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I.
Background on Securities Markets

A.
What is a security?

· Securities are documents, instruments or writings commonly known by the legal and financial communities as a “security.” 
· If it acts like a security and looks like a security, then it is a security ( substance over form.

B.
Purpose for which Securities are Sold

· Securities are sold so that issuers can raise money.
C.
Common Types of Securities

· There are an infinite number of instruments that can constitute a security for purposes of the Act. However, some of the more common forms include:

· Debt capital (i.e. bonds or debentures)

· Money borrowed by the corporation

· Unlike share capital, must be repaid according to the terms of the underlying debt issuance

· Interest is paid on the loan (cost of doing business that can be deducted from income tax)

· Bond is evidence of indebtedness (face amount, payable at a certain time, interest, certain intervals, etc.)

· Difference between bond and debenture: bond has some kind of security out there, debenture is more just a note (simply a promise to pay)

· Equity capital (i.e. stock)

· Unlike debt capital, it represents money given, not loaned, to the corporation in exchange for certain rights (ownership interest) that allows you to share in the profits of the corporation

· Debt gets paid first, then equity

· Two principal rights:

· Sharing in profit

· Proceeds of the sale of the assets of the business if the business is ever dissolved (net of debt)

· Two types of shares:

· Common (attributes required under Business Corporations Act)

· Carries voting rights

· Right to share in dividends

· Right to share in distribution of proceeds upon liquidation of the corporation

· Preference (resembles debt)

· No voting rights

· Right to receive a preferred dividend over common shareholders

· Dividend may be contractually limited (common usually aren’t limited)

· Hybrid of debt and equity

E.
Purpose and Objective of Securities Regulation

· 3 goals:

· Protection of investors

· Ensuring that markets are fair, efficient and transparent

· Reducing systemic risk

· Underlying assumptions:

· Regulation should not impose excessive cost or intervention

· Investors and issuers can’t escape some level of risk

· Experience demonstrates a correlation between risk and return

· “Investors pay enormous amounts of money to strangers for completely intangible rights whose value depends entirely on the quality of the information the investors receive and on the seller’s honesty.”
· Canadian securities regulation is a disclosure-based system. Sellers must provide full, plain and true information relevant to the investment process to buyers. 
· So what is relevant (i.e. material)? Any information that could potentially affect the value of the investment. The Securities Act is designed to force issuers to provide information that is relevant to people’s investment decisions. 
· Section 1.1 of the Act spells out purposes: to protect investors from unfair, improper or fraudulent practices, and to foster fair and efficient capital markets and confidence in capital markets. Adequate disclosure is critical. 
· The goal of the Act, while it is to protect investors, the intention is not to guarantee the quality of the investments. Act does not protect investors from risk of loss. Act tries to ensure that investors have the fullest possible information to make investment decisions. 
· The goal of protecting investors can sometimes conflict with the goal of having efficient capital markets. Overregulation can sometimes be inefficient. 

F.
Sources of Securities Law
· One of the most distinguishing features of securities law in Canada is that securities law is provincial, not federal. Courts have said that securities law falls within property and civil rights. As a result, Canada has a patchwork of securities markets and inefficiencies and discrepancies may result.
· Statutes and Regulations 

· Section 143(2) gives authority to pass regulations

· Power extends to any matter to carry out the purposes of the Act

· Regulations don’t play a major role, however. Ontario Securities Commission has authority to make Rules under the Act. Rules now play a bigger part in securities regulation.

· Prior to having the rule making power (1995), the OSC issued “policy statements.” Unfortunately, these policy statements had no binding effect. See Ainsley Financial Corp. v. Ontario Securities Commission. OSC attempted to regulate the issuance of penny stocks by way of a policy statement. Court held that policy statements were intended to be binding, but yet they had no legislative authority. As a result, the court held the OSC had exceeded its authority. The provincial government amended the act to give the OSC authority to pass binding rules.

· National and Multilateral Instruments

· The Canadian Securities Administrators is made up of representatives from each of the provincial securities regulators. The federal government is not involved in this body. 

· A national or multilateral instrument is not binding upon each of the provinces until they enact the national or multilateral instrument into their own laws.

· Difference:

· National instrument is one that has been agreed to by all of the provinces and territories

· Multilateral instrument has not been agreed to by all of the provinces and territories

· National and Multilateral Policies

· Attaches to a national or multilateral instrument

· Sets out the way the various securities regulators are to interpret the instrument

· Notices

· Mechanism for the OSC or the CSA to communicate with market participants in a less formal manner

· Not legally binding

· Self-Regulatory Organization (SRO) Rules and Policies

· For example, stock exchanges, investment dealer’s associations, mutual fund dealer’s association, etc.

· Legal decisions (particularly appellate or higher)

· Regulatory Rulings, Decisions and Orders

· Quasi-judicial proceedings

II.
When Does The Act Apply?

The Act will apply if there is a security and a trade. To determine when a prospectus must be filed, 3 principles apply:

1. If there is a Security

2. If there is a Trade

3. If there is a Distribution

III.
What Is A Security?

· Note that in s. 1.1, the definition of security starts out by saying “‘security includes.’” This means that the list is not exhaustive.
· OSA identifies at least 16 categories of securities. 

· Substance over form.

· Three general categories:

1. Common types of securities

a. Bonds, debentures, notes or other evidence of indebtedness, as well as shares, stock, units, etc. although it excludes investment contracts, loans or deposits in a bank (sub e)

b. Document constituting evidence of an option, subscription or other interest in or to a security (sub d)

i. Option is a derivative

ii. Option is a financial instrument that gives the holder the right, but not the obligation, to purchase or sell a specified amount of some underlying security at a specified price (strike price) during a specified period of time

c. Any document, instrument or writing commonly known as a security (sub a) (substance over form)

i. Legal test: “commonly known as a security” refers to the legal and financial communities. 

ii. Note: must also be for investment purposes

2. Less common types of securities: normally involve some up front payment that will ultimately be used to get some future return:

a. Certificate of interest in an oil, natural gas or mining lease, claim or royalty voting trust certificate (sub j)

b. Any income or annuity contract not issued by an insurance company (sub m)

c. Any document constituting evidence of an interest in a scholarship or educational plan or trust (sub o)

d. Any agreement providing that money received will be repaid (sub g)

e. Collateral trust certificate (sub l)

3. General catch-all categorization

a. Everything else 

· 1.1(b) includes any “document constituting evidence of title to or interest in the capital, assets, property, profits, earnings or royalties of any person or company.” This is a very broad definition. You have to look to the purpose and intent of securities law to make sense of this provision. The main question that you need to ask here is: whether or not the document in question is really an investment, as opposed to something else (i.e. purchase of a commodity, etc.)? 1.1(i) which includes “any profit-sharing agreement or certificate” is similar to 1.1(b) in that regard.
· 1.1(n), “any investment contract” is also a security. If it is an investment contract, then all the rules will apply to the instrument. This is a heavily judicially interpreted section. In Pacific Coast Coin Exchange Ltd. v. Ontario Securities Commission, Pacific Coast was selling silver coins to collectors. In reality, Pacific Coast were actually sold on margin. Pacific Coast would take a certain amount of money, and pay out a certain amount of coins. The rest of the coins would be provided at a later date. If, however, the price changed, buyers had to provide more money. If the price went up, Pacific Coast would pay out the profit on the coins to the investors. As a result, the OSC said this “looked” like a security instead of the purchase of coins. Test here: An investment contract is a branch of the definition of security, which is a catch-all designed to ensure that the Act captures all of the investment vehicles that have been or may be devised to obtain funds from investors. 
· Two things to look at:
· Whether the scheme in question involves investment of money in a common enterprise
· Whether contribution of others (other than the investors) in the venture is undeniably significant.
· Recently Emerging Securities
· Viatical Settlement: the sale at a discount of the terminally ill of their life insurance policies. 

IV.
What is a Trade?

· Trade is of fundamental importance in securities law. You don’t need to issue a prospectus if the transaction in question is not a trade. 
· Again, the definition is not exhaustive. 1.1 states “‘trade’ or ‘trading’ includes.”
· One common element to all sub-clauses: there must be consideration of some type before there can be a trade (i.e. a gift is not consideration). Note: contemplated consideration is sufficient. A trade includes any sale or disposition of a security for valuable consideration, regardless of the method of payment. 
· 1.1(a) covers any sale or disposition of a security for valuable consideration, regardless of the method of payment. Clause (a) does not cover the purchase of a security. Focus of the Act is on sellers, not buyers (in theory, seller’s have more information).
· 1.1(b) and (c) deal with persons who trade for others (i.e. brokers, dealers, etc.). 
· 1.1(e) is very important. It includes any “act, advertisement, solicitation, conduct or negotiation directly or indirectly in furtherance of any of the foregoing.”

