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Dear Sirs/Mesdames:

Re:  AIMA Canada’s Comments on CSA Staff Consultation Note 45-401 Review of
Minimum Amount and Accredited Investor Exemptions (the “Consultation
Note”)

This letter is being written on behalf of the Canadian section (“AIMA Canada”) of the
Alternative Investment Management Association (“AIMA”) and its members to provide
our comments to you on the Consultation Note.

We appreciate the opportunity to comment on the questions raised in the Consultation Note
about the Minimum Amount and Accredited Investor Exemptions (the “MA” and “Al”
Exemptions, collectively the “Exemptions™). We applaud the efforts of the CSA to consult
widely on this important topic, especially the OSC consultation sessions held in February.
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We also appreciate the opportunity that we had to meet directly with OSC staff to discuss
our views.

AIMA was established in 1990 as a direct result of the growing importance of alternative
investments in global investment management. AIMA is a not-for-profit international
educational and research body that represents practitioners in hedge fund, futures fund and
currency fund management — whether managing money or providing a service such as
prime brokerage, administration, legal or accounting. AIMA’s global membership
comprises over 1,330 corporate members, throughout 47 countries, including many leading
investment managers, professional advisers and institutional investors. AIMA Canada,
established in 2003, now has 80 corporate members.

The objectives of AIMA are to provide an interactive and professional forum for our
membership and act as a catalyst for the industry’s future development; to provide
leadership to the industry and be its pre-eminent voice; and to develop sound practices,
enhance industry transparency and education, and to liaise with the wider financial
community, institutional investors, the media, regulators, governments and other policy
makers.

The majority of AIMA Canada members are managers of hedge funds and fund of funds.
Most are small businesses with less than 20 employees and $50 million or less in assets
under management. The majority of assets under management are from high net worth
individuals and are typically invested in pooled funds managed by the member.
Investments in these pooled funds are sold under exemptions from the prospectus
requirements, mainly the accredited investor and minimum amount exemptions. Manager
members also have multiple registrations with the securities regulatory authorities; as
Portfolio Managers (“PMs), Investment Fund Managers (“IFMs”) and in many cases as
Exempt Market Dealers (“EMDs”). AIMA Canada’s membership also includes
accountancy and law firms with practices focused on the alternative investments sector.

The comments in this letter have been written from the perspective of an AIMA member
registered as an IFM, PM and EMD. It has been prepared by a working group of the
members of AIMA Canada. Input was also obtained directly from our members through
an online survey. A summary of the key results of the survey is attached as Appendix A to
this letter.

For more information about AIMA Canada and AIMA, please visit our web sites at
www.aima-canada.org and www.aima.org.

Comments
AIMA Canada’s comments in this paper have been divided into three sections:

1. Governing Principles - This section outlines basic principles that we have used as a
basis for our recommendations.
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2. Recommendations - This section outlines recommendations as to the form the
Exemptions should take.

3. Alternative Recommendations - This section outlines potential alternatives for the
Exemptions.

Governing Principles
In determining our recommendations we considered the following principles:

1. Investor Choice - Investors should have broad choice and access to a wide range of
products and professional managers.

2. Investor Protection - The rules should include an element of investor protection
through regulation, recognizing ultimately that individuals are responsible for their
investment choices.

3. Capital Raising - The rules should allow for efficiency in the raising of capital,
while achieving a balance with investor protection.

4. Complexity - As new and innovative investment products are introduced to the
market the regulatory regime should ensure that investors and their advisors can
understand the products in which they invest.

Each of these principles is expanded upon below.

Investor Choice

In our opinion the investor regime should recognize the demographic trends in Canadian
society of an aging population that will be increasingly in need of both investment
management services and advice.

