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1 Regulatory Framework

1.1 What legislation governs the establishment and

operation of Alternative Investment Funds?

Securities Laws

Canada has a federal system of government whereby the authority

to enact legislation is divided between Canada’s federal and its

provincial and territorial governments. The Canadian securi-
ties laws applicable to Alternative Investment Funds (“AIFs”)
are currently regulated solely by the provincial and territorial
governments. As a result, each of Canada’s 10 provinces and
three territories has its own legislative scheme for regulating
the formation and operations of AIFs within its own provin-
cial or territorial jurisdiction and its own securities commission
or regulatory authority (“Securities Regulator”) for admin-
istering and enforcing such legislation. Securities regulatory
requirements therefore vary from jurisdiction to jurisdiction in

Canada. In an effort to harmonise Canadian securities laws,

the 13 Securities Regulators have, under rule-making authority

granted by the provincial and territorial governments, established
numerous rules, referred to as national instruments, that operate
in a substantially identical manner in each province and territory.

Canadian securities legislation generally regulates the activi-
ties of an AIF within a province or territory by requiring:

(@) those who act as an investment fund manager of an
AIF to become registered as such with the relevant
Securities Regulator (the “Investment Fund Manager
Registration Requirement”);

(b) those who engage in, or hold themselves out as being
engaged in, the business of trading in securities of the AIF
to prospective investors to become registered or licensed
as a dealer (the “Dealer Registration Requirement”);

() those who engage in, or hold themselves out as being
engaged in, the business of managing the investment port-
folio of the AIF to become registered or licensed as an
adviser (the “Adviser Registration Requirement”); and

(d) the AIF that distributes securities to investors to file
a prospectus with, and obtain a receipt therefor from,
the applicable Securities Regulator(s) (the “Prospectus
Requirement”),

unless:

m  the securities legislation provides for an express statutory
exemption from the relevant requirement; or
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®  an order or ruling can be obtained from the applicable
Securities Regulator which exempts a trade, a security or a
person or company from the relevant requirement.

Other Laws

In contrast to securities laws, tax laws applicable to AIFs apply
at both the federal and provincial levels. Securities and tax laws
will always be engaged in the formation and operation of AIFs.
It is also typical that corporation law, limited partnership law,
anti-money laundering law, terrorist financing law and privacy
law will apply.

1.2 Are managers or advisers to Alternative Investment

Funds required to be licensed, authorised or regulated by
a regulatory body?

The manager of an AIF is the entity responsible for adminis-
tering the day-to-day operations of the AIF and is generally
considered to be the “operating mind” of the AIF. In several
Canadian provinces, a manager of an AIF is subject to a duty
of care of a fiduciary nature. AIF managers are subject to the
Investment Fund Manager Registration Requirement.

An entity providing portfolio management services to an AIF
is subject to the Adviser Registration Requirement and is also
subject to a fiduciary duty of care. If the advice to be provided
by the adviser would include advice in respect of exchange-traded
commodity futures contracts and options, registration as an
adviser under commodity futures legislation may also be required,
depending on the province in which the AIF is established.

An entity in the business of trading securities of the AIF
to prospective investors is subject to the Dealer Registration
Requirement.

For purposes of the Dealer Registration and Prospectus
Requirements of Canadian securities legislation, the term
“trade” is broadly defined to include any sale or disposition
of a security for valuable consideration, any receipt by a regis-
trant of an order to buy or sell a security and any act, advertise-
ment, solicitation, conduct or registration directly or indirectly
in furtherance thereof. The term “distribution” is defined, with
reference to the term “trade”, to include a trade in the securities
of an issuer that have not been previously issued.

For AIFs that operate as private equity funds, it may be
possible under current law to structure the AIF in such a way
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that the Investment Fund Manager Registration Requirement,
Adviser Registration Requirement and Dealer Registration
Requirement do not apply to the AIF and the offering of its
securities.

If the AIF is formed outside Canada and the investment
fund manager and adviser provide services to the AIF from
outside Canada, the Investment Fund Manager Registration
Requirement and Dealer Registration Requirement may be
avoided by relying on exemptions available to non-residents.
Ordinarily, the Adviser Registration Requirement will not apply
to an adviser resident outside Canada who provides portfolio
management services to an AIF domiciled outside Canada but
offered to Canadian investors.

1.3 Are Alternative Investment Funds themselves

required to be licensed, authorised or regulated by a
regulatory body?

