policy has to be dynamic, and must include thoseige that enable the investment firm to
obtain, on a consistent basis, the best possibldtrfer the execution of client orders.

The investment firm’s policy may have to be amentbethke account of the emergence of
new venues, particularly for equities, and a firmmsin of course, have access to at least the
venues cited in its execution policy. The elimioatof the monopoly of directing liquidity
onto a central exchange — the Concentration Rateans that Order Routing systems may
need to identify and manage the existing Exchangesell as anything up to twenty to forty
new execution venues, including investment firnterimalising orders on a systematic basis.
The challenge and opportunity for the asset maniaghat this trend is occurring against a
backdrop of electronic trading systems, such as DV algorithmic tradirg and the
unbundling of research and execution-commissions.

This can be achieved by gaining access to theagegatirectly by becoming a member of an
exchange, for example, or via an intermediary ®rmediaries. Firms will have to monitor
and regularly review their execution policy andideovhich option — direct access versus
intermediated access — is likely to secure the sdwrecution costs for their clients.
Supervisors will have to decide whether the deoisimken by firms are reasonable. In doing

2 MiFID, Article 21, Paragraph 3
3 MiFID, Article 21, Paragraph 3

* Frequently Asked Question on MiFID: Draft Implertiag ‘Level 2’ measures”, Reference:
MEMO/06/57, Published by the European Commissiob'dbRebruary 2006

® Algorithmic trading refers to portfolio managersdealers on the buy-side conveying requests for
bid, orders and allocations (splits) to their bmskend/or trading counterparts a trading engineghvh
is used to slice and price the order intelligenting a selected set of rules of algorithms préndef
between the trading counterparties.
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so, they will take into account a number of faciaduding the size and cost structure of the
firm concerned.

Clearly, the cost of direct access to a multitutieemues may be high (see Fig 2). The issue
of cost comes to the fore here, because impligtscare clearly dependent on the quality of
execution venues, and that dealers have the tbtieia disposal to differentiate between the
relative importance of factors such as price, spsied, costs, and probabilities of execution
and settlement in the heat of making a trade. TheL2 MiFID text rightfully does not
mandate investment firms to access venues wherauiid not be commercially viable to do
so. So without consistent benchmarks for markatityy as a function of price delivery,
much less price discovery, some have questionethehbest execution could ever be a
viable candidate for regulatory oversight alone.

The emergence of a variety of trading scenariosvandes with very different contexts
(multiple dark vs. transparent venues, differedieommatching engines, different commercial
offerings, different access to liquidity, differesthart order routing, different algorithms etc.)
further complicates the judgement. Since thesdikaly to evolve quickly, firms will need to
provide a continuous programme of analysis.

Fig 2: Best Execution — Access to Extra Trading Venu

1. Publication — MIiFID obliges execution venues to make Er— |
available to the public, on a reasonable commercial basis, oo [
pre- and post-trade information (this means that execution

venues may charge fees for making the data available to
third parties). Market solution providers such as

priceities: the Backes in
tarce, Laking ko acvount
& clissis o ublicning e

exchanges/MTFs, data vendors or firms will consolidate this e
information to allow firms to evaluate the venues' execution e
quality. T

2. Access — A firm must, of course, have access to at least
the venues cited in its execution policy. This can be
achieved by gaining access to these venues directly (e.g.
becoming a member of an exchange) or via an intermediary
(or intermediaries). Firms will have to monitor and regularly
review their execution policy and decide which option (direct
access vs. intermediated access) is likely to secure the
lowest execution costs for their clients. Supervisors will
have to decide whether the decisions taken by firms are
reasonable. In doing so, they will take account of a number
of factors (including the size and cost structure of the firm
concerned).

3. Expediency - Clearly, the cost of direct access to a
multitude of venues may be high. In many cases, therefore,
an indirect access through an intermediary may be the best
solution. However, the commissions paid by asset
managers to intermediaries providing access to execution
venues can mount up over time and it may become clear
that gaining direct access is more economical and efficient
than going through intermediaries.

Source: MIFID Draft L2 Implementing Measures — Directive — Background Notes Feb 2006 2

Best Execution and Client Classification

MIFID creates an implicit relationship between otielassification and best execution. As
clients are allowed to opt-up as well as down dover versus greater levels of best execution
protection, how do dealing desks adapt to this?s@enable behavioural change has to occur
on the trading desk as dealers need to be versamhiuct of business rules and need to pre-
select factors in execution of the orders, sudhastatistics relating to number of execution

5 MiFID Articles 44-46, and recitals 66-76, whichviedegal force
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venues. MIFID is structured to enable the maximwgrde of client protection, and the truly
revolutionary aspect to MiFID is the way that theasures link client classification with best
execution and order handling.

The correct and appropriate classification of m'frclients is a key area of preparation for
undertaking the process of delivering and evidemnbiest execution. This is because the
status of a firm’s client, depending on their knedlde and experience, has a direct bearing on
the level of duty of care which must be appliedef@ Classification requirements apply to all
clients an investment firm deals with in relatiorproducts and services under the scope of
MIFID, and are categorised into different levelssaperience and expertise per three
categories of client — retail, professional andible counterparties (see Figure 3).

For example, if we look at clients as being ondaléa of knowledge, the experienced
investors as a rule tend to be more knowledgeabenwompared with many retail clients,
and will therefore be placed higher up the laddegenerally the experience investor has the
experience and wherewithal to support their stiategAs things stand under MiFID, each
party on the ladder owes a duty of responsibibtgeliver and evidence best execution to the
previous party down the ladder.

“Retail Clients” are typically less-sophisticated investors, whoramt the greatest degree of
regulatory protection. It is expected that morertk will wish to receive the regulatory
protections afforded them as retail clients, arad thany retail and some intermediate
customers will wish to fall into this category.

“Professional Client$"are clients who possess the experience, knowledgexpertise to
make their own investment decisions, and propesbess the risks that those decisions incur.
Even so, these clients can request non-professieamerit

“Eligible Counterparties” are the most sophistidaiteszestment client or participant. They
can request to be treated as a professional dr ckeeat generally, or on a trade-by-trade
basis. In principle, this covers investment fircrgdit institutions, insurance companies,
UCITS and their management companies, pension famdsheir management companies.
For each transaction, adequate risk warnings naugtuen and the transaction must be “at
the initiative of the client” as well as meetingtedn conditions, for example this applies only
for the trading of non-complex financial instrument

" MIiFID Lamfalussy Level 1 text, Article 4, Paraghap.12
8 MiFID Lamfalussy Level 1 text, Annex Il
% MiFID Lamfalussy Level 1 text, Article 24, Paragta2
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Fig 3. Client Classification per MiFID (Overview)

1. Client Categorisation — Client Classification
requirements will apply to all clients an investment
firm deals with in relation to products and services
under the scope of MiFID.