V.
What Is A Distribution?

· Distribution is the third concept which triggers security regulation. There must be a security and a trade to trigger security regulation.
· 3 basic techniques of distribution:

· Direct issue
· Issuer itself makes contact with potential purchasers without using a dealer or broker

· Best where there are a small group of investors who are already familiar with the security and they are able to absorb the whole issue

· Underwriting arrangements
· Marketed deal 
· Underwriter assesses market demand before price/shares set

· Bought deal

· Underwriter agrees to buy the whole issue

· Stand-by deal

· Underwriter agrees to buy what can’t be sold

· Best efforts agency arrangements
· Risk remains with issuer
· Underwriter receives commission as compensation

· Distribution only occurs when an issuer sells securities to raise capital. 
· If an issue of securities falls under all three (security, trade and distribution), then the issuer must file a prospectus. This is called “qualifying” or “registering” the security for distribution.
· Definition covers a wide-range of activities:

· Trade in securities of an issuer that have not been previously issued (IPO) (directed at the primary market)

· A trade by the issuer in its own previously issued securities that have been redeemed or purchased by that issuer

· Issuer has an information advantage over the investors. Issuer will have better information about risks, so disclosure is required.

· Not that relevant in Ontario. In Ontario, if a company acquires its previously issued securities, it must cancel those shares. A company cannot resell its own shares because of the requirements of the business act.

· A trade by a control block person in previously issued securities

· Usually 20% ownership of voting securities, or someone or some persons who can materially affect the control of the issuer

· Control persons may have access to information that other shareholders would not be

· Control people have a vested interest to ensure that the market price is high when they dispose of their securities

· The sale of a large block of securities could drive down the securities’ market price
· Subs (a) and (c) are relevant from a practical standpoint. Sub (b) is important, but only from an academic standpoint.

VI.
Types of Trading Markets

· Securities legislation is directed at both primary and secondary markets, but there are different disclosure requirements. 
· Once an issuer issues stock, they are known as a “reporting issuer.” 
· A prospectus is required for the first issue of securities from the issuer to an investor. 
· For subsequent transactions on the secondary market, investors need information. As a result, reporting issuers are required to provide “continuous disclosure” of material information. There can be civil liability against the issuer for failing to provide this continuous disclosure after the IPO.
· Primary: first issue of securities (IPO), or re-issue of securities by an issuer

· Secondary:

· First: registered stock exchange

· Second: trading in securities not listed on a recognized exchange (“OTC”)

· Third: face-to-face

· Fourth: Same as third, but without dealers

· Money: trades by major or primary money market dealers in short-term debt securities (commercial paper)
VII.
The Prospectus

· Generally seen as focused on the primary market; however, there are some instances in which prospectuses are required for secondary market transactions. 
· A prospectus is required for the first issuance of securities by an issuer, as well as by sales by control persons. See s. 53(1):

Prospectus required

53. (1) No person or company shall trade in a security on his, her or its own account or on behalf of any other person or company if the trade would be a distribution of the security, unless a preliminary prospectus and a [final] prospectus have been filed and receipts have been issued for them by the Director.*
* unless you qualify for one of the prospectus exemptions.
· You always have to ask: is this a security? Is this a trade in the security? Does this trade amount to a distribution? If all three are met, then a prospectus must be registered. Besides filing a prospectus, there may be an opportunity to utilize a prospectus exemption (i.e. private placement). 

· A prospectus is a lengthy disclosure document that sets out the details of the company, business, management, finances, existing securities, and securities being qualified.
· A prospectus should be capable of being read by investors generally and not just by securities analysts.
· A prospectus must have full, true and plain disclosure of all material facts. The commissions do not perform a “merit review.”
A.
Reporting Issuer

· Reporting issuers are subject to continuous disclosure requirements. 
· The primary way for an issuer to become a reporting issuer is to file a prospectus under the securities laws of a jurisdiction.

B.
Full, True and Plain Disclosure

· Certain facts are mandatory, such as the background of the issuer, its officers and directors. Must contain certain financial and non-financial information. See section 56:

Full, true and plain disclosure required

56.  (1)  A prospectus shall provide full, true and plain disclosure of all material facts relating to the securities issued or proposed to be distributed and shall comply with the requirements of Ontario securities law.

Supplemental material

(2)  The prospectus shall contain or be accompanied by such financial statements, reports or other documents as are required by this Act or the regulations.
· A material fact is one which would reasonably be expected to have a significant effect on the market price or value of securities. See section 1.1:

“material fact”, when used in relation to securities issued or proposed to be issued, means a fact that would reasonably be expected to have a significant effect on the market price or value of the securities
· Representatives of the issuer, underwriter and auditor must certify the truth and accuracy of their portion of the prospectus. See section 58:

Certificate by issuer

58.  (1)  Subject to subsection (3) of this section and subsection 63 (2), and subject to any waiver or variation consented to in writing by the Director, a prospectus filed under subsection 53 (1) or subsection 62 (1) shall contain a certificate in the following form, signed by the chief executive officer, the chief financial officer, and, on behalf of the board of directors, any two directors of the issuer, other than the foregoing, duly authorized to sign, and any person or company who is a promoter of the issuer:

The foregoing constitutes full, true and plain disclosure of all material facts relating to the securities offered by this prospectus as required by Part XV of the Securities Act and the regulations thereunder.

Idem

(2)  Subject to subsection (3) of this section and subsection 63 (2), a prospectus filed under subsection 53 (2) shall contain a certificate in the following form, signed by the chief executive officer, the chief financial officer, and, on behalf of the board of directors, any two directors of the issuer, other than the foregoing, duly authorized to sign, and any person or company who is a promoter of the issuer:

The foregoing constitutes full, true and plain disclosure of all material facts relating to the securities previously issued by the issuer as required by Part XV of the Securities Act and the regulations thereunder.

Certificate of underwriter

59.  (1)  Subject to subsection 63 (2), where there is an underwriter, a prospectus shall contain a certificate in the following form, signed by the underwriter or underwriters who, with respect to the securities offered by the prospectus, are in a contractual relationship with the issuer or security holder whose securities are being offered by the prospectus:

To the best of our knowledge, information and belief, the foregoing constitutes full, true and plain disclosure of all material facts relating to the securities offered by this prospectus as required by Part XV of the Securities Act and the regulations thereunder.
· The Ontario Securities Commission (YEM Magnets Int’l) said that although the knowledge qualification for underwriters states “to the best of our knowledge,” and this acknowledges that the underwriters may not have the same access to information as directors and officers, the underwriter is expected to exercise a high degree of care by making certain independent investigations prior to making the certification. “Due diligence.”

C.
Required Contents of a Long-Form Prospectus

· The required form for prospectuses is contained in “Form 41-501 F1.” See also Rule 41-501. Could be an exam question. See page 972. 
· Non-Financial Information required:
· Summary of prospectus information
· Number of securities
· Type of securities
· Attributes of securities (i.e. voting rights)
· Price
· Details of arrangement (i.e. commission) with underwriter
· Proceeds after fees
· Use of proceeds
· Description of business carried on by issuer (back 3 years)
· Current status and history of the issuer
· Management related items (info on directors and officers, compensation, previous employment, previous sanctions, etc.)
· Information on conflicts, financing and remedies
· Principal shareholders
· Risk factors

· All material facts that a reasonable issuer would consider relevant, listed in order of seriousness

· Economic or political risks

· Reliance on key personnel

· Cash flow problems

· Etc

· Should be business-specific, not necessarily economy-specific

· Other material facts
· Financial Information:
· Each prospectus must contain recent financial statements, annual statements, balance sheets, etc. Must also contain management’s discussion and analysis. 
· Future Oriented Financial Info (FOFI)
· Statement of Purchaser’s Rights:
· Each prospectus must include a statement of purchaser’s rights, which are (1) delivery entitlement and withdrawal rights and (2) civil liability rights for misrepresentations.
· Issuer’s and Underwriter’s Certificates
· Auditor’s Report
· Under delivery entitlement, dealer must send the purchaser the prospectus either before purchasing or by the end of the 2nd day after purchasing. Purchaser then has 2 days to “cool off” and decide whether to rescind the sale. See s. 71:

Obligation to deliver prospectus

71.  (1)  A dealer not acting as agent of the purchaser who receives an order or subscription for a security offered in a distribution to which subsection 53 (1) or section 62 is applicable shall, unless the dealer has previously done so, send by prepaid mail or deliver to the purchaser the latest prospectus and any amendment to the prospectus filed either before entering into an agreement of purchase and sale resulting from the order or subscription or not later than midnight on the second day, exclusive of Saturdays, Sundays and holidays, after entering into such agreement.