The AIF is not itself licensed or registered but, as a market
participant, an AIF is regulated by the applicable Securities
Regulator(s).

AlFs that distribute their securities in Canada must either
qualify the distribution pursuant to a prospectus prepared and
filed in accordance with applicable Canadian securities laws or
conduct the distribution in reliance upon a prospectus exemp-
tion. AIFs do not usually qualify their securities for distribu-
tion in Canada pursuant to a prospectus because the prospectus
clearing process would require the AIF to adhere to rules that
would materially restrict the ability to engage in numerous activ-
ities that AIFs ordinarily engage in, such as short selling, lever-
aging and investing in illiquid positions. Accordingly, AIFs
typically distribute their securities to investors in reliance upon
one of two private placement exemptions from the Prospectus
Requirement described below.

Canadian securities laws provide an exemption from the
Prospectus Requirement where a security is distributed to an
accredited investor who acquires the AIF security as principal
(the “Accredited Investor Exemption”). Accredited investors
are purchasers who are considered to be sophisticated because
of their status or financial well-being. Like the US version,
Canadian accredited investors include: financial institutions;
governments; pension funds; securities dealers and advisers;
corporations, partnerships and trusts with net assets of $5
million; individuals who, alone or with a spouse, have net assets
of at least $5 million; and individuals who meet a financial net
worth test of $1 million or an income test of $200,000 in each of
the last two years (or, together with their spouse, of $300,000)
and a reasonable expectation of exceeding that amount in the
cutrent year.

Another exemption from the Prospectus Requirement is
available where a purchaser is not an individual and purchases an
AITF security as principal and the AIF security has an acquisition
cost to the purchaser (other than individuals) of not less than
$150,000 paid in cash at the time of the trade (the “Minimum
Investment Exemption”).

1.4 Does the regulatory regime distinguish between
open-ended and closed-ended Alternative Investment

Funds (or otherwise differentiate between different
types of funds or strategies (e.g. private equity vs.
hedge)) and, if so, how?

Yes, there are significant differences between the regulation of
open-ended and closed-ended funds. Closed-ended funds are
usually publicly offered funds that have qualified their securities
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by prospectus and are traded over a stock exchange and avail-
able to retail investors. Accordingly, closed-ended funds tend to
be much more regulated by securities laws and stock exchange
requirements than open-ended funds unless the open-ended
funds are also qualified by prospectus and available to retail
investors, which is not usually the case for an AIF.
Closed-ended funds that operate as private equity funds typi-
cally do not engage the Investment Fund Manager Registration
Requirement or the Adviser Registration Requirement.

1.5 What does the authorisation process involve and

how long does the process typically take?

The authorisation process differs for the registration of each
of the investment fund manager, adviser and dealer. However,
each category of registration involves the filing of a Form
33-109F6 for the firm and a Form 33-109F4 for applicable indi-
viduals. There are minimum capital, financial statement, insur-
ance and proficiency requirements associated with the author-
isation process. The Securities Regulator reviews the filed
materials and provides comments or questions on the appli-
cations for registration that usually take between eight and 12
weeks to resolve.

1.6 Are there local residence or other local qualification

or substance requirements?

Each of the investment fund manager, adviser and dealer cate-
gories of registration is available to non-residents of Canada.
Non-residents are usually required to satisfy Canadian profi-
ciency requirements and will have to submit to the jurisdic-
tion of the Securities Regulator. Some categories of registra-
tion such as investment dealer require (pursuant to the rules of
the Investment Industry Regulatory Organization of Canada —
the Canadian equivalent of FINRA) the applicant to be incorpo-
rated pursuant to Canadian law but are not otherwise required to
be resident in Canada.

1.7 What service providers are required?

Most AlFs will utilise the services of an investment fund

manager, adviser, dealer or prime broker, registrar and transfer
agent, fund accountant, custodian, auditor and lawyer.

1.8 What rules apply to foreign managers or advisers

wishing to manage, advise, or otherwise operate funds
domiciled in your jurisdiction?

For investment fund managers, advisers and broker-dealers
located outside Canada, there are exemptions from the appli-
cable registration requirements that permit these firms to
do business with Canadian clients that qualify as “permitted
clients”, which is a category of client that is similar to, but
slightly more restricted than, the accredited investor category of
client discussed above.

1.9 What relevant co-operation or information

sharing agreements have been entered into with other
governments or regulators?