2. Dynamic Classification — MiFID provides the . |
flexibility for clients to move between categories
provided conditions are met. Rules allow clients to (Optional for Member M
change their initial classification on request, and :
clients can move between categories on request ¥
(the same client can have different classifications). Professional Clifnt (Anyiex II Section I)

3.  KYC/COB - Firms must notify clients if they are to p

be treated as professional before providing services, ¢

and clients must state in writing (contractually) that
¥
Retail Client (Article 4(1)(12))

Eligible Counterparty (Article 24)
i Fi

States)
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they wish to be treated as professional (and that
they are aware of the consequences of losing their
protections).

4.  Grandfathering/Repapering — Some clients may
need to be re-papered with updated agreements.

Source: MiFID Draft L2 Implementing Measures — Directive — Background Notes Feb 2006 3

The classification of clients according to theiolwiedge and experience is the result of two
tests which the investment firm must conduct.

Firstly, the “Suitability Test” applies to entities providing investment adviceortfolio
management. The investment firm must obtain tleeseary information regarding the
client’s, or potential client’s, knowledge and esipace in the investment field relevant to the
specific type of product or service, their finahaiguation and their investment objectives, so
as to enable the firm to recommend the investmawices and financial instruments that are
suitable for them.

Secondly, the “Appropriateness TéStequires that investment firms providing investinen
service&’ ask the client or potential client to provide imfation regarding their knowledge
and experience in the investment field relevarihéospecific type of product or service
offered or demanded, so as to enable the investiinento assess whether the investment
service or product envisaged is appropriate foctiest.

MiFID also provides the flexibility for clients tmove between categories, provided certain
conditions are met. The rules also allow clientsttange their initial classification upon
request, and clients can move between categors ngguest. In fact, you can get the
situation where the same client might even electlfiferent classifications should the sell-
side permit this. For the sell-side investment §iyithe duty is that they must notify their
clients of their right to change their classificaiti and they must keep records of the client’s
confirmation of their classification. Although tieeare some issues here, as this principle is

O MiFID Lamfalussy Level 1 text, Article 19, Paraghe4. See Paul Beach'’s chapter.
" MIiFID Lamfalussy Level 1 text, Article 19, Paraghe5. See Paul Beach’s chapter.
2 Other than those itemised in MiFID Lamfalussy Lieléext, Article 19, Paragraph 4

MiFID Best Execution Subject Group — Version 06§ Dct 2007



MiFID Best Execution Subject Group — Versiod 0.

subject to interpretation by the relevant compegeniority in each member state, so how do
you avoid a differential interpretation?

In addition, a minimum, legally-codified, best exgon policy may differ from policies

which firms might operate in practice. For examplet consideration for clients classified as
“retail” for example, could well include the costisclearing and settlement as a relevant
factor. Itis far from clear how a dealing deslghtisource this information. It is also unclear
as to how “dynamic” policies will need to be in gliae. For example, how far are firms
obliged to connect to every execution venue, wigdmplied as the requirement for the
principle that “firms must take all reasonable stepdeliver the best possible result”. The
guestion is what is “reasonable”?

To conclude, the “Common Provision$stipulate that European member states are to@nsur
that the information regarding a client’s or poiaintlient’'s knowledge and experience in the
investment field includes the following:

(a) the types of service, transaction and financiatimsent with which the client is familiar;

(b) the nature, volume, and frequency of the cliemtisgactions in financial instruments, and
the period over which they have been carried out;

(c) the level of education, and profession or relevamher profession of the client or
potential client.

The Role of the Best Execution Subject Group

The MIFID Joint Working Group (JWG) was formed ipil 2005 as a not-for-profit,
international grouping of individuals. The MiFIBDVI5 then established a number of
specialist subject groups to address the issudithetive raised in different areas, namely:

- Best Execution

- Reference Data

- Cross-Border Jurisdiction
- Real-Time Market Data

- Standard Protocols

- Technology in general

The objective of the MiFID JWG Best Execution Seb@roup (BESG) is to agree market
practice guidelines with regard to best executioliciies, and noto provide specific

guidance measures per se which are the respotysddilihe firms themselvesRather than
reinventing the wheel, the BESG gathered input fdmouments and discussions from
experts in as many asset classes impacted by MiEIppbssible and hosted a number of lively
debates as to where clarification was needed.

The specific focus was around the issues of wher@bligations of best execution are
placed, and whether best execution should be apiplia rigid, rules-based manner. Thisis a
relatively convenient approach if the aim is thenf@nization of all asset-class processes in
Europe, but one which is not likely to be populattvthe business. By contrast, enforcement
of best execution practices through principles-tasgulation is seen to be an important
consideration if the aim is to encourage both imtiovn and market liquidity.

Most firms did not believe that the evidencing eEbexecution would be consistent across all
Member States of the EU/EEA, nor clear-cut foragbet classes. As such, market practices
would tend to be evolutionary, not revolutionary poescriptive. Firms would wish to “wait
and see” how MiFID evolved before committing to caeie market practices could be

3 MiFID, Article 37, Paragraph 1
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reinforced through heavy investments in technol@dgysuch, the work of the BESG focused
on laying the foundations for this to occur andfthmis of the group was more on macro
processes, consideration of transaction cost asalyansideration of how to automate tools
such as OMSs and EMSs, plus examining the fadtatsstould be important when casting
best execution policies and disclosure statem@stsuch, there was a greater focus on
process rather than outcomes.

The BESG also debated how the measures might &pplyote-driven markets, to evidence
best-execution processes in fixed income, derieator structured products, where a provider
might be the only market professional entity makdngrice and where the credit worthiness
of the client could be an important factor in pnigi It was argued that the duty of a firm to
demonstrate that they had executed their ordeasdaardance with the firm’s execution

policy could prove challenging under volatile tragliconditions in fragmented markets, and
that firms may struggle to explain best executimotpsses to their clients equally for all asset
classes in these circumstances.

There were areas of controversy within the measigbated between the BESG and MiFID-
Connect® such as:

delivering and evidencing best execution in fixedome and other dealer-led or quote-
driven markets would be challenging, for what is tkefinition of an “order”;

the option for the fund manager to pass the bestugion obligation back to the broker is
precluded, although there is nothing to stop tlokdér-dealer from providing the data;

the terminology such as “take all reasonable digpsisure” is open-ended, and it is clear
that the legal test should form the bottom line;

does a fund manager reaching out to three sepdgaters and specifying size really
obtain “the best result”;

surely best execution is a contradiction in terassit has to be “best” in relation to other
forms of execution;

how would this work for OTC markets if there is poine market-maker for an illiquid
structured product; and

if the best execution principle is implemented &iractive subject to interpretation per
competent authority in each member state, mightsfitake advantage of what is
described in common parlance as “regulatory ardpita

To help answer these questions, the practitiongtsnithe BESG took part in a survey
during the summer of 2006 to try and identify savhéhe roadblocks and dependencies in
evidencing best execution for their clients. Thevey was completed by dealing and
compliance professionals on both the buy- andssé#-from over 25 firms of various sizes
and investment styles. For asset classes wharty afibest execution was required, firms
were asked to indicate the range of difficulty elidering and having the data to evidence
that the most reasonable result for the client fwHiled.