Withdrawal from purchase

(2)  An agreement of purchase and sale referred to in subsection (1) is not binding upon the purchaser, if the dealer from whom the purchaser purchases the security receives written or telegraphic notice evidencing the intention of the purchaser not to be bound by the agreement of purchase and sale not later than midnight on the second day, exclusive of Saturdays, Sundays and holidays, after receipt by the purchaser of the latest prospectus and any amendment to the prospectus.
D.
Process of Issuing Securities Pursuant to a Prospectus

· Note: same process applies whether it is an IPO, or whether a security is issuing new securities for the first time, or whether it is a sale by a control person

· Typically five stages:

1. Engage the services of an agent known as an underwriter

a. Underwriters can:

i. Advise on financial situations and advise on alternatives to IPO’s

ii. Advise on structure of transaction

iii. Locating investors and conducting transactions with them

iv. Risk-bearing function where underwriter agrees to purchase shares they distribute

v. Help provide a “seal of approval” for IPO

b. Types of underwriting agency agreements:

i. Firm Commitment Deals:

1. Bought Deal: underwriter agrees to buy the entire issue at a set price. Underwriter takes all the risk. Underwriter makes money off the “spread.”

2. Marketed Deal: underwriter assesses market demand for the issue before price and number of shares are set

3. Stand By: underwriter agrees to buy what shares can’t be sold

ii. Best Efforts: underwriter agrees to use “best efforts” to sell the issue on behalf of the issuer. Risk remains with the issuer. Dealer will receive a percentage of the deal.

iii. Issuer will limit risk by including a “market out” clause in a bought deal. Permits an underwriter to terminate its obligations in certain circumstances (i.e. market events, disasters, etc.). Underwriters can also limit risk by creating a “banking group” or a “purchase group.”

2. Development and Filing of a Preliminary Prospectus with the OSC

a. Issuer works with underwriter and other advisers to:

i. Develop the offering

ii. Draft a preliminary prospectus (aka “red herring” prospectus)

1. First draft required to be prepared for the registration of securities

2. Required to be filed with the OSC

3. Preliminary prospectus must have written on it that it is not final, and may be amended

4. However, contains virtually all of the information that is contained in the final prospectus, except information set out in s. 54 of the Act (i.e. auditor’s report, price of securities, etc.)

b. No sales of securities or offers to buy before a final prospectus is filed. Activities of the issuer are strictly limited by virtue of s. 53, as well as the definitions of “trade” and “distribution”

i. Trade is defined very broadly as any act, advertisement, solicitation, conduct or negotiation directly or indirectly in furtherance of . . . . 

3. Period after Preliminary Prospectus Filed (“Waiting Period”)

a. Waiting period defined in s. 65: the interval, which shall be at least ten days, between the issuance by the Director of a receipt for a preliminary prospectus relating to the offering of a security and the issuance by the Director of a receipt for the prospectus.

i. Waiting period ends when a receipt is issued for the final prospectus

b. Prospectus must be filed, and a receipt must be issued for both a preliminary prospectus and a final prospectus

c. Section 61(1): the Director shall issue a receipt for a prospectus filed under this Part unless it appears to the Director that it is not in the public interest to do so.

i. See 61(2) for reasons why a receipt may not be issued.

d. During the waiting period, the OSC staff reviews the preliminary prospectus to determine whether it is in compliance with the rules

i. Note: OSC is not conducting a “merit review”

e. Difference Between Waiting Period and Drafting Stage

i. Certain exceptions that underwriters and issuers are allowed to do during the waiting period

1. Section 65(2): distribution of material during waiting period (notice, circular, advertisement, letter, etc.), distribution of a preliminary prospectus, to solicit expressions of interest from a prospective purchaser (must send a preliminary prospectus to said purchaser)

ii. Directors and senior officers should not do media interviews during the waiting period, except to say a preliminary prospectus is available

iii. No statements regarding financial forecasts or performance, unless it is actually in the prospectus

iv. No advertising over TV or radio

v. Fundamental test (NP 42): no advertising unless the “purpose of any advertising is simply to tell the public a prospectus is available.”

vi. Section 57, “where a material adverse change occurs after a receipt is obtained for a preliminary prospectus filed in accordance with subsection 53 (1) and before the receipt for the prospectus is obtained or, where a material change occurs after the receipt for the prospectus is obtained but prior to the completion of the distribution under such prospectus, an amendment to such preliminary prospectus or prospectus, as the case may be, shall be filed as soon as practicable and in any event within ten days after the change occurs.”

4. Filing of a Final Prospectus and Issuing of a Receipt

a. OSC will send out a “deficiency” letter or a “comment” letter on the preliminary prospectus

b. Clearance period can take from a few days to months depending on the number of deficiencies

c. Once all the deficiencies have been addressed, the OSC issues a receipt

5. Distribution of Securities

a. No further restrictions on the trading of securities

E.
Short Form Prospectus

· Certain qualified issuers are permitted to use a short form prospectus

· Short form will cover basic information about the issue and the use of the proceeds

· Must have an Annual Information Form (AIF) on file. 

· Must be a reporting issuer.

VIII.
Continuous Disclosure

· Applies to reporting issuers, but not to private companies (non-reporting issuers). 
· Every reporting issuer must constantly disclose certain information to the Commission and to shareholders. 
· CD is important because it helps shareholders determine whether to buy or sell and at what price. 
· CD also plays an accountability role by discouraging fraud.
· A reporting issuer means an issuer: 1.1 (b) that has filed a prospectus and for which the Director has issued a receipt under this Act.
· Two categories of CD:
· Periodic Disclosure
· Made at regular and set intervals (i.e. annual & interim financial statements)
· Timely Disclosure
· Triggered by material changes in the issuer’s affairs. Issuer may or may not have control over the timing.

A.
Purpose and Effect of CD

· CD theoretically works by creating a level playing field, where all investors have access to the same information. More information should, in theory, protect investors, which should also increase confidence in the markets.
· Securities regulation does not tell investors what to do, nor steer them away from riskier investments. However, investors need enough information to properly assess the risks involved.

B.
Required Disclosure

· NI 51-102 establishes a uniform set of CD requirements across Canada.

C.
Periodic Disclosure

· Annual financial statements: reporting issuer must file annual, audited, comparative financial statements within 90 days of its year end. 
· The auditor must be independent of the issuer. 
· Reporting issuers must file statements of income, retained earnings, and cash flow. 
· CEO and CFO must certify.
· Interim financial statements: a reporting issuer must disclose interim financial statements for periods ending 3, 6 and 9 months before the end of the financial year. 
· These are due within 60 days of the end of the interim period to which they apply for venture issuers and 45 days for non-venture issuers. 
· Need not have an auditor’s report. 
· The required interim statements are: balance sheet for the end of the interim period and the end of the previous financial year, an income statement, statement of retained earnings and cash flow statement, plus comparative ones from the same period last year.
· Various corporate documents: proxy statements, etc. NI 51-102 requires a proxy and information circular to be sent out before any annual meeting of the shareholders. 
· Annual Information Form: required to be filed annually by most reporting issuers. It is similar to a prospectus in that it must contained detailed information about the background, history and operations of the business. 
· Report on Mergers and Acquisitions: if a reporting issuer completes an acquisition of a business, the issuer must file a BAR report (business acquisition report) within 75 days of the acquisition.
· Management Discussion & Analysis (MD&A): plain English narrative explanation from the perspective of management of how the reporting issuer performed during the period to which the MD&A applies. 

Exam Q: do you think MD&A is geared towards institutional investors or everyday investors? Every day investors because it is plainly worded.
D.
Timely Disclosure

· Material Change Reports (MCR): disclosure document intended to inform Commissions, market participants and the public about certain important changes in the issuers’ affairs. 
· Two Step Process:

· A news release must be issued immediately, and have it filed with the Commission. 

· File a MCR as soon as practicable or at least within 10 days of a material change in its affairs. 
· MCR’s are designed to ensure that all investors have access to the most current info about the issuer, whether good or bad.

Publication of material change

75.  (1)  Subject to subsection (3), where a material change occurs in the affairs of a reporting issuer, it shall forthwith issue and file a news release authorized by a senior officer disclosing the nature and substance of the change.

