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Use of "private” mutual fund trusts for employees’

investments through an RRSP

I ERIC GELINAS

An increasing number of employers are looking at the possibility of
creating investment vehicles to allow their employees to make
investments in the employer corporation or a portfolio managed by the
employer that will qualify for inclusion in, inter alia, registered retirement
savings plans (RRSP), registered retirement income funds (RRIF),
registered education savings plans (RESP) and tax-free savings accounts
(TFSA) (collectively referred to hereinafter as the "Registered Plans").

The following discusses the possible use of an entity that qualifies as a
“mutual fund trust” ("MFT") under the Income Tax Act (Canada) (“ITA")
for that purpose.

There are multiple tax benefits that can be derived from MFT status, but
the main advantage is that units of an MFT qualify for inclusion in, inter
alia, the Registered Plans. This is why this structure is often used by
managers of hedge funds or pooled funds that are raising capital from
individuals. These conditions are summarized below.

1. Conditions for Mutual Fund Trust qualification
a) The trust must be resident in Canada

As a general rule, as long as the trustee(s) are resident in Canada and
carry out their duties in Canada this should not be an issue.

b) The trust must be a unit trust

A trust can qualify as a unit trust in one of two alternate ways.

> First, not more than 10% of the trust's property may be in bonds,
securities or shares of one corporation and at least 80% of the
trust's property has to be in various securities, real property or
royalties (closed-end unit trust).

> Secand, interests of each beneficiary must be described by
reference to units and the issued units of the trust must have
conditions requiring the trust to redeem the units at the demand of
the holder at prices determined and payable in accordance with the
conditions. The fair market value of such units must not be less
than 95% of the fair market value of all of the issued units of the
trust (open-end unit trust).

c) The trust's only undertaking is the investing of its funds
in property

The rules for an MFT and for a unit trust restrict the trust to permitted
activities. As a general rule, the trust must restrict its undertaking to
investing of funds in property. The trust cannot carry on a business. A
trust may own real property and is permitted to acquire, hold, maintain,
improve, lease or manage real property as long as the real property is
“capital property” of the MFT.

d) The trust must comply with prescribed conditions relating
to the number of its unitholders, dispersal of ownership
of units and public trading

Generally, the units must be qualified for distribution to the public or
there must have been a lawful distribution of the units to the publicin a
province. There should be no fewer than 150 beneficiaries of the trust,
each of whom hold not less than one block of units and units having an
aggregate fair market value of not less than $500. A block of units
normally means 100 units if a unit has a market value of less than $25,
25 if the value is between $25 and $100 and 10 units where a unit is
$100 or more.
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e) It must be reasonable to conclude that the trust
was not established primarily for the benefit of
non-resident persons

An additional qualification for MFT status is that it must not be
reasonable having regard to all the circumstances that the trust is
considered to be established primarily for the benefit of non-resident
persons. It is generally accepted that the "primarily” requirement
means more than 50% and the trust deed should contain provisions
which allow the expulsion of non-residents if the threshold would
otherwise be breached.

2. Mutual Fund Trust as investment vehicle
in a private corporation

The characteristics of an MFT make it an attractive vehicle to facilitate
employee participation in a private corpaoration or in a portfolio to the
extent that the number of employees interested in becoming
shareholders of the employer corporation meet the minimum
requirement of 150 unitholders. Since the units of an MFT qualify for
inclusion in the Registered Plans, the employee may decide to invest in
the private employer corporation or the portfolio through the Registered
Plan. A direct equity investment in the private employer corporation aor
in a portfolio may not qualify for inclusion in the Registered Plans since
the Income Tax Regulations (Canada) provide for strict conditions for the
qualification of such an investment as a "qualified investment”. The
interposition of an MFT whose units are "qualified investments" between
the Registered Plans and the employer corporation or the portfolio
managed by the employer would provide more comfort in that regard.

An interesting question is whether each Registered Plan would count as
a single unitholder for purposes of the minimum requirement of 150
unitholders described abaove. Since the ITA treats each Registered Plan
as a trust under the ITA (and therefore as a distinct person from the
beneficiary or annuitant), an argument could probably be made that
each Registered Plan should count as a distinct unitholder for purposes
of the 150 unitholders requirement. This position seems to be consistent
with statements by the Canada Revenue Agency ("CRA") to the effect
that all qualified investments of a plan trust must be owned by the
trustee of the plan trust and not by the annuitant, beneficiary or
subscriber under the plan trust. In the case of a share or other security,
registration of the security in the name of the trustee of the plan trust
is proof of the trustee's ownership.'

Moreover, the CRA has taken the pasition in the past that where a group
RRSP is established and it "holds" the units of an MFT, the number of
beneficiaries of the MFT will at least be equal to the number of
annuitants of the group RRSF Each participant in a group RRSP should
therefore count as one unitholder.

c

3. Prohibited investments rules

In structuring the participation of employees in the private employer
corporation or the portfolio managed by the employer through an MFT,
the rules governing “prohibited investments” under the ITA should be
considered. Registered Plans holding prohibited investments are subject
to severe penalties under the [TA.

Units of an MFT will generally be "prohibited investments” for a
Registered Plan to the extent that the unitholder's interest in an MFT,
either alone or together with non-arm's length persons, is 10% or more.

As a result, while each of the Registered Plans of a single unitholder
could possibly count as distinct unitholders for purposes of the 150
unitholders requirement discussed above, the “prohibited investments”
rules would impose a very strict set of limitations in terms of the
threshold of ownership interest in units.