It has been well documented how the Canadian population has been aging." Between 1971
and 2010 the median age in Canada increased from 26.2 years to 39.7 years. In 2010, an
estimated 4.8 million Canadians, or 14.1% of the population, were 65 years of age or older.
This number is expected to increase to 18.5% by 2021 and 22.8% by 2031, approximately
double the current number. The aging population will increase the demand for
professional investment management services and advice as people will have neither the
expertise nor the inclination to manage their investments. AIMA Canada members are
well qualified to provide such advice. It is important to note that within the broad
population the Exemptions as currently drafted, particularly the Al Exemption, restrict the
availability of investments offered without a prospectus to a very small subset of the

! Source: HRSDC calculations based on Statistics Canada. Estimates of population, by age group and sex for July 1, Canada, provinces and
territories, annual (CANSIM Table 051-0001); and Statistics Canada. Projected population, by projection scenario, sex and age group as of July
1, Canada, provinces and territories, annual (CANSIM table 052-0005). Ottawa: Statistics Canada, 2010.
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Canadian population.

Based on data from Statistics Canada® only 1% of Canadians meet the annual income
threshold of $200,000. If the income threshold was increased to $250,000 almost one half
of this group would cease to qualify. Conversely, if the income requirement was decreased
to $100,000 over 5% of the population would qualify.

Similarly, approximately 1% of Canadians have financial assets that meet the Al
Exemption threshold of $1 million.® If the financial asset threshold was increased to $1.5
million only about half of the current group of Canadians would continue to qualify.
However, if the minimum financial asset requirement was decreased to $500,000 about
3.5% of Canadians would be able to invest based on the Al Exemption.

It is also important to note that total investments by Canadians in mutual funds, other
investment funds and income trusts* have an estimated median value of $54,200 and an
average value of $158,100 in total. These amounts indicate that investors’ ability to utilize
the MA exemption is very restricted as few meet the MA Exemption requirement of
$150,000.

Given the above data we believe that a key objective of any review of the Exemptions
should be to increase the availability of investment choices to as many Canadians as
possible, consistent with investor protection (see below). This will allow them to increase
their ability to support themselves in retirement and serve to lessen potential drains on
government finances. We believe that increasing, or further restricting, the availability of
investment options is contrary to the government’s public policy objective of supporting
Canadians ability to invest and grow their assets.

Investor Protection

We acknowledge that investor protection is a basic requirement of securities regulation.
However, in determining an appropriate level of investor protection we submit that
consideration should be given to the evolution of the securities regulatory regime in
Canada.

When the Exemptions were first instituted in Canada (the MA Exemption in 1987 and the
Al Exemption in the early 2000°’s) the regulatory regime applicable to our members’ funds
required the registration of advisors (portfolio managers) only. Ontario and Newfoundland
and Labrador also required the registration of fund sponsors if they acted as market
intermediaries as limited market dealers, which category of registration had no

2 Source: Statistics Canada, CANSIM, table 111-0008. Last modified 2011-06-28.

® Source: Statistics Canada, Survey of Financial Security 2005. Combined results of tables that include bank deposits, mutual and other investment
funds, bond, Canadian and foreign stocks, other financial assets, RRSP/LIRAs and RRIFs..

* Source: Statistics Canada, The Wealth of Canadians: An Overview of the Results of the Survey of Financial Security 2005 - Based on Table 4
and Table 5. Sum of investments in RRSPs, LIRAs, RRIFs and mutual funds/investment funds/income trusts. RRSP data includes investments in
mutual funds etc.

®> |OSCO Consultation Report CR03/12 — Suitability Requirements with respect to the Distribution of Complex Financial Products.
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requirements with respect to proficiency, capital etc. Consequently investments in funds
(and other privately placed securities) were sold across Canada under the Exemptions with
limited regulatory oversight. The categories of EMD and IFM did not exist.

Given the perhaps limited role for a dealer on trades pursuant to the Exemptions, it is not
surprising that the financial test thresholds for investors making investments pursuant to
the Exemptions were set fairly high. This was done on the assumption that such investors:

a) Possessed a certain level of sophistication;

b) Had the ability to withstand the financial loss of the investment;

¢) Had the financial resources to obtain expert financial advice if required; and
d) Had an incentive to carefully evaluate the investment given its size;

while recognizing that income or asset levels do not automatically mean that an investor
has a certain level of sophistication.