Report of material change

(2)  Subject to subsection (3), the reporting issuer shall file a report of such material change in accordance with the regulations as soon as practicable and in any event within ten days of the date on which the change occurs.
· Two purposes:
· Ensure that securities markets perform their pricing and evaluation functions in the most prompt and efficient manner
· Prevent insiders form taking advantage of their special positions
· Legislation only requires a MCR if there is a material change (positive and negative), which includes a change in business, operations or capital of the reporting issuer that would reasonably be expected to have a significant effect on the market price of the securities. 
· Change can also be something that the board is likely to implement, but hasn’t done so yet. 
· Note: material change is different than a “material fact.”
· NP 51-201 gives some additional guidance to s. 75. NP 51-201 says no bright line rule about when disclosure is required. Factors that should be considered: nature of information, volatility of the securities, prevailing market conditions.
· 6 non-exhaustive categories of events will trigger the MCR requirement:
· Changes in corporate structure
· Changes in capital structure
· Changes in financial results
· Changes in business & operations
· Acquisitions/dispositions
· Changes in credit arrangements

· Information should be released if there is any question about materiality. 

· Note: external developments don’t usually trigger MCR’s. However, if the event has a direct impact or a disproportionately large impact on the company, it should make an announcement.
Exam Q: Commissions encourage companies to air on the inclusionary side if there is any doubt regarding materiality. 

· In certain circumstances a MCR may be filed on a confidential basis (i.e. where immediate disclosure would be unduly detrimental to the issuer’s interests). However, confidentiality is temporary only. Issuer must justify the confidentiality every 10 days. Issuers may not trade on this information until it is made public:

Idem

75. (4)  Where a report has been filed with the Commission under subsection (3), the reporting issuer shall advise the Commission in writing where it believes the report should continue to remain confidential within ten days of the date of filing of the initial report and every ten days thereafter until the material change is generally disclosed in the manner referred to in subsection (1) or, if the material change consists of a decision of the type referred to in clause (3) (b), until that decision has been rejected by the board of directors of the issuer.

Trading where undisclosed change

76.  (1)  No person or company in a special relationship with a reporting issuer shall purchase or sell securities of the reporting issuer with the knowledge of a material fact or material change with respect to the reporting issuer that has not been generally disclosed.

Tipping

76. (2)  No reporting issuer and no person or company in a special relationship with a reporting issuer shall inform, other than in the necessary course of business, another person or company of a material fact or material change with respect to the reporting issuer before the material fact or material change has been generally disclosed.

Note: However, if material information leaks, and is affecting trading, the issuer must immediately make a full announcement:

Same

75. (5)  Although a report has been filed with the Commission under subsection (3), the reporting issuer shall promptly generally disclose the material change in the manner referred to in subsection (1) upon the reporting issuer becoming aware, or having reasonable grounds to believe, that persons or companies are purchasing or selling securities of the reporting issuer with knowledge of the material change that has not been generally disclosed.
IX.
Exempt Market Transactions

· Not all distributions require the issuance of a prospectus. 
· If a company wants to issue new securities, they must either:
· Qualify the securities by complying with the prospectus requirements
· Utilize an exemption from the prospectus requirement
· Exemptions are important for both issuers and investors because they have the benefit of avoiding the time, effort and expense of preparing a prospectus and complying with CD requirements.
· However, further trading is subject to certain restrictions which may reduce the issuing price. 
· Securities acquired under an exemption may only be re-sold if there is a prospectus, the hold period requirements are satisfied or a further exemption is available.
· Trades may continue indefinitely outside the closed system without a prospectus as long as exemptions are available for the individual trades. As soon as an exemption is not available, the securities must be registered.

· Major disadvantages to utilizing an exemption: limited scope of investors you can sell to (limited market) and less liquidity (resale rules). 
· “Private placement” is a term for an offering made using an exemption.
· As a result of the resale rules, an investor who obtains securities through private placement is restricted from further trading unless one of three requirements are satisfied:
· If another exemption is available
· File a prospectus to qualify the securities
· Hold the exempt securities until a specified “hold period” expires (4 months). Hold period cannot expire unless the issuer has been a reporting issuer for a certain period of time. This is referred to as a “seasoning period.”
· Exemptions are primarily found in NI 45-106. This applies in every jurisdiction in Canada. NI 45-106 harmonized the exemptions across Canada. 
· Some of the exemptions include:
· Accredited Investor
· Covers certain individuals and corporations (i.e. banks, investment funds, pension funds, charities)
· Requires a minimum net worth or annual income
· Private Issuer 
· Applies to issuers that:
· Are not a reporting issuer or investment fund
· Have fewer than 50 investors
· Securities have been distributed only to persons described in the private issuer section
· Have securities subject to transfer restriction (i.e. directors’ approval)
· Reinvestment Plan
· Rights Offering
· Friends, Family, Business Associates or Founder, Control Person or Family
· Affiliate Exemption
· Exemption applies if an issuer trades its own securities to an affiliate of the issuer, purchasing as principal
· Offering Memorandum Exemption
· Minimum Amount Investment
· Exemption available if a purchaser buys as principal, acquisition cost not less than $150,000 cash, and securities are from a single issuer. Cash must be paid at or before closing.
· Employee, Executive Officer, Director or Consultant
· Exemption justified on the basis of familiarity with the issuer and its securities
· Ownership interest in the company is encouraged in Canada
· Discretionary Exemptions
· Section 74
· Issuer can file an application if no other exemption is available
· Must not be prejudicial to the public interest
· Acting as Underwriter
· Conversion, Exchange or Exercise
· Dividends and Distributions
· Isolated Issuer

A.
Policy Reasons Behind Exemptions

· 4 main policy objectives underlying the traditional prospectus exemptions:
· Start-up for small or medium sized issuers
· Purchaser does not need prospectus disclosure (i.e. sophisticated investors, aka accredited investors)
· Purchaser is already familiar with the issuer and/or the securities in question and does not need prospectus disclosure (i.e. “no need to know” exemption)
· Some types of securities are so safe (i.e. so little risk) that a prospectus is not required. See s. 35(2).

X.
Statutory Civil Liability

· Two types:
· Liability for primary market disclosure (prospectus-based disclosure)
· Liability for secondary market disclosure (continuous disclosure-based disclosure)
· Civil liability rules are broader than the common law rules. They are generally more plaintiff friendly for two reasons:
· Civil liability encompasses misstatements as well as omissions. 
· Certain torts causes of action (i.e. reliance, negligence, causation) are difficult to prove by a plaintiff. In the Act, there is deemed reliance. Makes it easier for the plaintiff. Defendant must in fact disprove reliance, negligence and causation.
· Just responsible for knowing civil liability material. Just need to know that the common law may be relied upon as well, but that the common law is less plaintiff friendly.
· Section 56(1) says a prospectus must contain full, true and plain disclosure of all material facts relating to the securities. A material fact is anything that could be reasonably expected to have a significant effect on the price or value of the securities. 
· Section 130(1) lays out the liability for failing to provide full, true and plain disclosure:

Liability for misrepresentation in prospectus

130.  (1)  Where a prospectus, together with any amendment to the prospectus, contains a misrepresentation (fact & omission, see 1.1), a purchaser who purchases a security offered by the prospectus during the period of distribution or during distribution to the public has, without regard to whether the purchaser relied on the misrepresentation, a right of action for damages against,

(a)
the issuer or a selling security holder on whose behalf the distribution is made;

(b)
each underwriter of the securities who is required to sign the certificate required by section 59;

(c)
every director of the issuer at the time the prospectus or the amendment to the prospectus was filed;

(d)
every person or company whose consent to disclosure of information in the prospectus has been filed pursuant to a requirement of the regulations but only with respect to reports, opinions or statements that have been made by them; and

(e)
every person or company who signed the prospectus or the amendment to the prospectus other than the persons or companies included in clauses (a) to (d), or, where the purchaser purchased the security from a person or company referred to in clause (a) or (b) or from another underwriter of the securities, the purchaser may elect to exercise a right of rescission against such person, company or underwriter, in which case the purchaser shall have no right of action for damages against such person, company or underwriter.
· The investor has a right of rescission or damages against:

· The issuer or control block issuer

· Any underwriter who signed the prospectus certificate

· Any director of the issuer when the prospectus was filed

· Any person who consented to any part of the prospectus

· Any other person who signed the prospectus

· Damages will be limited to the amount the security depreciated as a result of the misrepresentation. Onus is on the defendant. Liability will be joint and several.

Limitation in action for damages

130. (7)  In an action for damages pursuant to subsection (1), the defendant is not liable for all or any portion of such damages that the defendant proves do not represent the depreciation in value of the security as a result of the misrepresentation relied upon.  

Joint and several liability

130. (8)  All or any one or more of the persons or companies specified in subsection (1) are jointly and severally liable, and every person or company who becomes liable to make any payment under this section may recover a contribution from any person or company who, if sued separately, would have been liable to make the same payment provided that the court may deny the right to recover such contribution where, in all the circumstances of the case, it is satisfied that to permit recovery of such contribution would not be just and equitable.

