AUM
L

A

April 2019

Bulletin

W

On the Road Again

Just like Willie Nelson and Johnny Cash, we
can’t wait to get on the road again with our

updated Canadian Exempt Market Roadmap
this month.
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1.

Navigating the Exempt Market

Are you interested in, or have you already been, raising capital in Canada’s exempt market? Our most
popular publication, the Canadian Exempt Market Roadmap (Roadmap), has been updated and is back
in stock.

Prospectus exemptions can help issuers raise money without the time and expense of preparing a
prospectus and often without the related, ongoing disclosure obligations regarding the security that
the company is selling to investors. But the route to a successful and compliant capital raise isn’t
always straightforward. AUM Law has extensive experience advising firms and individuals on how to
raise capital in the Canadian exempt market in compliance with applicable securities laws.
Subscribe to our publications to receive a copy of our new Roadmap and contact us to discuss your
fundraising plans.
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In Brief

So Many Sandboxes - Now
It's TSX's turn
On April 12, Toronto Stock
Exchange (TSX) announced
an initiative (TSX Sandbox) to
support innovative issuers and
financing models and provide
a testing ground for certain
policy initiatives. TSX
Sandbox is, essentially, a
framework for TSX staff to
exercise their discretion in
applying TSX’s original listing
criteria and/or the listing
standards for transactions
involving changes in listed
issuers’ capital structure. With
respect to original listings,
applicants from all industry
sectors and stages of growth
are welcome to apply. TSX
emphasized that "first-mover
applications’’ are encouraged
and will benefit from TSX
Sandbox, since subsequent,
similar applications may not
be accepted until enough
time and/or seasoning has
passed. The Notice describes
eligibility criteria for TSX
Sandbox, procedures for TSX
Sandbox applications and
examples of potential, special
conditions that TSX may
apply (such as enhanced
disclosure requirements) to
permit the listing.

2. Breaking up Shouldn't Be Hard to Do

A case study recently published by the Ombudsman for Banking Services and
Investments (OBSI), as well as a regulatory notice (Notice) issued by the U.S.
Financial Industry Regulatory Authority (FINRA), serve as important reminders
to registrants that they need to be forthright with their customers when the
customer’s representative leaves the firm.

The OBSI Case Study: P had a managed account with an investment firm and
paid monthly fees. His adviser, A, carried out various option strategies for P. In
early 2017, the firm advised A that he would be terminated and advised P that
he would be assigned a new adviser. P made it clear that he would follow A to
his new firm. In the meantime, P was assigned a new adviser (B), who
contacted him but did not manage his accounts or make any investment
recommendations. B abandoned the options trading strategies that P had
originally agreed to. P complained that he had lost the opportunity to make
money on options and asked the firm to stop collecting management fees
because he was receiving no services. The firm told him that the fees were
based on an automated process that couldn’t be stopped. P requested full
reimbursement relating to his lost opportunity and fees. The firm offered
partial reimbursement, saying that P should have known that he could have
stopped the fees if he had cancelled his Investment Management Agreement
(IMA). P turned to OBSI, which concluded that, although B wasn’t obliged to
recommend option strategies to P (because they weren’t part of his IMA), the
firm and B should have informed P how to stop being charged fees when he
first complained. OBSI recommended (and the firm agreed to) full
reimbursement of the fees paid from the time A left until P’s accounts were
transferred to the new firm.

The FINRA Notice: Although the Notice is most relevant to FINRA-regulated
firms, its discussion of how firms should communicate when a client’s
representative departs also may be of interest to Canadian registrants. In
particular, FINRA notes that, consistent with privacy and other legal
requirements, these communications may include, when asked by a customer:


Clarifying that the customer can choose to retain their assets at the
current firm and be serviced by the newly assigned representative or a
different representative, or they can transfer their assets to another firm;
and



Providing reasonable contact information (such as the phone number and
email or mailing address of the departing representative), if the
representative has consented to such disclosure.