4 MiFID-Connect represents 11 London Market Assaoie, including the BBA, ICMA, LIBA,
ISDA, IMA, FOA, ABI, APCIMS,
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Firms were asked to record their responses in cofmges, consisting of:

green for “unlikely to be a challenge”;

lime-green indicating “an occasional challenget, dmample, large sizes;

yellow indicating “periodic challenges”, for exarpthe lack of price benchmarks or
illiquid securities;

orange indicating “regular and significant challegty for example, where there are no
benchmarks, relative intransparency, or custono#idl instruments; and

red signifying “unlikely to be possible”.

The results of the survey are shown in Figure é (tbtails per each asset class are available
via www.mifid.com). There are some interesting dosions to be drawn.

Fig 4: Likelihood of evidencing Best Execution — Hea  t map
for Validation

. # OH %' ('$)&
! +§f#° # &,g-s)

*

Cash Equities — Large Cap Yes Usually, yes, except for some markets
Cash Equities — Mid Cap/Small Cap Yes Challenges sourcing some market/ref. data
Indices Yes Usually yes
Warrants Yes Challenges sourcing some market/ref. data
Convertibles Yes Challenges sourcing some market/ref. data
ETFs Yes Usually yes, unless if traded non-electronically and/or OTC
UCITS/Mutual Funds Yes Must assess whether units can be traded in a fair, orderly, eff. manner
EU Government Yes Usually yes
Sovereign/Agency/Supranational/Covered Yes Some challenges if not traded via e-channels
Credit — Corporate AAA or less Yes Sometime challenges if not traded via e-channels
Credit — Corporate High Yield/BBB or less/Distressed Yes Challenges, to source comparison data?
Emerging Market Debt Yes Challenges, to source comparison data?
Asset Backed Securities Yes Challenges, to source comparison data for all markets?
Mortgage Backed Securities Yes Challenges; some market-specific e.g. DK
BAs/CDs/MM Instruments Yes Challenges if not vanilla/not traded electronically
Futures/Options - Securities including Indices Yes Often yes, if exchange-traded; price of underlying must be publicly avail.
Futures/Options - Currencies and Interest Rates Yes Often yes, if exchange-traded; price of underlying must be publicly avail.
Vanilla IRSs Yes Possible for vanilla IRSs/Resets

= Swaps/FRAs on Currencies and Interest Rates Yes Vanilla OK; Else problems with market'ref. data comparability

= Simple CFDs Yes Often yes, if there is a link to the underlying instrument
CFDs/CDOs/Credit Derivatives/Structured Credit Yes Serious problems; lack of e-channels and market/ref. data
Futures/Options - Commodities, settled cash/phys. Yes Usually yes, unless traded OTC = challenges
Futures/Options - Climate variables, Freight, Emissions... Y if traded on reg. market Not always, esp. if OTC-traded; Best Ex applicable if cash-settled
Spot FX/Forward FX (not FX Options/Swaps = in scope) Pot. Y if a transaction leg Yes, for convertible currencies: FX may not be in scope

[a— Loans/MM Deposits/Funding/Leasing Yes, if securitised May not be standardised products; e-channels may not be available

Source: © MiFID JWG BESG and Accenture May 2006

Most practitioners did not foresee significant peots in evidencing best execution for most
order-driven markets, such as cash equities, exoefgr specific conditions, for example

when working with a large order. Although someldesed markets showed similar
characteristics, there were significant difficudtier some segments, such as, corporate
bonds, emerging market bonds, asset-backed sesuatd structured products such as
swaptions, credit derivatives or CFfisFinally, the evidence of information asymmetrgsw

not a consistent feature in this survey and, inesasset classes, the sell-side fared worse than
the buy-side. This is due to the fact that protesd investors are at least as well informed

as, and often better informed than, dealers asdealer only knows what they are quoting to

a client, while a client dealing with multiple deed has a broader view.

5 A swaption is a financial instrument granting tivener an option to enter into an interest rate swap
Credit derivatives transfer the risk of a credget's returns falling below an agreed level, withou
transfer the underlying asset itself. CFD is at@unt for Difference; a product traded on margin
which allows the investor to gain the returns share’s performance (price, dividends etc) witrtbat
stamp duty costs.
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The survey also indicated that it would be goodffiercompetent authorities across the EU to
agree what lies in and out of scope as there isspiccad confusion over FX forwards and
securities money market instruments. An exampkgppfoach used by the BESG is shown in
Fig 5 below:

Fig 5: Arriving at a Framework for a Codified Best
Execution Policy ....

TCF Policy - Starting Position
Framework ¢
. Sents classified asetail N
Client and/or professional

Classification (per selelected)?

Spot FX, Spot Av. Products in sCope
Commodities, Within Annex 1
Bullion Section C
of L1 te:

Loans, Cash
Depos

Product
Typology
MM/Loans/ Is the product Bespoke/
Spread Bets etc, Standardised and/or Sescﬂﬁﬁé‘gﬁ%s
Fungible?
Pecific instructs e.3
| nitiation via DMA,
Channel nd_maintain discretiem?
Typology
Dealer is exercising discretion
as part of the service offered to client|
without specific client instructions Factors to consider:
working client orders -Venues
Data e.g. intraday, benchmarking -Market Practice
-Transparency
Typology & -Information Comp.
Market Key: Duty of Best Execution applies!D -Contestability
Practices NB: * Clients may request Best Ex treatment -Etc.

Source: © MiFID JWG BESG and Accenture Jul 2007 5

Best Execution and the Role of Benchmarking

The UK'’s FSA then published their best executistdssion paper DP 06/03 in May 2006,
clarifying their intentions with regards to implemation. This was closely followed by
France’s AMF, whose paper on best execution wasseld in July 2006. The FSA’s paper
focused on the dealer markets specifically, witlugely controversial approach based upon
the management of conflicts through the use of lberacks. This direction came as a
surprise to the industry and the broader issue adhether other competent authorities in the
EU/EEA would follow suit, which proved not to beetbase.

Here is a selection of reasons why the courset@raproved hugely controversial:

(1) The concrete case for consistent market failurgsioe transparency, abuses and
conflicts of interest were not made for the detddrmarkets. Any arrangements for
benchmarking were therefore too early, as thereandige-diligence exercise being
conducted by the European Commission around prepast-trade transparency. The
markets were not given the opportunity to eval@aig measures arising from the latter
for the dealer-led markets. Although there mayehiasen a link between evidencing best
execution and pre- and post-trade transparencgliifasset classes, this was only just
moving onto the regulatory agenda. Therefore,yapglthe measures to non-equity
markets in 2007 was felt to be inconsistent froeghint of view of timing.