Limitation re amount recoverable

130. (9)  In no case shall the amount recoverable under this section exceed the price at which the securities were offered to the public.
· If a prospectus is correct on the date of filing, but before the closing date new material facts arise, but they do not amount to material changes, then there will be no liability under s. 130. 
· See sections 53 and 57. 
· The difference between a material fact and change is that change affects the business, capital or operations of the issuer, whereas fact can be anything (broader). 
· For example, in Kerr v. Danier Leather, the fact that sales were lagging was not, in and of itself, as a result of material changes. Weather was a fact. Weather was not a material change. Can’t just look at the sales… you have to look at the underlying causes of the lagging sales.

A.
Defences

· Onus on the party claiming the defence.

· Knowledge (only defence available to the issuer. Otherwise, strict liability): Section 130(2). No person or company is liable under subsection (1) if he, she or it proves that the purchaser purchased the securities with knowledge of the misrepresentation.

· No Knowledge defence: Section 130(3). If the director or expert shows that the prospectus was filed without their knowledge or consent, then they are not liable.

· Withdrawal of consent: Section 130(3)(b). No liability if the person withdraws consent to a prospectus when the person becomes aware of a misrepresentation and gives reasonable general notice of the withdrawal and the reason.

· Reliance on an expert: Section 130(3)(c). No liability if a defendant can show that they had no reasonable grounds to believe, and did not believe, that there was a misrepresentation on an expert’s contribution. There are also defences of ‘reasonable investigation’ and ‘reasonable general notice.’ Experts also have a defence if they believe their report was taken out of context, or if there was no misrepresentation in their report.

· Due diligence: Sections 130(4) and (5). Person is not liable unless he failed to conduct such reasonable investigation as to provide reasonable grounds for believing there was no misrepresentation, or unless he or she believed there had been a representation. Standard is a prudent person in the circumstances.

B.
Civil Liability for Continuous Disclosure Misrepresentations

· Documents such as AIF’s, management discussion and analysis, etc. can also be the basis for civil liability.
· Press releases must be issued as soon as there is a material change in the company.
· The cause of action is against the:

· Issuer

· Each director at the time of release

· Each officer who authorized, permitted or acquiesced in the release

· An influential person who knowingly influenced the issuer

· Legislation in this area is fairly new. Covers misrepresentations in documents issued for continuous disclosure obligations, as well as oral statements made on behalf of the issuer. 
· There is also liability for failing to adhere to obligations with respect to timely changes in the company. 
· Leave will be required to bring a claim in this area. The court will require plaintiffs to bring the action in good faith, and with a reasonable possibility of success at trial. The attempt here was to prevent strike suits (similar to the US).
· Provisions are contained in 138.3 of the Act:

· Documents released by responsible issuer (Section 138.3(1)):
· Where a responsible issuer or a person or company with actual, implied or apparent authority to act on behalf of a responsible issuer releases a document that contains a misrepresentation, a person or company who acquires or disposes of the issuer’s security during the period between the time when the document was released and the time when the misrepresentation contained in the document was publicly corrected has, without regard to whether the person or company relied on the misrepresentation, a right of action for damages against,

· the responsible issuer;

· each director of the responsible issuer at the time the document was released;

· each officer of the responsible issuer who authorized, permitted or acquiesced in the release of the document;

· each influential person, and each director and officer of an influential person, who knowingly influenced,

· the responsible issuer or any person or company acting on behalf of the responsible issuer to release the document, or

· a director or officer of the responsible issuer to authorize, permit or acquiesce in the release of the document; and

· each expert where,

· the misrepresentation is also contained in a report, statement or opinion made by the expert,

· the document includes, summarizes or quotes from the report, statement or opinion of the expert, and

· if the document was released by a person or company other than the expert, the expert consented in writing to the use of the report, statement or opinion in the document.
· Document is broadly defined in s. 138.1. Includes any document required to be filed, or not required to be filed, but is filed with the Commission.
· The relevant time period is when the misrepresentation is made, and when the misrepresentation is publicly corrected.
· Under s. 138.3(2), public statements by the issuer are also potential grounds for liability. 
· Liability will also extend to documents released and public statements made by influential people associated with the issuer. Influential is a defined term, and includes control persons, promoters and insiders. 
· 138.4(6) provides directors and officers a defence for reasonable investigation and due diligence. No liability under 138.3 if there was an investigation and there was no reason to believe that there was a misrepresentation.
· Other defences:

· Section 138.4(5): knowledge of the misrepresentation when entering the transaction.

· Section 138.4(8): confidential information.

· Section 138.4(9): future oriented financial information. 

· Section 138.4(11): expert opinions – no reasonable grounds to believe that there is no misrepresentation.

· Due diligence defence

C.
Damages

· Section 138.5 sets out how damages will be assessed. The goal is to put the investors in the position they would have been in had the deficient disclosure not occurred.
· Damages are usually assessed based on the average trading price during the time of the uncorrected misrepresentation, with the price when the investor purchased at. 
· Pursuant to s. 138.5(3), damages will not include differences in the price that are not related to the deficient disclosure.
· Unlike the common law, the statutory provisions are intentionally geared towards deterrence, not compensation of the investors. 
· Section 138.6 apportions liability on proportional, versus joint and several, basis.
· Section 138.7 provides for limits on damages. Individuals are capped at the greater of $25,000 or 50% of the individual’s aggregate compensation from the issuer in the 12 months preceding the misrepresentation. Corporations are capped at the greater of $1 million or 5% of its market cap. Experts are capped at the greater of $1 million and the revenue the expert earned from the issuer in the 12 months preceding the misrepresentation. The caveat is 138.7(2), which says that if the defendant has knowingly permitted or influenced the making of a deficient disclosure, then the provisions relating to both proportionate liability and the caps will not apply.

XI.
Insider Trading
· Insider trading is the purchase and/or sale of securities by a person with access to confidential information
· Confidential information is information about a corporation that can materially affect the value of its securities that has not generally been disclosed
· 2 types of insider trading:
· Legal 
· Illegal
· Distinction here is that a trade is illegal if an insider of the issuer trades while in possession of undisclosed material facts or chances about the issuer (inside information).
· Legitimate insider trading is encouraged so long as it is reported to regulators using insider trading reports (ITR’s)
A.
Who is an Insider of the Issuer?

· Defined in section 1(1)(a)(b)(c)(e)
· An insider is determined by the % and by the position
· A reporting issuer’s directors and senior officers are automatically insiders
· Senior officer is defined by function not by title
· Senior officer also includes the 5 highest paid employees
· Directors and officers of the issuer’s subsidiaries are also insiders
· Insiders are determined by ownership (direct or indirect) of more than 10% of all voting rights of the issuer’s securities
· Issuer may also be an insider of itself
B.
Legal Insider Trading
· Legal where an insider trades without access to undisclosed material information, and complies with the reporting requirements of the act.
Insider report

107.  (1)  A person or company who becomes an insider of a reporting issuer, other than a mutual fund, shall, within 10 days from the day that he, she or it becomes an insider, or such shorter period as may be prescribed by the regulations, file a report as of the day on which he, she or it became an insider disclosing any direct or indirect beneficial ownership of or control or direction over securities of the reporting issuer as may be required by the regulations.
· Section 107 applies only to reporting issuers
· Must file ITR within 10 days
· ITR not required if the change equally affects all securities (i.e. new or changed dividend)

· Questions to ask:

· Is John Smith an insider?

· Example 1: John Smith is a director in XYZ Corp. and is listed as Vice President of Marketing.

· Yes: director.

· Example 2: John Smith is not a director in XYZ Corp., but is listed as Vice President of Marketing.

· Yes: perhaps through function test or payment test.

C.
Illegal Insider Trading

· Two types of prohibited activity:
· Trading where undisclosed change (section 76(1))
· Tipping (section 76(2))


i.
Trading Where Undisclosed Change
Trading where undisclosed change

76.  (1)  No person or company in a special relationship with a reporting issuer shall purchase or sell securities of the reporting issuer with the knowledge of a material fact or material change with respect to the reporting issuer that has not been generally disclosed.

· 4 Requirements:
· Person must be in a special relationship with the reporting issuer

· Person must buy or sell securities of that issuer

· Person must have subjective knowledge that they possess inside information

· Inside information must not have been disclosed to the public


ii.
Tipping

· A tippee is someone who learns undisclosed information from a person in a special relationship with an issuer.

· Tippee must also know that the tipper is a person in a special relationship with the issuer.