▪
SEC Issues No- Action Letter
and Publishes Analytical
Framework for Digital Assets

Last June, we wrote about
guidance published by the
Canadian Securities
Administrators (CSA) on
whether and how securities
laws apply to offerings of
crypto-currency tokens. Now,
staff of the U.S. Securities and

FINRA also emphasized that firms should have policies and procedures
reasonably designed to assure that the customers serviced by a departing
representative are aware of how the customer 's account will be treated by the
member firm, including how and to whom the customer may direct questions
and trade instructions following the representative’s departure and, if and when
assigned, the representative to whom the customer is now assigned at the
member firm.
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In brief cont'd
Exchange Commission (SEC)
have published guidance in
the form of a framework
(Framework) for analyzing
whether the offer, sale or
resale of a particular digital
asset is subject to U.S. federal
securities laws. SEC staff also
released a no-action letter
confirming that it would not
take enforcement action
against Turnkey Jet, Inc. for
selling tokens without
registration under securities
laws (TurnKey Letter). The
TurnKey Letter will be of
particular interest to entities
seeking to take advantage of
the commercial functionality
and record-keeping features
of a private, permissioned and
centralized blockchain
network and smart contract
infrastructure, rather than the
profit elements of the token.
Although the U.S. and
Canadian securities law
approaches to the question of
what constitutes a security
aren’t identical, both include
an "investment contract"
analysis as one of their tests
for determining what
constitutes a security.
Therefore, we believe that
these recent SEC publications
may be of interest to
Canadian capital market
participants exploring the use
of digital assets.

▪

AUM Law can help you reduce the risk of customer complaints in transition
periods like this by reviewing your existing policies and procedures and helping
you enhance them to ensure that they meet regulatory expectations. Please do
not hesitate to contact us if you have any questions.
3. Don’t Trip over the Business Trigger

The recent, Clifton Blake settlement agreement is yet another, clear indication
that it doesn’t take a lot of distribution activity to trip the "business trigger" for
registration, meaning that a firm is in the business of trading in, or advising on,
securities and therefore must register with securities regulators or be able to
rely on an exemption from registration. (We've discussed the business trigger in
prior editions of our bulletin, including our discussion of the ValtX case in
October 2018 and our February 2016 review of business trigger decisions.)
In this case, a firm applied to become registered as an exempt market dealer
(EMD) and, during the application process, staff of the Ontario Securities
Commission (OSC) probed into activities conducted by the firm prior to that

application and determined that there had been a material breach of securities
laws. The result in this case also serves as important reminder that the criteria
for reliance on the "friends, family and business associates" exemption from the
prospectus and registration requirements must be carefully examined in every
case.

AUM Law has extensive experience in helping businesses navigate the exempt
market, evaluate whether or not their existing or planned business activities
require registration, and navigate the process for becoming registered. Please
contact us for a free consultation.

.
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MFDA Reports on Targeted Review of Approved Persons' Books of
Business

On April 10, the Mutual Fund Dealers Association (MFDA) published a report
(Report) on its review of the books of business of certain approved persons
(APs) in 2018.

How the MFDA Selected APs for Review: The MFDA used the data it had
previously gathered for its 2017 MFDA Client Research Project to assess the
investment holdings and asset allocations of MFDA members’ clients overall.
Then, the MFDA selected for review APs that had atypical books of business,
such as client accounts with significant concentration in high risk sector funds,
client accounts concentrated in medium-high and high risk-ranked funds,
and/or APs who had all or most of their clients 100% invested in equity funds
with no diversification into fixed income investments.

Findings: The MFDA found that:


Some APs had know-your-client (KYC) information that was uniform across all (or nearly all) of
their client accounts. In such situations, there was insufficient documentation to support what was
recorded in the KYC forms (e.g., no risk profile questionnaires or notes of client discussions). In
some cases, it appeared that the KYC information had been documented to match the AP’s
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investment philosophy rather than the client’s actual risk tolerance, investment objectives and
time horizon.


Some APs were attributing the same risk tolerance and investment objectives to senior investors as
their other clients without obtaining any supporting documentation.



Several of the APs that had uniform KYC information for their client accounts also exhibited
investment patterns where all or nearly all of their client accounts were invested in equity accounts.
Although some APs explained that their clients had more diverse portfolios which included assets
held outside their accounts with the member firm, generally there was no documentation of
external assets and overall portfolio allocation.