MiFID Best Execution Subject Group — Version 06§ Dct 2007



MiFID Best Execution Subject Group — Versiod 0.

(2) The assumption of automatic information asymmegtyeen buy-side and sell-
side*® failed to recognise two facts: first, the buy-sides not homogenised by virtue of
investment style; and second, the buy-side wasommibgenised by virtue of purchasing
power. Some buy-side firms such as hedge fundsl ¢mld large positions and could
have access to information and prices, giving tadmetter liquidity picture than certain
sell-side firms. This was borne out of the studyf@rmed by the MiFID JWG BESG for
certain products.

3) Measures which would benefit the final buy-siddtess — pension funds, local
authority funds, corporates and retail — might aliyudiffer from arrangements which the
buy-side intermediaries — fund managers, hedgesfuprilvate banks, fund supermarkets
— enter into. Adding an extra laying of monitoriagd extra due diligence for the buy-
side intermediaries could represent extra costsilaat would be a far from popular
measure if buy-side intermediaries need to invethe systems and monitoring, in order
to check every order directed at the sell-side.

4) Many dealer-led markets already functioned as diiq@iproviders in making firm
prices, as in they are not liquidity takers frora tharket. It was not in their primary
interest to make false prices if they are compefiinghe buy-side's business on the basis
of best price, best size handling, best marketngmor similar. The system worked
through a negative feedback loop where firms thaiterbad prices do not get the buyers
coming back for more. Besides, by having to disglproprietary information, dealers
would also be exposing themselves to the distodiferts of gaming, particularly by
hedge fund clients. These players could have atoes full spectrum of information,
and would not run their risk that dealers wouldefat committing capital.

(5) Many dealer-led markets are managed over-the-co(@EC) by definition. The
spreads were wider because sell-side firms cominipital in support of immediacy —
getting the order done — but many studies had @telitthat the market functions at
efficiency, and there is little extra that can baweh from the spread. The cost of risk
capital differed per firm because some sell-sidagiare part of banking groups.
Transparency might be a benefit for the buy-side jfithat deterred sell-side firms from
making prices in the first place, competition cotllth and paradoxically, the spreads
could actually widen. Therefore, the oppositeaft®muld be achieved from the intended.

(6) Benchmarking for products, such as illiquid instants or highly tailored structured
products, was unworkable from several perspectilégre were confidentiality
arrangements in place, including Chinese walls Whievented open disclosure for
commercial reasons. There were existing interallation systems in place which were
proprietary with a strong differentiation betweemfs. There was also informal evidence
that data vendors were unlikely to support suchsmess by offering to carry the data,
especially if it meant expensive adaptations duilitg arrangements to consider.

Pro-active Process Management

Finally, there was an extensive debate aroundékedpproach to dealing with best execution
with several perspectives in play, namely:

Benchmarking
Proactive Process Management
Laissez Faire

18 Information asymmetry in this context assumes tiatouy-side is consistently disadvantaged by a
lack of information which the sell-side has acdess
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Benchmarking as a concept is not new, and assaeigeasihave been active supporters of the
concept over the last 15 years, at least as apjgliattas such as modern portfolio theory,
portfolio modelling, and rebalancing. The sellesate also big supporters of benchmarking
as applied to client connectivity, algorithmic tirsgiand straight-through processing. This
means that it is fair to say that, in principleg thdustry is familiar with employing
benchmarks provided the processes allow for me&ulingmparisons and that the
benchmarks are robust, with verifiable externah@atailable to hand. If the quality of
execution is to be benchmarked to assess besttexgdihnen the critical issue for

benchmarks is that they must be robust. They shgald a demonstrable quantitative result
and be industry-neutral if they are to win widespracceptability.

The results of surveying over 50 firms within thE®5 during November 2006 are presented
in Fig 6. below:

Fig 6: High-Level Conclusions from the MiFID JWG BE  SG
Survey on Best Execution Approaches

The sample is generally broad to allow some conclusions to be Key:

inferred from the results of the interviews: Eﬁsﬂc”pt"’e o

« Prescriptive benchmarking was believed to be somewhat more Laissez-Faire ==

acceptable to regulators, and was considered beneficial by some DK/No View —

suppliers. It was not identified as acceptable by many market Buy-side (14 firms):

practitioners (sell-side and market facilitators offered scant —] s —
support for it). There was a perception that it might be attractive to

select buy-side firms by some sell-side firms/suppliers ot

« Pro-active Process Management (PPM) proved to be acceptable

to many buy-side firms (60% weight), with benefits for the end Sellsi —

. ) . ell-side (17 firms):

investor and support for dynamic KYC and (especially) market =

innovation. Electronic market facilitators (68% weight) were f—

particularly supportive, as were some sell-side firms and suppliers — =
« The comfort level behind laissez-faire was strongest among

suppliers. It was also noted for dealer-led markets. It was seen by ,—4

many to be congruent with existing policies and a practical —

Market Facilitators (6 entities):
T

implementation route meeting the MiFID deadline, although some
buy-side firms and market facilitators disagreed. It was not viewed
as acceptable to regulators, nor was it perceived to be particularly
acceptable to investors.

« Grey areas were strongest when it came to assessing protection
for the end investor and benefits for dealer-led markets. Suppliers
and market facilitators seemed generally more confident when =
answering the questions in this regard. — |
Source: © MiFID JWG BESG and Accenture Nov 2006 6

Suppliers (14 suppliers):

There are signs that the industry across the Ehbigng beyond the notion that

benchmarking has to be applied to prices only.s T$because there needs to be continuously
executable prices available from a predominantcgoaf liquidity, and there needs to be
appropriate standards to allow comparability touocdsiven the strong views expressed by
the various associations and firms against impogiegcriptive benchmarking for dealer-led
markets, there were strong signals that such aroaplp would not win acceptability with
buy-side firms. Equally, it was felt that suchapproach would offer no protection to the end
investors, especially if the sell-side felt incliht® withdraw liquidity across the market as a
whole.

Best execution is first and foremost a conductusihess issue, rather than a price
transparency issue, and does not merely equagstgkice but to best process, as assessed
by the client. The majority view expressed by thES& survey was that the best option for
implementing the best execution obligation woulddadopt a principles-based approach.
Regulators should strive to provide valuable addai guidance to reinforce the principles
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that apply to dealers when executing client ordensexample of such an inclusive (and
iterative approach) for the buy-side featuringphieciples of KYC, portfolio modelling, plus
101, order and execution management is shown inféid, an approach referred to as
“Proactive Process Management”.