4. Securities Registration Requirements

The employer managing the MFT must also ensure that it meets all of
the registration requirements imposed by Canadian securities
regulatory authorities. If the MFT will be used to invest in the employer
corporation, there are likely to be circumstances allowing the employer
nat to have to register as an investment fund manager or adviser.
However, if the employer instead offers a different portfolio for the
employees to invest in (for example, a portfolio selected by it in
connection with the management of the portfolio of the pension plans
that are administered by it), it will likely have to register at least as an
adviser and probably also as investment fund manager.

Conclusion

While the structuring of employees’ equity investments through
the use of an MTF could be advantageous, various incidental rules
must be considered in order to ensure that the units of such a
"private” MFT can qualify for inclusion in a Registered Plan.
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' Income Tax Falio S3-F10-C1, Qualified Investments-RRSPs, RESPs, RRIFs, RDSPs and TFSA.
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Positive advice of the European Securities

with the collaboration of

and Markets Authority to the extension of the

European passport to the managers of alternative

Investment funds in Canada

I ANDRE VAUTOUR and GUILLAUME LAVOIE, LAVERY s
B MARTINE SAMUELIAN and VIRGINIA BARAT, JEANTET I

On July 18, 2016, the European Securities and Markets Authority (ESMA)
issued a favourable advice for a future extension of the European
passport concerning Alternative Investment Fund Managers (AIFMs)'in
Canada. This advice, which is based on objective criteria of cooperation
and guarantee of overall protection level equal to that in force in
European State members, constitutes the last stage prior to the
effective extension of the European regime to Canada.

1. Assessment criteria

The ESMA reviewed the individual situation of twelve non-European
countries?, including Canada, to assess the guarantees offered by
their respective local legislation against the requirements of the AIFM
Directive (AIFMD).

With respect to cooperation, the assessment criteria relate to :

> the possibilities for the exchange of information, on site visits,
between the competent monitoring authorities respectively in Canada
and those of the European State member;

> the fact that the non-European third country in which the Alternative
Investment Fund (AIF) is established is not listed as a Non-Cooperative
Country and Territory of the Financial Action Task Force (FATF);

> the existence of agreements for exchange of information in tax
matters.

Furthermore, sufficient guarantees (as defined by the AIFMD) must
exist in respect of:

> investor protection, particularly in relation to complaint management,
the safeguarding of assets, the prudential soundness of the
depositary, the separation and management of conflicts of interests
between the depositary function and that of alternative investment
fund manager, the scope of monitoring by local requlatory authorities,
compliance with the requirements of the AIFM Directive;

> market disruption as a result of a potential extension of the AIFM
passport to a non-European country;
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» competition, by the assessment of the level of reciprocity in respect
of the marketing of European AlFs in a non-European third country;

> systemic risk management, particularly the mechanism for
monitoring existing markets.

2. Final result of the assessment of Canada by ESMA

The ESMA notes that the Canadian financial system had been assessed
by the International Manetary Fund (IMF) in 2014, the IMF concluding
that the international principles on securities requlations were "fully
implemented"” in Canada.

In its advice dated July 18, 2016 respecting a possible extension of the
AIFM passport to Canada, the ESMA thus confirms that there is no
significant obstacle which may hinder the application of the passport
to Canada with respect to the systemic risk, market disruption and
obstacles to competition. Nevertheless, it notes differences between
the Canadian regulations and the AIFMD. These differences particularly
relate to the supervisory function that are imposed on the European
AIF depositary (contrarily to the Canadian custodian which, pursuant
to National Instrument 81-102 - Investment Funds (Regulation 81-102
respecting Investment Funds in the province of Quebec) ("NI 81-102"),
is not subject to supervisory functions but rather only subject to
obligations of custodianship of the portfolio assets). The ESMA also
mentions the rules pertaining to the compensation of the manager
(notably to align the interests of the manager and of the investors).
There are various rules regarding compensation in Europe while

NI 81-102 provides for very few rules in that regard (further, many
investment funds in Canada are not subject to NI 81-102).

However, the ESMA concludes that these differences between the
Canadian requlatory framework and that of the AIFMD do not
constitute a significant obstacle to the application of the European
passport to Canada.

Includes notably private equity funds, venture capital funds and hedge funds. See our article
entitled "Impact of the possible extension of the European passport regime on Canadian fund
managers" published in the Lavery Capital newsletter, May 25, 2016.

Australia, Bermuda, Canada, United States, Guernsey, Hong Kong, Cayman Islands, Isle of
Man, Japan, Jersey, Singapore, Switzerland.
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Conclusion

Where ESMA3 considers that "there are no significant obstacles
regarding investor protection, market disruption, competition
and the monitoring of systemic risk, impeding the application
of the passport to the marketing of non-EU AlFs by EU AIFMs in
the Member States and the management and/or marketing of
AlfFs by non-EU AIFMs in the Member States in accordance with
the rules set out in Article 35 and Articles 37 to 41, it shall issue
positive advice in this regard.”

It is this positive recommendation that the ESMA sent on July
18, 2016 to the European Commission (EC), to the European
Parliament and Council, which should allow the EC, within three
months, to define by delegated act the date of coming into force
and the terms for the extension of the European passport to
Canadian Alternative Investment Fund Managers to market
these funds in EU countries.
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3 See article 67(4) of the Directive 2011/61/UE on Alternative Investment Fund Managers.
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