However the regulatory regime has been greatly changed and enhanced with the
introduction of National Instrument 31-103 Registration Requirements, Exemptions and
Ongoing Registrant Obligations (“NI 31-103”) in 2009. With the implementation of NI
31-103 the investor protection regime across Canada was improved in the following key
respects:

a) Creation of uniform national registration categories of PM, EMD and IFM to cover
all aspects of the fund industry;

b) Enhanced proficiency requirements for all registrants;

c) Introduction of working capital and insurance requirements for all registrants;

d) Implementation of ultimate designated person and chief compliance officer
requirements for all registrant firms, thereby enhancing the role and importance of
the compliance function; and

e) Specific or increased regulatory requirements with respect to Know Your Client
(“KYC”) and Suitability requirements, as well as enhanced levels of relationship
disclosure. Know Your Product (“KYP”) requirements have also been enhanced.

While the list above is not exhaustive of all the improvements introduced, in our view the
implementation of NI 31-103 greatly enhanced investor protection across Canada. As a
result the management and any sale of interests in pooled funds by AIMA Canada
members will generally involve firms registered in at least two of the categories of PM,
dealer and IFM.

Given the above data we believe that any review of the Exemptions should recognize the
regulatory framework established by NI 31-103 and its broad coverage of most aspects of
the alternative investment industry. In our opinion it is important to recognize that a robust
regulatory regime has been established which must be assumed to be functioning. We
submit that regulatory concerns about registrants following the rules are monitoring and
enforcement issues which should be viewed separately.
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In addition to the above, we submit that, in assessing the level of investor protection, it is
important to distinguish between products, e.g. pooled funds, in which the investor gets the
benefit of professional management and the benefit of a dealer’s KYC/suitability
obligations, with the attendant reduction of risk, and those products which do not include
similar professional investment management, e.g. a private placement of equity in a single
company.

Capital Raising
As outlined by many participants during the consultation sessions held by the OSC in

February, Canadian securities laws must strike a balance between providing investor
protection and fostering markets that raise capital efficiently.

The ability to raise capital is crucial to the continued growth and prosperity of the
Canadian economy. This ability is also critical in a world with global capital flows where
funds will flow to wherever they can obtain the best return. Companies looking for
investors should be able to access the broadest possible pools of capital at the lowest cost.
In light of this we believe that the Exemptions must allow for the efficient flow of funds to
the best investment opportunities without creating artificial barriers, especially through
high minimum thresholds.

Complexity
We understand that the CSA has particular concerns about the use of the Exemptions for

complex products. The investment market is innovative and continually developing new
products. While the initial introduction of such products may be viewed as complex and
difficult to understand, over time they tend to become commoditized and widespread and
move into the mainstream.

In light of the typical product cycle it is difficult for anyone to set criteria for complexity
and to determine whether an item is complex or not, thereby requiring special protection
for investors through either restricted access or enhanced disclosure. The evolution of the
Canadian investment fund industry’s use of short selling is a perfect example. Initially
mutual funds sold by prospectus to the public were prohibited from short selling securities.
Then the regulators started granting exemptions from this prohibition, subject to
application and certain disclosures being required. The latest step, effective April 2012
with amendments to National Instrument 81-102 Mutual Funds, is a general amendment
that will allow mutual funds to short sell securities, subject to a cap of 20% of the net asset
value of the fund, with required disclosures.

Given the above we believe that it is not reasonable to attempt to define complex products
and treat them differently as a product’s complexity will vary over time. The principle of
disclosure, as has been required by Canadian regulators, should be followed to ensure that
investors have the material that they, or their advisors, need to understand what they are
purchasing We note that a focus on disclosure is the basic principle recommended by
IOSCO in a paper recently released for comment”.
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Recommendations
AIMA Canada’s recommendations for changes to the Exemptions are the following:

1. Repeal the MA Exemption - The minimum required investment amount of
$150,000 per investment should be repealed.

2. Amend the Al Exemption - The financial thresholds used to determine an Al
should be lowered.

3. Standardize Exemptions Across Canada - The rules should be standard across
Canada in order to allow for efficiency in the raising of capital, while achieving a
balance with investor protection.