There is plenty of scope for firms to mix and matomponents provided that some basic
rules are adhered to. For example, applying KY8dih new and existing clients could be
linked with AML measures and to the quality of besecution, should the client demand
flexibility in classification. The possibility ofysthamic client classification was felt to be more
of a problem for the sell-side rather than the bidg, but it is posited that the correct client
gualification, consent and categorisation, drivesduty of care and no doubt the price points
that will be applied to the same.

This is far preferable to introducing measuresréate “two-tier” best execution measures,
which would otherwise be highly ambiguous to impdertnin practice. Firms are therefore
advised to review their technology approaches tdcSSMEMSs and smart order routing
(SOR) in this area. It is highly likely that tradiguality metrics and supporting analytical
models will be an ongoing subject of developmert maview (both for firms and the BESG),
and it is also likely that some firms will prepahe ground by ensuring that their policy
reflects (and is supported by) their technologyimmment. Indeed some buy-side firms are
already talking about concluding more service legreements (SLAS) with the sell side
firms.

Fig 7: Best Execution Schematic — Pro-active Process
Management for the Buy-side
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Source: © MiFID JWG BESG and Accenture Nov 2006

Some suppliers felt that such a modular approaiteaised as many firms on the buy-side
suffer from makeshift KYC, AML, OMS and EMS architares. Therefore, whereas it looks
as though the model of proactive process manageroeit be implemented in theory, it
would be much more difficult to implement such @pach in practice. Nevertheless
several practitioners voiced their view that thedelacarried several advantages over
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benchmarking and could be readily applied to ddalkmarkets, as it recognises the vital
importance of voice-driven markets and does natireghe sell-side to make open
disclosures, nor to evidence best execution gbolre of quote.

There was even scope for proactive process managemapply benchmarks in their proper
context, for example to oversee the rebalancingaaralocation of trades, although it should
be stressed that these benchmarks would be interealkch firm and certainly not imposed.
Such an approach could draw upon the valuable smas already realised by TCA
providers. There is also the potential to enabledide firms to compile a steadily improving
liquidity picture on the basis of greater trustlodir brokers, rather than via the benchmarking
route which could lead to more legalistic outcoraed withdrawal of liquidity from some
markets as mentioned above.

There was thus a benefit to both investment intdranzs which can be passed on to the end
investors, which might not be the case in “laids@z” methods and will not be the case if
dealer-led markets are benchmarked. Moreoveintlestment managers are not excluded
from participating in particular liquidity opportities. Both pro-active process management
and “laissez-faire” are likely to be popular withyb and sell-side firms alike, who do not
wish to invest large amounts behind benchmarkiBgnchmarking will not be popular with
the dealer-led markets for the reasons highlightexl’e although, to be fair, it is not
benchmarking per se that attracts the criticismitisubading with prescription and disclosure
obligations.

In the longer term, investor protection is liketylte best achieved through pro-active process
management, on account of greater efficienciesogtichisations in trading practices,
although more work is needed on market qualityeridentiary issues in dealer-led markets,
especially where it is not possible to prove theedar forms of market abuse or
manipulation.

Recommended Best Execution Framework

A Best Execution Framework was agreed in summaiy fo take into account the need for
firms to cast their policies in a modular manndre framework shown in Fig 8 allowed firms
to build on their existing legal frameworks (a giples-based approach), taking client
classification, product typology, channel typolagyd data availability into account. A
flexible framework also allowed for exceptions (egntested results) to be treated in an
exception-based manner, and would also permitéuderelopments (e.g. pre-trade
transparency for debt instruments or applicabdityiFID to new products such as
structured loans) to be factored in without invotyradical changes to systems and controls.
This framework-based approach carried favour witth practitioners and suppliers alike.
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Fig 8: Towards a Codified Best Execution Policy Fra  mework
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Source: Accenture Jan 2007 8

The BESG discussed several cases where the fraeaold be used to pinpoint “hot-spot”
cases e.g. scenarios where the results could Ivetopeterpretation or subsequent
contention. The reader is invited to check theltssf the minutes posted on
www.mifid.comand the details within the BBA/IMA letter addredde the European
Commission dated February 2007 for further infoforatThe adoption of this framework led
to two very practical pieces of work relating fiysto the casting of policies between buy- and
sell-side firms and secondly, an appraisal of yipes of factors which buy-side clients might
find important and relevant to manage.

Buy-Side Policy Considerations

The typical approaches for developing buy-sideqgiedi can also be segmented into six areas
— high-level purpose, factors, products, venuesilary factors and the process for
monitoring & review:

1) The_purposef the policy will be to meet the Best Executidsligations under
MiFID by disclosing and explaining current procestetheir clients (who may be
end beneficiaries). These measures are intendatect clients by addressing
potential conflicts of interest which may arise atgb promoting market efficiency
by driving orders towards execution venues likelgléliver optimal results.

The policy will affirm that the buy-side firm haakien all reasonable steps to obtain
the best possible results for clients in the exeoutf client orders, taking the factors
expressed in L1 Art. 21 and L2D Art. 45 (if thetfilacts as a RTO) into account.
Buy-side dealers will need to select intermediaaied venues on the basis of a
‘transmission policy’ and the demonstrable abildyprovide for (and evidence) best
execution per the relevant dealing strategy. Thg@ach will enable the firm to
deliver and evidence on a “best efforts” basis.
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2)

3)

4)

5)

Firms will be indicating a relative importance bétfactoradepending on client
classification, dealing strategy and product tradiedor example, buy-side firms
deal for clients who wish to be classified as “Bssional” or “Retail”, they will need
‘client status’ consideration from sell-side firthsit execute their client orders.
Prioritisation will be geared towards liquidity imost cases, and thereafter price
(explicit costs), size vs. % ADV, implicit costgeimpact/opportunity costs, speed,
and likelihood of settlement.

The prioritisation may shift in the case of volatdr illiquid instruments e.g. liquidity
may be the driving characteristic for OTC or matkaing in the case of long-
maturity debt trades. Some firms may be explicgpecifying levels of service per
different trading strategies e.g. DMA, capital coitmnent (immediacy), programme
trades, VWAP/TWAP/IS algorithmic trading, conting€back-to-back) trades,
aggregation/crossing/netting, short-selling. Cdhreay rate their sell-side
counterparties may be rated on execution qualiy (iCA), liquidity/capital
commitment, FIX connectivity and operational coesations e.g. cut-
offs/SLAS/STP.

Different factors may be important to assess pedifferent products traded
depending on the type of cash or derivative insamimDifferent approaches are
appropriate, depending on whether a product isdiquilliquid (allowing for the
caveat that the former can soon become the lat@rparticular market
circumstances). Price benchmarking in equities Ishioé possible through resort to
published quotes from exchanges/MTFs and conselidapes published by data
vendors.