Tipping

76. (2)  No reporting issuer and no person or company in a special relationship with a reporting issuer shall inform, other than in the necessary course of business, another person or company of a material fact or material change with respect to the reporting issuer before the material fact or material change has been generally disclosed.
· Exception: where providing information in the necessary course of business

· 3 Requirements:

· Person must be in a special relationship with the reporting issuer

· Person must inform another person of inside information (whether a material fact or a material change)
· Inside information must not have been disclosed to the public
· John Smith is a director of XYZ Corp. (he’s an insider), and is caught by sections 76(1) and 76(2) when he has knowledge of a material fact or material change. John tells you about this material fact or material change, and you go out and capitalize on this information. Have I committed an offence under the Act?

· Answer: John did not commit illegal insider trading (did not trade), but he did commit the offence of tipping.

iii.
Special Relationship of Reporting Issuer 

· Defined in section 76(5):
Definition

76. (5)  For the purposes of this section,

“person or company in a special relationship with a reporting issuer” means,

(a)
a person or company that is an insider, affiliate or associate of,
(i)
the reporting issuer,
(ii)
a person or company that is proposing to make a take-over bid, as defined in Part XX, for the securities of the reporting issuer, or
(iii)
a person or company that is proposing to become a party to a reorganization, amalgamation, merger or arrangement or similar business combination with the reporting issuer or to acquire a substantial portion of its property,

(b)
a person or company that is engaging in or proposes to engage in any business or professional activity with or on behalf of the reporting issuer or with or on behalf of a person or company described in subclause (a) (ii) or (iii),

(c)
a person who is a director, officer or employee of the reporting issuer or of a person or company described in subclause (a) (ii) or (iii) or clause (b),

(d)
a person or company that learned of the material fact or material change with respect to the reporting issuer while the person or company was a person or company described in clause (a), (b) or (c),

(e)
a person or company that learns of a material fact or material change with respect to the issuer from any other person or company described in this subsection, including a person or company described in this clause, and knows or ought reasonably to have known that the other person or company is a person or company in such a relationship.
· Note sub (e):

· A person who is not normally in a special relationship can be placed in a special relationship if a person described in the section gives them inside information. Person must also know or should have known that the person giving the information was in a special relationship.

iv.
Information Generally Disclosed
· Where information has been generally disclosed, wither or not the person had knowledge, there is no illegal insider trading.

· Section 76(4) contains an absolute defence where there is general disclosure

· Note: general disclosure not defined in the Act. However, if has been held that, “In order for something to be generally disclosed – the information must be disseminated to the trading public, and they have to be given a sufficient amount of time to digest the information given its nature and complexity.”

Defence

76. (4)  No person or company shall be found to have contravened subsection (1), (2) or (3) if the person or company proves that the person or company reasonably believed that the material fact or material change had been generally disclosed.
v.
Defences
· 5 defences:
· Reasonable belief that there has been general disclosure (section 76(4))
· No knowledge

· Acting without using the information

· For example, automatic reinvestment plan

· Information disclosed in the necessary course of business

· Mixed question of law and fact

· Tippee unaware that the tipper was a “special relationship” person

· Reasonable mistake of fact

· Common law defence.

· Rare that courts will use this.

vi.
Sanctions

· 3 types of sanctions:

· Penal sanctions (OSA)
· Section 122(1): maximum $5 million or 5 years

· Section 122(4): specifically deals with insider trading and tipping

· Person liable to a minimum fine equal to the profit made or the loss avoided

· Minimum $5 million

· Maximum amount equal to triple the profit made or loss avoided

· Administrative sanctions (OSA)
· Section 127

· Disgorge profits, loss of licence, etc.

· Criminal Sanctions (CCC)

· ATI Technologies, Inc.
· Facts:

· ATI Tech announced that there would be a shortfall in its forecasted revenue and earning for its 3rd quarter. 
· Price of shares in a two-day period went from $25 to $12, an overall loss of 52%. 
· Respondents KY and Betty Ho (husband and wife) were alleged to have traded in the securities of ATI prior to May 24, 2000 in contravention of 76(1) of the Act [Illegal Insider Trading]. 
· KY was the CEO and a member of the Board (automatically an insider and a person in a special relationship). 
· Betty Ho (his wife) had no direct involvement in ATI Tech, in terms of being an officer or director, (they were both substantial shareholders, and the facts were present to establish the special relationship). 
· The specific allegations were as follows – prior to the announcement (May 24, 2000) (between April 24 and May 2) KY and Betty traded 494,000 shares of ATI Tech. The allegation was that at the time they made these trades, was that they had knowledge of the fact that their earnings were going to fall short and bring them within 76(1). 
· Of the 500,000 trades, half were sold from an account in the name Betty for total proceeds of $7 million. Essentially saving $3.5 million dollars as a result.  
· The remaining 250,000 shares, by the generous KY, were donated to various charities and sold from an account in the name of KY. This maximized his tax benefit. 
· Issues:

· Whether the shortfall in forecasted revenue was a material fact?
· Whether KY and Betty had knowledge of the material fact?
· Whether or not there was a purchase or sale respecting the donated shares (issue of whether “donating” means “bought or sold”)?
· Held:
· Issue 1: 
· One of the key elements of 76(1) is the existence of knowledge by the alleged wrong doer of material fact/change. Key time period was not May 24, but was rather the time they were actually traded (April 24 and May 2).

· Commission had a number of emails and documents that clearly show concerns were raised internally respecting their earnings. Commission did not call any of the authors, and just said as a matter of fact that at the time the trades were made, the information was being communicated within the Corp. Hockey stick pattern of sales in this business (lag and take off), was because it was a particular industry, and it ended up saving KY and Betty in the sense of their “knowledge”.
· KY and others testified as to the confidence that the sales were going to be excellent and surpass forecasts. Confidence was based on the fact they had always passed their forecasts, with 1 exception. It wasn’t until after the trades that they that they would not be achieved. 
· Commission said – as a result of this evidence, the emails and communication relied on by the Commission were put into context and the trades were not based on MATERIAL FACTS NOT MATERIALLY DISCLOSED. 
· 76(1) was not violated. 
· Issue 2: 
· If no known material fact or change, then second issue dealt with quickly. 
· Betty also said she was relying on her broker. 
· Issue 3: Whether donation is considered a trade?
· Relying on US case law.  Whether or not a donation is trade, depends on the particular facts of the case. 
· TEST: By no stretch of the imagination can a gift to a charity or to anyone else, when made in good faith be considered a sale or anything in the nature of a sale, it is the antithesis of a sale, and there is no reason to suppose that the legislature intended gifts to be a sale. 

XII.
Take-Overs/Change of Control

· Method of obtaining control over a corporation

· Attempt by one entity to acquire control over another by bidding for some or all of the target’s outstanding securities.

· Excludes asset acquisitions.

· Change in control refers to the change in the management of the corporation

· Methods of changing control:

· Purchase enough shares to impact election of directors

· Amalgamate the corporations

· Asset acquisition

· Proxy battles

A.
Friendly Versus Hostile

· In a friendly bid, the target’s management supports the take-over. Vice versa for a hostile take over.

B.
Take-Over Bid

· Offer to security holders to acquire some or all of the outstanding voting or equity securities, where the securities bid for, plus those already owned, will be 20% of the outstanding securities of that class of securities at the date of the offer to acquire (section 89(1)).

· Note that “Where an offeror or any person or company acting jointly or in concert with the offeror is deemed by reason of 90(1) to be the beneficial owner of unissued securities, the securities shall be deemed to be outstanding for the purpose of calculating the number of outstanding securities of that class in respect of that offeror’s offer to acquire.”

· Section 91(1): question of fact whether people are acting jointly. Certain activities are deemed to be acting jointly.

· Debt securities excluded.

· Two types (or combination thereof):

· Share exchange offer: offeror offers its shares for shares in the target company

· Cash offer: offeror offers cash for shares in the target company

C.
Motivations for Take-Overs

· Obtaining economies of scale

· Removing a competitor from the market

· Buying companies because they may be undervalued by the markets

· Inefficient management

· Tax considerations

· Empire building

· Looting or raiding

D.
Reasons for Take-Over Bid Regulation

· Address inequities of the free market

· Coercive practices (particularly with two-step bids)

· Insufficient information and a gap in disclosure being offered by the offeror

· First-Come-First-Serve

· Two-step tenders tend to disadvantage investors who don’t get in on the first step

· Unequal consideration

E.
Ways of Executing a Take-Over

· 2 ways:

· Publish an advertisement in a newspaper containing a brief summary of the bid. Must be in a major national newspaper of general circulation.

· Send your bid to each individual shareholder

· Regulations fall in one of 3 categories:

· Equality

· All shareholders must be offered identical compensation

· Shares are not locked in until the statutory period for the take over process

· Equality of information

· No discrimination between shareholders. You must make the offer to all security holders.