Based on its review, the MFDA recommends that members:






conduct regular reviews of their books of business, including reviewing client investment holdings
and KYC information, to identify trends or patterns of concern;
have policies and procedures to assess concentration risk and include concentrations limits;
have policies that require documentation of how risk tolerance, investment objectives and time
horizons are determined;
document external client investments, if any, including details on the external investments; and
re-perform the KYC collection process where deficiencies are identified, and consider including a
risk-based approach to prioritize vulnerable clients.

These recommendations can be useful to anyone engaged in gathering KYC information and/or
providing investment advice. AUM Law can help you assess and strengthen your KYC policies and
procedures by conducting a targeted compliance risk assessment in this area. Such a review can help
you spot and correct deficiencies before the regulator comes knocking at your door.
5. The Ontario Budget: Promises, Promises
On April 11, the Ontario Government published its budget and announced a number of initiatives
designed to improve the competitiveness of provincial capital markets. We’ll have to wait for details,
but in the meantime here are some highlights that we think are relevant to our clients:


The government will move forward with legislation to "protect titles" for financial planners and
advisers in Ontario by requiring individuals using those titles to have an appropriate credential. The
government promises that the new framework will “ take a measured approach to enhance
consumer protection without introducing unnecessary regulatory burden, and will be mindful of the
current regulatory oversight of licensees and registrants."



The only promise made about the regulatory framework for mortgage brokers and lenders is that
Doug Downey, the MPP appointed to oversee the five-year review of the Mortgage Brokerages,
Lenders and Administrators Act, 2006, will provide his recommendations to the government “ in the
coming months.”
The government will establish within the Ontario Securities Commission (OSC) an Office of
Economic Growth and Innovation. (We wonder if it will be called “ OEGI” and if it will be sound like
the “ Ouija ” in “ Ouija Board’’.) The OEGI will “ focus on market participants" so that the OSC receives
balanced insights into stakeholders’ perspective and prioritizes updates of existing rules to reduce
regulatory burden.
The OSC will report on metrics that track the competitiveness of Ontario’s capital markets relative
to otherjurisdictions.
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The OSC’s service standards will be tracked relative to securities regulators in leading jurisdictions.
Changes will be proposed to the Ontario’s capital markets legislation to, among other things,
facilitate innovation in capital markets, ensure more economically focused rule-making, and clarify
the payment of whistleblower awards.
The government will proceed with launching the Financial Services Regulatory Authority (FSRA)
and is considering legislative and regulatory changes to give it additional rule-making authority in
the pension sector.

AUM Law will monitor developments in this area and update you when more concrete proposals are
issued.
6. SEC Compliance Exams Reveal Weak Policies and Procedures for Safeguarding Customer
Information
On April 16, the Office of Compliance Inspections and Examinations (OCIE) at the U.S. Securities and
Exchange Commission (SEC) issued a risk alert (Alert) regarding compliance issues it had identified
recently with respect to broker-dealers’ and investment advisers’ privacy notices and policies and
procedures for safeguarding customer information. Although the Alert will be of most relevance to
SEC-regulated firms, cyber -security and data privacy are of equal concern to regulators north of the
border and therefore, we think our clients will find these recent findings from OCIE’s compliance exams
of interest.
OCIE observed the following common deficiencies:


Some firms did not provide the required privacy notices at the commencement of the client
relationship (Initial Notices) and/or on an annual basis (Annual Notices), and some firms did not
provide the required notices explaining how customers could opt out of some disclosures of non
public personal information to unaffiliated third parties (Opt-Out Notices and, collectively with the
Initial notices and Annual Notices, the Required Notices).
¬



In some cases, the Required Notices did not accurately reflect the firms’ policies and procedures.



Some firms' policies and procedures for safeguarding customer information were incomplete (e.g.,
they described the safeguard requirements in the SEC rule but did not set out the firms’ policies and
procedures for administrative, technical and physical safeguards).