4. Certification of Al Status is not required - Certification of an investors’ Al
status by an independent third party should not be required.

An explanation of each of these recommendations and our reasoning is below.

Repeal the MA Exemption

The establishment in 1987 of the limit of a minimum investment of $150,000 was
arbitrary, as a proxy for sophistication, but does not actually provide any assurance of
sophistication on the part of the investor. In the context of investment in pooled vehicles
the minimum investment forces an investor to concentrate their investment in one strategy,
thereby increasing risk, when the ability to diversify an investment of this size across
several strategies would better serve the investor by reducing risk.

In our opinion the MA Exemption of $150,000 should be repealed. We believe that in
most cases an investor who can afford to invest $150,000 in a single issuer is in all
likelihood an accredited investor.

We submit that repeal of the MA Exemption, in conjunction with our other
recommendations and alternatives outlined below, would increase the availability of
investment choices for Canadians while maintaining an appropriate level of investor
protection.

Amend the Al Exemption

Similar to the MA Exemption, the establishment in the early 2000’s of the Al tests for
individuals of $200,000 income or net financial assets of $1 million was somewhat
arbitrary (although similar to levels used in other jurisdictions). In our view, the limits
were set high, not unreasonably, given the lower level of regulation of the market at the
time.

However, in our opinion the financial threshold tests for the Al Exemption, particularly if
used in conjunction with an investment in an investment fund, should now be lowered, for
example to annual income of $100,000 or net financial assets of $500,000. This would
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increase the types of investments available to a bigger pool of Canadian investors,
consistent with our view that these exemptions should increase the range of investments
available to Canadians.

In our view any risk associated with broadening the pool of investors able to invest without
a prospectus is offset by the improved regulatory regime of NI 31-103, which requires that
an investment fund involve firms registered as IFMs, generally firms and individuals
registered as dealers in one or more Canadian jurisdictions and, in most cases, firms and
individuals registered as advisors. Dealers have KYP obligations; as well, in the context
of individual investors, dealers or advisors will have KYC and suitability requirements to
their clients.

Standardize Exemptions Across Canada

In our opinion there is no compelling local interest in the context of investment funds (as
distinct from various industry sectors in different jurisdictions) that justifies a different
exemption distribution regime in some Canadian jurisdictions from that available in others.
The Ontario Securities Commission, in particular, has not adopted exemptions available to
investment funds in other jurisdictions, while failing to articulate any basis for the position
that regional differences across the country justify the availability of different exemptions
in the interests of investor protection and fair and efficient capital markets. Policy
differences between the regulators have not been expressed in plain language so that
investors and industry participants can understand why investors in some jurisidctions are
denied access to capital markets through investment funds on the same basis as is available
in other parts of the country.

Accordingly, we recommend that the carve-out in the managed account exemption for
Ontario (section (q) of the definition of accredited investor) be removed so that a fully
managed account of an Ontario resident client managed by a PM is considered an
accredited investor. This will increase the ability of companies to raise capital in Ontario
and expand the investment alternatives available to Ontario residents. Our understanding
is that this carve-out was originally instituted by the OSC because of concerns that the
discretionary PM exemption might be abused. If the OSC has a concern about use of this
exemption, we submit that it is more appropriately dealt with through the compliance and
inspection process, rather than denial of the exemption to investment funds in Ontario. We
also submit that given the enhancement to the requirements imposed on and regulation of
registrants in NI 31-103, any historical concerns have been addressed.

Certification of Al Status

We do not believe that requiring certification of Al status by an independent third party is
appropriate in today’s market. It would add an unnecessary level of costs to the
investment process in order to obtain such a certification. This is contrary to the basic
principles of increasing access to investment products and improving the efficiency of
capital raising.

The KYC and suitability requirements imposed on registrants, along with investor self
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certification, should be sufficient. .