With tighter spreads for government debt tradiagilities such as Bloomberg
ALLQ, Market Axess, Thomson Tradeweb can be usdibtwhmark fixed income
executions. In the case of illiquid debt instrunsesuch as OTC structured products,
these will need to be treated on a “best efforégi®as there is no benchmark by
definition, and RFQs will need to be obtained dbest of 2 or 3" basis.
Comparisons may need to be made on historic dafaied by vendors as a proxy to
ensure that rates are competitive.

As regards trading venuaggulated markets (primary markets) are likelip¢o
chosen for the majority of execution volumes fouitgs and exchange-traded
derivatives for reasons of scale and cost. Selédiges (ATSs and ECNSs) e.g. ITG
Posit and Instinet/Chi-X are likely to be selectedreasons of anonymity in order to
minimise market impact. Certain venues such asitidget are also likely to be
favoured as tools for quantity discovery if there @arge (upstairs) volumes to be
crossed without disturbing the underlying pricg@@cess known as quantity
discovery).

Newer venues, such as Turquoise, Equiduct and Hilleanium may also be
considered as valid venues for trades in particéators. Investment banks will
continue to be chosen either in order to committehim a risk trade or to offer out
their books in order to internalise. If the lattie sell-side firm will need to
demonstrate best execution with specific regamaoaging conflicts of interest.

Although the primary consideration for a buy-sigenfestablishing a dealing
relationship is the quality of execution, otherillacy factors such as research and
other services are important additional considensti A recent survey by Financial
News May 2007 showed that 17% of buy-side firmsllihg desks had no
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independence in deciding which venues or strategiase, while in 48% of cases,
the portfolio managers gave indicative instructions

Policies may, for example, make reference to ttaditywf research delivered
electronically or via paper-based form, per sectageographic region including
access to companies and/or analysts. A policy may be linked with a Commission
Shared Agreement specifying a schedule for chargmtjtreatment of Unbundling.
Policies may also be explicit in treatments of ogpEommission and consideration
of goods and services paid for by the sell-sidéiciés may additionally make
reference to client-directed commissions, commisssezapture and/or retrocessions,
and may be linked with the broader MiFID topic nélicements per L2 DIR Arts 24-
6.

6) Buy-side policies may also make reference to teguency of monitoring and review
proceduresvithin the firm. Policies may need to make refeeeto client reporting
and CRM measures, as well as procedures in plasesiare fair treatment of end
clients per systems and controls to ensure ap@tepprioritisation of orders,
aggregation of orders or allocation of trades {spliAdditionally, from a record-
keeping point of view, buy-side firms will needestablish whether they have
arrangements in place to store 5 years' worth @f fibe regulatory or client report
needs, and whether they are able to retain up/gas of voice records for dealer
lines/lines used for transmission of orders torthebkers.

Sell-Side Policy Considerations

The typical approaches towards developing sellg@ieies can be segmented into six areas
— high-level purpose, factors, products, venuesilary factors and the process for
monitoring & review:

1) The purpos®f the policy will be to meet the Best Executidsligations under
MiFID by enabling the sell-side firm to disclosedagxplain current processes in a
clear and concise manner. The ppolicy will apphew the broker/dealer has taken
on an obligation to execute an order on behalfeirtclient and undertakes to
achieve the optimal result in the market per threed client categorisation and
mutually-agreed factors.

Best execution means taking all reasonable steplstiin the best possible results for
clients in the execution of client orders, takingpiaccount the relevant factors per

L1 Art 21. As such, the policy will naequire firms to guarantee to have obtained the
best possible result per every eventuality or peprder-by-order basis — merely to
deliver a result and evidence the best resultferctient on a demonstrable “best
efforts” basis.

2) Best Execution is about implementing a processistam with the client’s
management style, measuring the process and gajHegdback to make changes.
Sell-side firms will be checking with their cliertts establish the relative importance
of the factorslepending on client classification, dealing sggtand products traded.
Some firm’s policies have made specific referecelient order handling, including
a statement to the effect that client orders valelpedited in a fair (i.e. non-
discriminatory) manner.

This includes order transmission to third partsexecution per a Receiver and
Transmitter of Orders (RTOSs). In this latter caségerence might be made to order
characteristics, sequence/ prioritisation, aggiegadrior to the execution component
of the policy. Some sell-side firms might makedfie reference to provision of
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3)

4)

5)

6)

electronic and alternative execution facilitatiohese appropriate and the likely
impacts and consequences of using such tools ¢imgwhether use of such tools
constitutes client instructions).

Different investment banks may tackle the prodiiotension in different ways.
Some may choose to treat the products in termpedfific critical factors which need
to be taken into account as part of their policystaaagreement. Others may draft
specific sub-agreements based on the product tippes benchmarking in equities
should be possible against published quotes frarthamnges or MTFs and
consolidated tapes published by data vendors.

The duty of best execution in a debt market witludle the obligation of a dealer to
seek the most favourable terms reasonably availatder the circumstances (not
counting the RFQ), and the obligation to quoteiegthat is reasonably related to the
prevailing price. OTC structured products will neede treated on a “best efforts”
basis per internal (proprietary) modelling.

Regulated markets (primary markets) are likelyeahosen for the majority of
execution venuefr equities and exchange-traded derivativesdasons of scale

and cost. Execution on such market venues will tdke=levant market information
into account, including the availability of the wenfor the instrument to be traded at
that time. Broker/dealers are obliged to checkitdep@sted on every venue quoted in
their best execution policy but are not obligedréale on every available venue (per
the EC’s Qs & As Feb 2006).

MTFs will also be used in order to discover liqtydaind lower search costs.
Investment banks are also likely to be chosen eitherder to commit capital in a
risk trade or to offer out their books in ordeiiriternalise, and in this case, best
execution will be applied when a broker/dealertrés book as an execution venue
when acting as an internaliser. Broker/dealersnatibe responsible for executing on
particular venues per specific client instructibmshat effect, nor liable for best
execution if the client instruction specifies peutar time periods regardless of the
market conditions.

Although the primary consideration for establishindealing relationship is quality
of execution, research and other services may periiant ancillary considerations
This is because many portfolio managers may hapeiitant input into the dealing
decisions on the desk in directing the flows. Seelkside firms have examined
whether it makes sense to link their best execuimities with the quality of
research delivered electronically or via paper-8dsem, per sector or geographic
region.

Most have not indicated a willingness to link theiticies with Commission Sharing
Agreements specifying any schedules for chargimthe treatment of Unbundling.
Policies to date have not been as explicit onrmeats of dealing commissions and
consideration of goods and services paid for bys#tileside, nor client-directed
commissions, commission recapture and/or retromessi

Investment banks must monitor the efficiency aridativeness of best execution
arrangements and make recommended changes tpdtieies e.g. concerning
execution venues). References may be made todfedncy of monitoring and
review procedures which should take place at astally. From a record-keeping
point of view, sell-side firms will need to estatliwhether they have arrangements
in place to store 5 years' worth of data for reguiaor client report needs, whether
they are able to retain up to 3 years of voicendfor dealer lines/lines used for
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transmission of orders from their clients and fipathether to monitor the
circumstances of the trade where the results niiglttpen to dispute.