Some firms’ policies and procedures were inadequate to safeguard customer records and
information. For example, OCIE staff observed the following:
o
o

o
o

Employees routinely storing customer information on personal laptops without having policies
and procedures to address how the laptops were configured to protect such information.
Some firms lacked policies and procedures to prohibit employees from sending unencrypted
emails containing personally identifiable information (Pll) to customers or from using unsecure
networks to send Pll.
Some firms failed to require outside vendors to agree to keep customer Pll confidential, despite
having policies and procedures requiring the firm to obtain such agreements.
Customer Pll was stored in insecure physical locations, such as unlocked file cabinets.

AUM Law can draft or review your existing cyber-security and data privacy policies and procedures,
conduct a targeted compliance risk assessment in this area to help prepare you for a regulatory audit,
and/or train your employees on cyber-security and data privacy laws and your firms’ policies and
procedures. Please contact us if you’d like to discuss how we can help.
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FAQ Corner
Can an investment fund deliver financial statements (or requests for standing instructions) to a
portfolio manager (PM) who subscribes for the fund's securities on behalf of a fully managed
account, instead of the registered holder or beneficial owner of the securities?

Part 5 of National Instrument 81-106 Investment Fund Continuous Disclosure (Nl 81-106) requires certain
investment funds (such as mutual funds or non-redeemable investment funds that are reporting issuers)
either to:


send prescribed financial statements to the registered holders or beneficial owners of their securities
(Securityholders); or



request standing instructions from their Securityholders regarding these documents and then comply
with those instructions.

Nl 81-106 doesn’t specifically address the situation where a PM invests in the investment fund’s securities
on behalf of fully managed accounts. We believe, however, that the regulators would accept delivery of
the financial statements or a request for standing instructions to a PM in these circumstances as satisfying
Nl 81-106 because this approach is consistent with the PM’s role in this context. This is because the PM has
been granted full discretion and authority to make investment decisions on behalf of the managed
account holder and, therefore, will be analyzing financial and other information relating to existing and
potential investments.

Of course, if units of the fund are registered in the PM’s name, then delivery of financial statements to the
PM will comply with the letter of Nl 81-106. But if the PM is also the fund manager, they should be mindful
of the recent custody amendments to National Instrument 31-103 Registration Requirements,
Exemptions and Ongoing Registrant Obligations (Nl 31-103), which provides that a custodian generally is
required for all client assets unless the securities are held only in the client’s name.
If an investment fund delivers financial statements or requests for standing instructions to PMs of fully
managed client accounts, the fund manager should confirm that this approach is consistent with the
documentation they have for the accounts (such as the subscription agreement). Good practices for PMs
that accept delivery of fund financial statements for their fully managed accounts would be to:



confirm that their investment management agreements (IMAs) with such clients address the PM’s
receipt of information (such as financial statements) about the investments in the account; and
keep records showing receipt of financial statements and other investment information provided by
issuers.

Please contact us if you would like to discuss how these requirements in Nl 81-106 and Nl 31-103 may apply
to your operations.

News & Events
We are proudly sponsoring this year 's annual Registrant Regulation
Conduct & Compliance Summit, taking place May 14-15 in Toronto. Our
very own Jason Streicher will be speaking on a panel about the regulating
the delivery of advice on May 14.

Visit the conference page for more details, or to register.
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REGISTRANT REGULATION

CONDUCT & COMPLIANT
SUMMIT 2019

May 14 - 15 | Toronto 9

Practical Advice. Efficient Service. Fixed-Fee Plans.
AUM Law focuses on serving the asset management sector in the areas of regulatory compliance and
investment funds. We also support clients in this sector by providing legal advice and services for
structuring entities , raising capital, business combinations, and compliance with reporting issuers' and
investors' disclosure obligations. Our clients include investment fund managers, portfolio managers,
dealers, public and private investment vehicles including real estate funds, alternative funds and private
equity funds, investors, and private and public companies.

This bulletin is an overview only and it does not constitute legal advice. It is not intended to be a
complete statement of the law or an opinion on any matter. No one should act upon the information in
this bulletin without a thorough examination of the law as applied to the facts of a specific situation.
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