Summary
In summary, implementation of AIMA Canada’s recommendations would:

a) Increase the range of investments available to a greater number of investors across
Canada, thereby enhancing Canadians ability to invest in a diversified range of
investments and plan for retirement;

b) Recognize the investor protection related improvements to the Canadian regulatory
regime achieved through the implementation of NI 31-103; and

¢) Improve the efficiency of the Canadian capital markets by having one set of rules
nationwide.

Alternative Recommendations

If the recommendations above are not considered acceptable then AIMA Canada suggests
the following amendments to the Exemptions:

1. MA Exemption Amount to be Lowered - Consideration should be given to
lowering the amount below $150,000, or allowing it to be spread over several
investment fund investments.

2. Different Criteria Depending on the Nature of the Investment - Consideration
should be given to establishing different criteria for investments in investment
funds (mutual or pooled funds) versus direct investments in other types of issuers.

3. Maintain the Status Quo - Maintain the MA and Al Exemptions in their current
form.

Further explanations with respect to these alternatives are below.

MA Exemption Amount to be Lowered

If repeal of the MA Exemption is not considered appropriate then consideration should be
given to implementing nationwide the Offering Memorandum exemption in section 2.9 of
NI 45-106 permitting investment in investment funds on delivery of an offering
memorandum in prescribed form and execution of a Risk Acknowledgement by the
investor, already available in some jurisdictions. This suggestion would include the
removal of the requirement to include financial statements in the offering memorandum of
investment funds under continuous distribution, which we believe does not provide the
investor with meaningful disclosure and adds unnecessarily to the volume of paperwork
required for this exemption. Financial statements could be provided upon request,
consistent with the regime set out in NI 81-106. We suggest that there has been time since
NI 45-106 was implemented in 2005 to determine whether the exemption is being used
inappropriately.

Alternatively the availability of the MA Exemption could be a function of the size of the
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investor’s portfolio with a maximum limit. For example, an individual could be allowed to
invest the lesser of (i) $25,000; or (ii) a percentage (10% - 20%) of their investment
portfolio. The latter could be either the investor’s portfolio with the registrant or the
investors’s investment portfolio as documented through the KYC process or third party
statements. In our opinion this is a particularly appealing option as it meets the objective
of increasing choices available to Canadians while providing a level of investor protection
by establishing a cap to possible losses.

Another alternative, if the carve-out in Ontario in section (q) of the definition of accredited
investor is maintained, would be to allow a PM to spread its client’s $150,000 over several
pooled investments with the PM. This would have the benefit of allowing the PM to
manage the portfolio with the appropriate risk reduction through diversification.

Different Criteria Depending on the Nature of the Investment

As outlined in our comments above with respect to Investor Protection, we believe that
consideration should be given to establishing different criteria for investments in
investment funds versus direct investments in other types of issuers. Investments in an
operating business through a private placement, by their very nature, generally involve a
higher degree of risk than an investment in a pooled fund that is diversified across multiple
investments. We submit that the diversification provided by an investment fund, in
combination with the NI 31-103 regime, should allow for reduced regulatory concern and
hence a lower threshold for investors under the Exemptions, or their replacements.
Investors in direct private placements in a single company might continue to be required to
meet the current thresholds in recognition of the greater inherent risk. While we note that
some of the private placement exemptions are premised on there being greater risk in the
case of investments through investment in investment funds, i.e. the carve-out for Ontario
in section (q) of the definition of accredited investors, or redeemable investment funds not
offered by prospectus in section 2.9 of NI 45-106, we submit that a policy basis for these
regional distinctions has not been established. We submit that in the context of the current
economic conditions, where traditional equity and debt markets are under performing, the
use of managed alternatives is appropriate. Rather than increasing risk, investment fund
investments may in fact may have the result of reducing investor risk and enhancing
investor protection against unfair, improper and fraudulent practices.