The Securities Regulator has, for many years, entered into different
forms of reciprocal regulatory oversight arrangements with foreign
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securities regulatory bodies. These arrangements, frequently
called memoranda of understanding or “MOUs”, are intended
to facilitate the sharing of information about firms and individ-
uals under common regulatory oversight, support collaboration
on investigation and enforcement matters, and generally assist in
the global integration of securities regulatory oversight. The pace
of entering into, and the general interest in, MOUs has increased
considerably since the onset of the 2008 financial crises. Today,
the Securities Regulator has approximately 20 MOUs in place
with foreign regulators including the United States Securities and
Exchange Commission (“SEC”), Commodity Futures Trading
Commission (“CFTC”), Financial Industry Regulatory Authority
(“FINRA”), United Kingdom Financial Conduct Authority and
Bank of England, European Union, International Organization of
Securities Commissions (“IOSCO”) and securities regulators in
Australia, China, France, Hong Kong and Italy.

2 Fund Structures

2.1 What are the principal legal structures used for

Alternative Investment Funds?

The principal legal structures used in the formation of AIFs are
limited partnerships, unit trusts and corporations.

2.2 Please describe the limited liability of investors in

respect of different legal structures and fund types (e.g.
PE funds and LPACs).

Investors in a corporation have liability limited to the value of
their investment. Investors in a limited partnership also have
liability limited to the value of their investment, provided they
do not take part in the control of the business of the partnership.
Investors in a trust are likely to have limited liability but there
may be some uncertainty which may be addressed by providing
where possible, in contracts of the trust, that no recourse is
to be had to the personal assets of investors. Some provinces
have adopted a statutory limited liability regime for investors in
certain public trusts.

2.3 What are the principal legal structures used for

managers and advisers of Alternative Investment Funds?

Managers and advisers of Canadian AIFs are usually organised
as corporations but are sometimes organised as partnerships.

2.4 Are there any limits on the manager’s ability to
restrict redemptions in open-ended funds or transfers in
open-ended or closed-ended funds?

Provided the AIF is not offered by prospectus, there are usually
no limits on the manager (other than, in certain cases, for tax
reasons) to trestrict redemptions in open-ended funds or trans-
fers in closed-end funds.

2.5 Are there any legislative restrictions on transfers of

investors’ interests in Alternative Investment Funds?

Yes, most investors acquire AIF securities pursuant to exemp-
tions from the Prospectus Requirement. Any resale of the AIF
security would also have to comply with an exemption from
the Prospectus Requirement such as the Accredited Investor
Exemption or the Minimum Investment Exemption (these
exemptions are discussed above).
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2.6 Are there any other limitations on a manager’s

ability to manage its funds (e.g. diversification
requirements, asset stripping rules)?

If the adviser is registered in Canada or the AIF is formed in
Canada, there are several legislative restrictions that pertain to
self-dealing and conflicts of interest. If the adviser is not regis-
tered in Canada and the AIF is not formed under Canadian law,
there are no legislative restrictions on how the manager/adviser
manages the AIF.

3 Marketing

3.1 What legislation governs the production and use of

marketing materials?

All marketing activities intended to solicit purchase orders of
an AIF security would likely be considered an act in further-
ance of a trade of a previously unissued security under applicable
securities laws and would therefore be subject to the Prospectus
Requirement and the Dealer Registration Requirement. The
exemptions from the Dealer Registration Requirement are not
generally available to intermediaries in the business of selling
AIF securities. Accordingly, the marketing intermediary must
ordinarily become registered in one of the three dealer catego-
ries: investment dealer; exempt market dealer; or mutual fund
dealer (if the AIF is an open-ended mutual fund).

Generally, securities law of the provinces and territories of
Canada does not differentiate between oral, electronic or docu-
mentary communication. As matter of procedure, electronic and
documentary communication is to be preferred and oral commu-
nications are to be made only in a manner entirely consistent
with the electronic and documentary materials.

3.2 What are the key content requirements for

marketing materials, whether due to legal requirements
or customary practice?

If an offering document is to be used to solicit sales of AIF
securities that are to be distributed in Canada in reliance upon
cither the Accredited Investor Exemption or the Minimum
Investment Exemption, the offering document will probably be
considered an offering memorandum under Canadian securi-
ties laws. Generally speaking, any material prepared in connec-
tion with such a private placement, other than a “term sheet”
that is limited to describing the terms of the securities being
issued rather than describing the business and affairs of the
issuer, will be considered an offering memorandum. Purchasers
who receive an offering memorandum have a statutory right of
action for rescission or damages for any misrepresentation in
the offering memorandum. The statutory right of action must
be described in the offering memorandum. The term “misrep-
resentation” is broadly defined to mean: (a) an untrue statement
of material fact; or (b) an omission to state a material fact that is
required to be stated or that is necessary to make a statement not
misleading in light of the circumstances in which it was made.