· No side agreements with some shareholders to ensure that they offer up their shares.

· Offeror must take up a proportionate number of shares tendered if bidding for less than all the securities of a class.

· Disclosure

· Same information to all investors.

· Must send a take-over bid circular and a director’s circular to all shareholders.

· Most important feature of a director’s circular is a recommendation of the bid.

· 3 guidelines for the recommendation:

· Only consider what is best for the target company and its shareholders.

· Must not consider any personal factors.

· Must carefully value the target to properly advise the offerors if the bid is sufficient (usually involves a 3rd party evaluation)

· Early warning system

· Parties must disclose their percentage of ownership when it reaches a certain level (10%), and then every threshold thereafter (every 2% after 10%). Once 20% is reached, TOB provisions will apply.

· Must file a report with the Commission 2 days after reaching a threshold.

· Restricted from trading until the press release has been sent out, and enough time for the market to absorb the information.

· Timely

· Must give at least 35 days from date of original bid for a shareholder to submit their shares.

· Shareholders may withdraw their shares before the take up date.

F.
Exemptions

· Stock Exchange Exemption:
· If the TOB is made through a recognized stock exchange, stock exchange rules will apply.
· Minimal Purchases in a 12-month Period:
· Offeror may acquire a maximum of 5% of the outstanding securities in a 12-month period. May not pay a premium,
· Private Purchases from a Limited Number of Offerees at a Premium:
· Can purchase from a max of 5 people, and can only bid to those individuals. Can pay up to a 15% premium.
· Closely Held Company:
· Where target is not a reporting issuer, and where there is no published market for the securities, and where there is a max of 50 shareholders.
· Majority of TOB Outside the Jurisdiction:
· Must be fewer than 50 shareholders of the class resident in the jurisdiction, and they must hold in aggregate less than 2% of the outstanding securities, and the TOB complies with the laws of another jurisdiction.
· Exemptions in the Regulations:
· If there is no published market for the target securities, the bid is exempt if it is (i) made to a max of 5 people including those outside the jurisdiction, and (ii) not made to the security holders of the class in general. No rule re: premiums.
G.
Defensive Tactics

· Strategy or mechanism adopted by the target board in face of a hostile bid in order to stop or delay a takeover bid

· NP 62-202 permits, but regulates, defensive tactics. Underlying goal is to ensure that the defensive tactic will maximize shareholder value.

· 3 reasons why boards may want to defend against a bid:

· Inadequate compensation (legitimate)

· Self-interest of management (illegitimate)

· General opposition, not based on self-interest (illegitimate)

· Includes:

· Shareholders’ Rights Plans (Poison Pills)

· Designed to make a TOB too expensive. Pill usually works by diluting the securities by issuing more securities to existing holders at favourable terms to the offeree’s shareholders, and not to the bidding company.

· White Knights

· Lock-Up Option

· Option granted to a party to acquire a large block of shares or assets. The option holder can exercise control if the company does not approve of the TOB.

· Break-Up Fees

· Usually for white knights. Gives a specified amount of money if the TOB fails (3-5% of the value of the target).

· Golden Parachutes

· Way management can protect themselves from unemployment after a TOB.

· Greenmail

· Target repurchases securities from a failed bidder usually at a premium.

· Conflicting Out

· Potential target gives law firms some work to prevent them from helping a hostile bidder.

· Selling off major assets
XIII.
Registration of Market Participants (Licensing)

· Firms and individuals must be registered if they are “trading” in a “security” or acting as an “advisor”

· Primary aim is to ensure that those in the industry are “honest and of good repute”

· Other aims include minimum levels of education, ethical dealing, and financial responsibility

· Securities markets are said to do two things:

· Bring together people who have funds to invest and people who need funds to do other things (usually done through the issuance of securities in the primary market)

· Create a liquid market for the trading of outstanding securities in the secondary market

· Players in the primary market:

· “underwriter” means a person or company who, as principal, agrees to purchase securities with a view to distribution or who, as agent, offers for sale or sells securities in connection with a distribution and includes a person or company who has a direct or indirect participation in any such distribution, but does not include,

· (a) a person or company whose interest in the transaction is limited to receiving the usual and customary distributor’s or seller’s commission payable by an underwriter or issuer,

· (b) a mutual fund that, under the laws of the jurisdiction to which it is subject, accepts its shares or units for surrender and resells them,

· (c) a company that, under the laws of the jurisdiction to which it is subject, purchases its shares and resells them, or

· (d) a bank listed in Schedule I, II or III to the Bank Act (Canada) with respect to securities described in paragraph 1 of subsection 35 (2) or to such banking transactions as are designated by the regulations;

· Underwriting syndicates or banking groups (shared risk)

· Players in secondary market:

· Brokers

· Buy and sell securities on behalf of their clients, as opposed to on their own accounts.

· Dealers

· Person or firm who trades on securities for their own accounts.

· “dealer” means a person or company who trades in securities in the capacity of principal or agent; 

· Advisors

· Person or company that engages in the business of advising others as to the investing in, or the buying and selling, of securities.

· “adviser” means a person or company engaging in or holding himself, herself or itself out as engaging in the business of advising others as to the investing in or the buying or selling of securities;

· Usually have 3 functions:

· Investment counseling: providing continuing investment advice to individual clients, usually on the basis of specific, individual needs

· Market commentaries: done through publications or writings, which are not tailored to the needs of specific clients.

· Portfolio management: investor gives a person or company discretionary authority to manage the portfolio of investments

· Note: brokers and dealers are not distinguished in the Ontario statute. Terms are used interchangeably.

· Registration of Persons Requirements:

· Persons engaging in a “trade” of securities or in the business of “advising” must be registered. “Trade” also includes “in furtherance of a trade”

· Those who must register are classified by their functions. For example, in Ontario: dealers and advisors.

· As with other areas, registration operates on a catch and release policy. 

· Section 25: Registration for trading

· 25.  (1)  No person or company shall,

· (a) trade in a security or act as an underwriter unless the person or company is registered as a dealer, or is registered as a salesperson or as a partner or as an officer of a registered dealer and is acting on behalf of the dealer; or

· (c) act as an adviser unless the person or company is registered as an adviser, or is registered as a representative or as a partner or as an officer of a registered adviser and is acting on behalf of the adviser,

· and the registration has been made in accordance with Ontario securities law and the person or company has received written notice of the registration from the Director and, where the registration is subject to terms and conditions, the person or company complies with such terms and conditions.

· Trading or advising without being registered may be subject to penal sanctions under s. 122(1).

· Must actually be a violation of Ontario securities law

· Pursuant to 127(1), if someone violates Ontario Securities law, it allows the OSC to do certain things, which can be significant (reprimand, suspend, cancel or restrict registration).

· 10 administrative orders that the OSC could make

· OSC make one more orders if in its opinion it is in the public’s interest to make the order(s)

· Note: need not actually have a violation of Ontario securities law

· Registration (section 29): An application for registration or renewal of registration shall be made in writing in such form as may be required by the Commission and shall be accompanied by such fee as is prescribed by the regulations.

· Granting of Registration: Director has broad discretion to grant, renew, reinstate or amend an applicant’s registration. Director’s grant is conditional on being “suitable for registration.” This includes being honest, being competent and financially secure. The Director may also impose terms and conditions on the registration.

· 26.  (1)  Unless it appears to the Director that the applicant is not suitable for registration, renewal of registration or reinstatement of registration or that the proposed registration, renewal of registration, reinstatement of registration or amendment to registration is objectionable, the Director shall grant registration, renewal of registration, reinstatement of registration or amendment to registration to an applicant.  1999, c. 9, s. 200.

· 26.  (2)  Terms and conditions. The Director may in his or her discretion restrict a registration by imposing terms and conditions thereon and, without limiting the generality of the foregoing, may restrict the duration of a registration and may restrict the registration to trades in certain securities or a certain class of securities.

· 26.  (3)  Refusal. The Director shall not refuse to grant, renew, reinstate or amend registration or impose terms and conditions thereon without giving the applicant an opportunity to be heard.

· Concerns of the OSC:

· Financial Responsibility in the Event of Firm Failure

· Actual Fraud

· Capital Requirements

· Every registrant must maintain certain minimum free capital requirements. Must also maintain a minimum amount of insurance, and inform the OSC of any claims. Must also participate in a Commission approved compensation fund.

· Record Keeping

· Honesty and Integrity

· For example, “churning” is dishonest as it involves excessive trading to earn commissions.

· For example, “front running,” which involves the dealer making a small trade first, then filling a large client order, then selling their small trade after the shares go up.