They will also need to pay particular attentiomtuifying clients of significant
changes in policy (including material changes) alsd recording instances where
express consent is warranted (e.g. facilitatedwahsite) when dealing in a security
off exchange/MTF when the security is admittedaoling on a regulated market.

The contrast between the high-level approacheswddénitially by several buy- and sell-
side firms is illustrated in Fig 9.

Fig 9: Although there were several areas of Commonal ity,
there were differences between Buy- and Sell-side Po licies

Likely to be more structured, granular and
pro-active by necessity (‘deliver and
evidence...”)

Greater focus on selection of intermediaries
(including MTFs), with strong focus on
order transmission and chains of execution

Likely to be highly structured, with greater
focus on portfolio management and dealing
styles including prioritisation and end-to-
end execution metrics (TCA, STP etc.)

Greater focus on treatment of unbundling,
directed commissions, research and
inducements

Uncertain “ownership” for compiling the

relevant data and submitting reporting to
clients and competent authorities

Likely to be higher-level and less-prescriptive,
with strong legal focus on when Best Execution
applies and exclusions

Stronger focus on selection of execution venues
(including naming venues) for each asset class
including obligations for internalisers

Stronger focus on obligations as a result of
automated execution methods such as DMA or
algorithmic trading

More likely to be cast into different versions
reflecting client classifications, long/short forms
desk policies, geographies etc.

Likely greater focus on KYC and client
classification measures including “best efforts”
restriction of scope for clients to change
classifications dynamically and client-facing

6. Will be looking to incorporate guidance websites

from bodies such as the IMA and NAPF with 6. Not looking to incorporate specific guidance from

regard to market practices industry associations, but more likely to feature

“spirit” of bodies such as MiFID Connect, M2F etc.
Source: MiFID JWG BESG and Accenture May 2007 9

Buy-Side Policy Factors for the Business and for Gopliance

Finally, a survey of some of the BESG's buy-sidamhers was taken in order to obtain a
helicopter view of the Monitoring and Review prages which would be seen as critical for
both the Business (e.g. Portfolio Management aralibg) and the Compliance functions
within each firm. Not all factors which need toreeorded are implicit to Compliance, and in
the on-going discussions, the questioning as to/"whjust as important as “what” and needs
to be recorded.

Firstly, dealers would need to articulate the fetohich are relevant to obtaining and
evidencing best execution and understand the ppesésvolved. Firms who use TCA
(transaction cost analysis) approaches e.g. IT&B]&lkins McSherry, linked to their
OMSs (order management systems) would be at adistdvantage when it comes to
monitoring and evidencing order management andutiecresults. It was noted though that
such an approach was unlikely to be used for firedme and OTC derivative trading.
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Secondly, firms were not in a position to make iicipassumptions about their brokers with
regard to accessing execution venues such as tedutarkets, MTFs and (especially)
internalisers/dark pool facilitators, so therendrrinsic requirement for asset managers to
understand the characteristics of the executionegand the handling of orders (such as the
showing of limit orders and their removal if lefiexecuted within the deadline). Firms were
more comfortable working around “indicative” venuesy and not supplying the names of
the every single execution venue/dark pool withigirt execution policy, partly on account of
the implications of a “material change” in circuarstes. Normally, material changes refer to
changes of strategy, but would the appearancegg@edtion of) a highly liquid venue count
e.g. would the appearance of say Turquoise agamative venue to the LSE for cash equity
trading warrant client communication to the effézt a material change has occurred?

Thirdly, the more granular firms make their polgi¢he greater the need for monitoring. It
was clear from the reactions of some firms tha toiuld lead to extra cost and resource
burdens, and also changes to systems. There waw &xpressed that the sell-side should
take responsibility for offering out solutions suahDMA (direct market access) and
algorithmic trading. Currently, the view is thabkers are likely to treat client orders
delivered to them via such systems as specifiatiiestructions with the implication that the
duty of best execution does not apply. This iseexla to be debated and addressed further,
partly because such solutions might be extendddndle asset classes other than equities in
the future.

Fourthly, there was general agreement that besuéire policies should not automatically
include references to research and inducementsler to keep them from extending beyond
10-15pages. Some firms could voluntarily choosmade specific references to these
subjects and potentially link their policies to@seuch as client classification depending on
their strategy.

A summary of the recommendations made by sevesablole members of the BESG is
shown in Fig 10. It should be noted that while éheere several line items which buy-side
firms expressed a need for, there were equallyrakitems which were felt did not need to

be specified in a best execution policy. There vedse some grey areas where greater clarity
was being sought from CESR and/or the FSA befoldMtould be implemented
successfully.

The following details are items which ARE likelybe needed and tracked by buy-side firms:

- Do you have plans to monitor brokers on an ongdiagjs to ensure best
execution compliance?

- Does your firm have an appropriate policy to revigour broker
arrangement periodically?

- Does your firm have TCA (transaction cost analysia)istics available for
review?

- Does your firm exercise scoring for brokers witgaed to execution and/or
research?

- Has your firm arrived at a relative prioritizatioof the factors relevant for
best execution?

- Does your firm make explicit reference to how eatRFQ flows e.qg.
obtaining quotes for debt markets?

- Will your firm have the resources to cope with egwiof your brokers’
Execution and Conflict of Interest policies post-ND?

- Does your firm meet to discuss the evaluation peder new venues (with
minutes recorded?)

- Does your firm circulate these minutes to Legalmpbance, Business and
Operations?

MiFID Best Execution Subject Group — Version 06§ Dct 2007



MiFID Best Execution Subject Group — Versiod 0.

- Does your firm carry out a quarterly review of plocedures and practices
on an individual/committee basis, and is such artguly review
documented?

- Does your firm monitor the compliance of the firaeslers with the best
execution policy?

- Does your firm have a strict policy for dealing kviipecific instructions from
clients including express consents?

- Does your firm's policy make direct reference toentCOB measures such as
client categorization?

- Do you have arrangements in place to store 5 yewosth of data for
regulatory or client report needs

- Does your Compliance department compile, collat @port to the Exec.
Committee of the Board on a quarterly basis?

- Do you envisage having to supply best executioipslin order to trade the
various products in scope in your firm?

The following details are items LESS or NOT likétybe needed and tracked by buy-side
firms:

- Does your policy plan to make specific referenceustody and transaction
fees?

- Does your firm have a requirement to name brokergour policy?

- Has your firm agreed the benchmark criteria for lerzing RTOs?

- Does your firm have a requirement to name RTOsim golicy?

- Is your firm likely to request changes to your slfisation status on a
case/case basis?

- Does your policy made explicit reference to DMAggidnmic trading flows
and how the flows should be treated per L2D art45?