Maintain the Status Quo

In our opinion, if the recommendations above are not implemented, there is no acceptable
reason to increase the thresholds in the Exemption as some have advocated. As we have
outlined above the pool of potential investors under the existing Exemptions is already
very small. It should not be further restricted. Although the thresholds are arbitrary they
are well established and well known. AIMA Canada does not see any need to adversely
change current business models by increasing them.

We note that some of impetus for an examination and possible changes in the Exemptions
is derived from comparisons to other advanced securities markets. As stated in the
Consultation Note, Australia has higher limits, but those of the UK and US are similar to
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the current Canadian requirements. In our view the US requirements are the most relevant,
particularly in the context of raising capital in a competitive market. We note that the US
is only now moving to a regulatory regime similar to Canada’s, i.e. requiring more
advisors and investment funds to register and making the Al asset test a test of financial
assets by removing an investor’s principal residence from the calculation.

Conclusion

In conclusion AIMA Canada believes that any review of the Exemptions should be based
on the following principles:

1. Investor Choice - Investors should have broad choice and access to a wide range of
products and managers.

2. Investor Protection - The rules should include an element of investor protection
through regulation, recognizing ultimately that individuals are responsible for their
investment choices.

3. Capital Raising - The rules should allow for efficiency in the raising of capital,
while achieving a balance with investor protection.

4. Complexity - As new and innovative investment products are brought to market
the regulatory requirements should be designed to ensure that investors and their
advisors can understand the products in which they invest.

We appreciate the opportunity to provide the CSA with our views on the Consultation
Note. Please do not hesitate to contact the members of AIMA set out below with any
comments or questions you might have.

Gary Ostoich, Spartan Fund Management.
Chair, AIMA Canada

(416) 601-3171
gostoich@spartanfunds.ca

lan Pember, Hillsdale Investment Management Inc.
Co-Chair, Legal & Finance Committee, AIMA Canada
(416) 913-3920

ipember@hillsdaleinv.com

Dawn Scott, Torys LLP

Co-Chair, Legal & Finance Committee, AIMA Canada
(416) 865-7388

dscott@torys.com

Yours truly,
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ALTERNATIVE INVESTMENT MANAGEMENT ASSOCIATION
By:

lan Pember
On behalf of AIMA Canada and the Legal & Finance Committee
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AIMA Canada Summary of Survey Results

Outlined below are highlights of the results of a survey of AIMA Canada members conducted in
January/February 2012. The questions were based on the CSA Consultation Note.

Question

Summary of Responses

Member profile - Size and business profile

-50% manage $50 million AUM or less

-Majority are subject to regulation by OSC

-Over 80% have less than 20 employees

-Over 80% have greater than 50% of their business
with high net worth individuals

-Over 80% of business relies on the Accredited
Investor exemption

Minimum Amount exemption of $150,000

-Over 60% believe that the exemption should be
repealed or eliminated

-This view does not change due to complexity,
disclosure or suitability requirements

Impact of changing the Minimum Amount exemption

-If the exemption was increased to $250,000 this
would have a negative impact on the business of over
70% of respondents

-If the exemption was decreased to $50,000 this
would have a positive impact on the business of over
70% of respondents

Accredited Investor exemption of $200,000 annual
income or $1 million of net financial assets

-Over 65% believe that the exemption amounts
should be adjusted downwards or changed

- This view does not change due to complexity,
disclosure or suitability requirements

Impact of changing the Accredited Investor income
exemption

-If the exemption was increased to $300,000-
$400,000 this would have a negative impact on the
business of over 80% of respondents

-If the exemption was decreased to $100,000-
$150,000 this would have a positive impact on the
business of over 70% of respondents

Impact of changing the Accredited investor asset
exemption

-If the exemption was increased to $1.5-$2.0 million
this would have a negative impact on the business of
over 70% of respondents

-If the exemption was decreased to $250,000-500,000
this would have a positive impact on the business of
over 70% of respondents

Should 3" party certification of Accredited Investor
status be required?

-Over 90% indicated that this should not be required.
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The Forum for Hedge Funds, Managed Futures and Managed Currencies
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