· Inside information

· Multilateral Policy 32-202: if a director has inside information, and is also providing investment advice, there are 2 fiduciary duties (one to the company, and one to the client). Fiduciary duty to the corporation overrides the duty to the client. You cannot disclose any information to the client.

· Professional Competence:

· Continuing Education through CSI, or other licensed professionals

· Penalties:

· In addition to sections 122 and 127, class actions against firms and dealers are becoming more and more common. 

· Developing best practices policies go a long way to preventing these penalties from being levied. 

XIV.
Enforcement

· Variety of enforcement measures to secure compliance with the regulatory regime

· Tip for exam: if we’re talking to insider trading, for example, it’s not just enough to reference that provision. You must talk about enforcement on the exam. Talk about all the remedies and options available to the OSC.

· Enforcement techniques span a broad spectrum (administrative ( criminal)

· Section 1.1 encompasses the purposes behind regulating the industry:

· Protect investors from unfair, improper or fraudulent purposes

· Promote efficient capital markets and promote confidence

· Fundamental principles to consider (section 2.1):

· Need to balance principles

· Purposes are to be achieved through ensuring timely, accurate and efficient disclosure of information, restricting fraud and unfair practices and requiring standards of fitness and business conduct.

· OSC must enforce in a timely, open and efficient manner

· SRO’s should be used for their enforcement capability and expertise

· Securities regimes should be harmonized and coordinated

· Regulatory costs and restrictions should be proportionate to the regulatory objectives’ significance

A.
Administrative
· Most frequently used.

· Grouped under section 127 (“orders in the public interest”)

· Commission may consider a number of factors:

· Seriousness of conduct

· Harm

· Future risk

· Past conduct

· Etc.

· Sanctions include (closed list):

· Sanctions against licence

· Cease trading orders

· Denials of exemptions

· Review of practices/procedures

· Orders to provide, not to provide, or to amend a document

· Reprimands

· Requiring resignations

· Prohibiting people from acting as directors and officers

· Administrative penalties

· Possibility of $1mm per penalty
· Disgorgement

· Ordering compliance (in some provinces only)

· OSC’s powers expanded in the “Trilogy of Cases”

· Canadian Tire Corp: no actual violation of securities laws (technical compliance); however, the transaction in question was abusive to a certain class of shareholders. No breach of the Act or even a breach of a policy statement was necessary in order for the Commission to exercise its public interest jurisdiction.
· OSC may bring enforcement actions to effectively fulfil its mandate, under public interest jurisdiction, even where no actual violation of laws.

· Selkirk Communications: OSC has the power and the jurisdiction to issue a cease trade order, even where no breach of the Act, or policy. Such jurisdiction and power should only be exercised rarely.

· Hero Industries Ltd.: Technical breach not required, but the real question is whether the issuer in question complied with the underlying spirit of securities law.

· Section 127.1(1) and 127.1(2), a person can be ordered hearing or investigation costs.

B.
Civil
· Commission can apply to the court for a declaration that a person is not in compliance with the securities laws (section 128)

· Burden = balance of probabilities

· Prior hearing by Commission not required (128(2))

· Court can make orders under 128(3), but this is not a closed set of orders

· Civil remedies apply despite the imposition of any penalty under section 122 and despite any order made by the Commission under section 127
· Order compliance with law

· Order trade to be completed/rescinded

· Restitution

· Etc.

C.
Penal (Quasi-Criminal)

· Section 122 (most severe in the Securities Act itself)

· Commission must consent to prosecution under 122(7)
· Usually involves jail time.

· Burden = BRD

· 3 categories:

· General offences (122(1))

· Statements submitted to the Commission which are misleading, untrue or contain omissions

· Statements made in required documents which are misleading, untrue or contain omissions

· Contravention of provincial law

· Offences by directors and officers

· Directors and officers who authorize, permit or acquiesce in the commission of a general offence are also liable. Must prove knowledge.

· Offences of insider trading or tipping

· Penalties can be $5mm or 5 years, or both

· Minimum for some offences like insider tipping is loss avoided, or profit made. Maximum for insider tipping is 3X loss avoided or profit made.
· Defences: strict liability defences, such as due diligence

· 122.1(7): civil remedies protected

· 122.1(1): in addition to these penalties, can order reimbursement to injured parties

D.
Criminal
· Most severe. 

· Federal remedy.

· Conduct must be flagrant, persistent or has malice.

· Offences range from general (fraud and manipulation) to specific (wash trading, prospectus misrepresentation, etc.). 

· Offences may also be incidentally related to securities (mail fraud, forgery, false statements, etc.)

· Other offences may include:

· Conspiracy (465)

· False statements (361-2)

· Fraud (380)

· False Prospectus (400)

· Fraudulent Misrepresentation of Stock Exchange Transactions (382)

· Gaming (383)

· Short Sales Against Margin Accounts (384)

· Breach of Trust by Public Officials (122)

· Insider Trading and Tipping

XV.
Exam Review
· Format:

· 3 parts

· MC (20/100 – 30 mins)

· TF (20/100 – 30 mins)

· Hypothetical (60/100 – 90 mins)

· More than one issue

· March 24 (Registration of Market Participants (Licensing)) is eliminated from the exam

· Last year, gave a hypothetical and asked the students’ opinion on securities issues. One thing that most students missed was the issue of enforcement. 

· Students got the substantive parts (i.e. insider trading, etc.), but didn’t say what the penalty might be.

· This year’s question:

· MDNA is 

· Geared more towards retail investors

· Geared more towards institutional investors and other sophisticated investors

· Required and largely ignored practice about how a reporting issuer performed during the financial year or interim period to which the MDNA relates

· A & C

· B & C

· None of the above

· Interpretations of the definition of security have not typically gone outside the 16 listed items. 

· False

· Sample questions:

· Which of the following activities constitutes a trade for the purposes of Ontario’s securities regulations?
· A purchase of a share from a registered dealer for valuable consideration

· A sale of a share by a registered dealer to another registered dealer for valuable consideration

· Gift of shares to employees
· B and C
· All of the above
· NOTE: Watch A because a purchase is not a trade under the Securities Act
· What is the underlying rationale justifying the CD requirements in Ontario?
· Prospectus is only required for primary market transactions. For secondary market transactions there would no be information to tell investors when to buy/sell and at what price. Most activity takes place in the secondary market. 
· A purchaser of exempt securities of a non-reporting issuer
· Is subject to an indefinite hold period

· To re-sell the securities after holding for 4 months, provided the applicable re-sale rules have been otherwise satisfied 

· will pay more for the securities because they are a non-reporting issuer
· None of the above

· Note: Can resell if:

· Rely on another exemption

· Prospectus subsequently issued

· Expiration of a 4 month hold period, provided the issuer is a reporting issuer
· OSC ability to make public interest orders is

· Very broad

· Unlimited

· Not very broad

· None of the above

· A trade by or on behalf of an issuer in previously issued securities of that issuer that have been redeemed or purchased by or donated to that issuer would be considered:

· Re-issue by the issuer

· Not possible in Ontario

· A distribution

· All of the above

· None of the above

· Hypothetical

· (i) ABC is a reporting issuer. CD requirements.

· Identify section of Act (75)

· There was some disclosure here in the March 1, 2007 release. 

· Question of whether the disclosure on March 1 was adequate.

· March 1 disclosure was much more adequate, so CD requirements likely met.

· Disclosure on January 10 was likely inadequate. 

· Question of whether there was a “material change” here

· (ii) Insider trading issue. 

· Identify section of Act (76(1))

· Was he in a special relationship with the issuer?

· Was there a sale here?

· Material Facts and Material Changes (both are components of insider trading)

· It’s ok to trade as an insider if the information has been disclosed. Question is whether the disclosure was sufficient.

· Identify specific enforcement sections dealing with insider trading.

· (iii) Consequences:

· Statutory liability

· Civil liability

· Possibility of a class action for shareholders who lost money on March 1

· Was there a misrepresentation? 

· Includes actual misrepresentations and omissions

· Student questions:

· What is a market out clause?

· Allows the underwriter to get out of a firm commitment to buy shares where the market conditions are not favourable to the issue.

· Section 130 misrepresentations

· If you know about a misrepresentation you cannot sue on the basis of the misrepresentation.

· Only defence available to the issuer. 

· NP-42

· Gives an idea of the types of activities that are permitted during the waiting period. 

· Waiting period is a defined term (at least 10 days between issuance of preliminary prospectus and final prospectus).

· Despite prohibition on distribution (which is very broad), you can advertise certain things:

· Directors and senior officers should not give media interviews

· Should not give statements forecasting performance (unless in prospectus)

· No advertising over TV or radio, except after final prospectus

· Purpose of advertising, if any, during waiting period, is just to tell people that a preliminary prospectus is available
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