- Does your policy make specific reference to howndjoeit orders should be
treated (L1 art 227?)

- Does your policy refer explicitly to how order-fl@hould be treated e.g. not
exposed to toxic proprietary trades?

- Does your policy make explicit reference as to bontentions with your
broker should be resolved?

- Does your firm have a requirement to name execw@mues in your policy?

- Will Compliance be responsible for monitoring exemuquality and
recommending changes to venues?

- Does your firm's policy define material changes andngements for
informing clients of such changes?

- Does your firm's policy make direct reference tuicements and/or the need
to unbundle?
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Fig 10: Factors recommended by the BESG's Buy-side Fir  ms

Domain Area Question I I I I I I [Yes [No DK
with Brokers __|Do you have plans to monitor brokers on an ongoing basis to ensure best ex. compliance?
Does your firm have an appropriate policy to review our broker arrangement periodically?
las your firm agreed the benchmark criteria for evaluating brokers?]
Does your firm have TCA (ransaction cost analysis) __statistics available for review?.
Does your policy plan to make specific reference to ___custody and transaction fees?
Is any policy review carried out on the basis of guantitative information e.qg. hit ratios or % sampling?
Does your firm exercise scoring for brokers with re___gard to ution and/or research?
Does your firm have a requirement to name brokers i __n your policy?

Does your firm have a policy in place for selection of intermediaries on the basis of order transmission?
Has your firm agreed the benchmark criteria for eva__luating RTOs?

Does your firm have a requirement to name RTOs iny __our policy?

Can your firms deliver and evidence best execution on an order-by-order basis?

s your firm likely to request changes to your clas___sification status on a basis?
Has your firm arrived at a relative proritisation o f the factors relevant for best execution?.
Does your policy made explicit reference to DMA/alg__o flows and how the flows should be treated per L2D___art45?
Does your policy make specific reference to how ope _n limit orders should be treated (L1 art 227)
Does your policy refer explicitly to how should be treated e.g. not exposed to toxic proprie __tary trades?
Does your Ipo o makel explici rellerence as to how clonlenlions \ivi(h our broker should be resolved?
Interaction with Venues Does your firm have a preferred list of execution venues for each product in scope of MiFID?
Does your firm have a requirement to name execution __venues in your policy?
Does your firm have a policy which evaluates whether a new venue should become part of that list?

Has your firm agreed the benchmark criteria for evaluating venues?
Does your firm make explict reference to how to tre _at RFQ flows e.g. obtaining quotes for debt markets __?
Will Compliance be responsible for monitoring execu___tion quality and g changes to venues?

Internal Processes Will your firm have the resources to cope with revi _ew of your brokers execution and Col policies post__MiFID?
Does your firm meet to discuss the evaluation proce __ss for new venues (with minutes recorded?)
Does your firm circulate these minutes to Legal. Co___mpliance, Business and Operations?

Does your firm carry out a quarterly review of all pre and on an individual/committee basis?

Is such a quarterly review documented? |

Does your firm monitor the compliance of the firm's ___dealers with the best execution policy?

Does your firm have a strict policy for dealing wit___h specific instructions from clients including expr___ess consents?.
Does your firm's policy define material changes and___arrangements for informing clients of such changes|

Does your firm's policy make direct reference to ot___her COB such as client categorisation?

Does your firm's policy make direct reference to in ‘and/or the need to unbundle?

Do you have arrangements in place to store 5 years'__worth of data for regulatory or client report need _s

Do you have administration arrangements to prepare and deliver proofs of compliance to your clients?.

Can your firm retain up to 3 years of voice records for dealer lines/lines used for receipt of orders from clients?

1WGeneral Should Compliance own the maintenance of the best execution policy dashboard?
Does your C department compile, collate an___d report to the Exec. Committee of the Board on aq__uarterly bas|
Do you envisage having to supply best execution pol __icies in order to trade the various products in sco___pe in your firm3
Do vou envisage having different best execution pol __icies to cater for regulatory nuances in the variou s branch locatiol]

Source: MiFID JWG BESG Jun 2007 10

On-going Work and Next Steps

The following topics lie outside the scope of thaper and have been debated periodically
during the last two years under a broad bannéoofgoing work”:

- Best execution arrangements in other Member Ssaiefs as France,
Germany, Italy and Benelux. The reader is urgezbtesult the minutes
posted viavww.mifid.comfor minutes where these topics were covered.

- Details of commonalities with RegNMS and also “capy” type
arrangements being pursued by non-EU/EEA regula¥@hat will the
situation be with regard to receipt of orders frontside the EU/EEA
territory? Can we assume copy-out over time with-Baropean regulators
e.g. CSA, MAS, SEBI, EBK, FFMS? Once again, theleeas urged to
check the minutes postedvatvw.mifid.com

- There is on-going clarification of whether certpitoducts are definitively in
scope e.g. FX Forwards, certain structured prodisey Market
Instruments.

- There is on-going discussion in the event thabgeflember States are
seriously late with transposition and what miglguilatory forbearance look
like in practice.

- There is ongoing discussion on whether there @ylito be a market practice
specifying exactly when trading with express cliemtsent is necessary.

- There is also likely to be further work bringingwergence between the
market practice/audit trail requirements of the BES align with the RDSG
and MDSG dealing with reference and market datallivagrequirements
respectively.
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This paper also records suggestions for future woder the Best Execution Subject Group
heading. It is hoped to extend the work of the grpast-MiFID in order to cover areas such
as the following:

1)

2)
3)

4)

5)

6)

7

8)

Order Management/Execution Management System (OjEM&gration and Smart
Order Routing (from buy-side, sell-side and supgiiens).

A deeper debate on the Appropriateness of Clietegdoaisation (from the sell-side).
A greater focus on both Strategic discussions sschransparency in the light of
increased proprietary trading and the need to menagflicts of interest (from the
buy-side).

A deeper debate on commission sharing, researblunaiting, compensation and
impact on alpha for the same (buy- and sell-side)

A call for a greater understanding of how Market-&olutions might add value (e.g.
more work around Standardised Exchange-deliverediddeand/or Market Practices
around Crossing Activities (from the sell-side aogpliers).

Clarity with regard to Processes and PracticesandCITS/IF/MF markets including
the need for greater clarity around UCITS vs. Midi treatment of single
execution venues in the context of best execufrmm(the buy-, sell-side,
custodians and SWIFT, to be socialised with thestment Funds Working Grolp
Tackling the requirement for Post-Trade Disclogfmam the buy-side, to be
socialised with the Real-time Data Subject Ghoup

Tackling the less-intended consequences of MiFIEtfrade (including the need for
Interoperability) (from all parties).

The purpose of continuing this work) by popular dehwill be per the on-going objective of
helping firms raise their best execution game aliver further value to their clients while
evidencing best execution to their regulators digthis when called to do so.
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