3.3 Do the marketing or legal documents need to be

registered with or approved by the local regulator?

The offering memorandum must be delivered to the relevant
Securities Regulator within 10 days of the distribution of an
AIF security. If a foreign prospectus is used as an offering
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memorandum, it is common to attach a stand-alone Canadian
“wrapper” to describe the statutory rights of action and to
address other related disclosure requirements. The Securities
Regulator does not review or approve the offering memorandum.

If the securities of an AIF are distributed into a province
or territory of Canada in reliance upon certain prospectus
exemptions, including the Accredited Investor Exemption
or the Minimum Investment Exemption, the AIF must file
a completed Form 45-106F1 exempt trade report with the
applicable Securities Regulator within 30 days of the end of
the calendar year in which the distribution occurred, and the
filing of the report must be accompanied by the payment of a
prescribed filing fee that varies from jurisdiction to jurisdiction.

3.4 What restrictions are there on marketing

Alternative Investment Funds?

Provided the marketing of the AIF is done pursuant to an
offering memorandum in accordance with the Accredited
Investment Exemption or Minimum Investment Exemption
through registered dealers, there are no other material restric-
tions applicable to the marketing of AIFs.

3.5 Isthe concept of “pre-marketing” (or equivalent)
recognised in your jurisdiction? If so, how has it been
defined (by law and/or practice)?

In Canada, the term “pre-marketing” is used with reference to
certain types of prospectus qualified offerings of securities and
does not have application to the offering of AIF securities in
Canada.

3.6 Can Alternative Investment Funds be marketed to

retail investors?

Retail offerings in Canada are usually made by way of
prospectus. Most AIFs are offered pursuant to exemptions from
the Prospectus Requirement. Some AIFs are offered to high-
net-worth individual clients in reliance upon the Accredited
Investor Exemption. If an AIF is offered to certain catego-
ries of such high-net-worth individuals, the AIF must provide
standard form risk disclosure as prescribed by Form 45-106F9.

3.7 What qualification requirements must be met in

relation to prospective investors?

When relying on the Accredited Investor Exemption, AIFs and
intermediaries should take reasonable steps to ensure that the
terms of the Accredited Investor Exemption are met, including
requiring prospective investors to certify that they are accred-
ited investors.

3.8 Are there additional restrictions on marketing to

public bodies such as government pension funds?

Some institutional investors such as regulated pension funds
have internal and statutory restrictions that restrict the level of
investment in, and control over, an AIF.
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3.9 Are there any restrictions on the participation in
Alternative Investments Funds by particular types of
investors (whether as sponsors or investors)?

Intending to restrict the role of financial institutions in AIFs,
like most jurisdictions around the world, Canadian regulators
have responded to the financial crisis with numerous macro-pru-
dential and micro-prudential initiatives and measures designed
to address various systemic risks revealed as a result of the finan-
cial crisis. In particular, in Canada, we have seen a mixture
of federal and provincial initiatives, that have resulted in, for
example, designation of domestically significant financial insti-
tutions, new bank capital rules, higher bank capital thresholds,
proposed requirements relating to the clearing and reporting of
OTC derivatives, new residential mortgage insurance rules, new
regulation of the government mortgage insurer and proposed
bail-in policies.

3.10 Are there any restrictions on the use of
intermediaries to assist in the fundraising process?

Intermediaries assisting in the fundraising process will usually
be subject to the Dealer Registration Requirement.

4 Investments

4.1 Are there any restrictions on the types of
investment activities that can be performed by
Alternative Investment Funds?

Provided the AIF is not offered by way of prospectus and the
adviser is properly licensed, there are no restrictions on the
types of activities that can be performed by the AIF other than,
in certain cases, to comply with tax requirements.

4.2 Are there any limitations on the types of
investments that can be included in an Alternative
Investment Fund'’s portfolio, whether for diversification
reasons or otherwise?

Provided the AIF is not offered by way of prospectus and the
adviser is properly licensed, there are no restrictions on the
types of investments that can be included in the AIF’s invest-
ment portfolio other than, in certain cases, to comply with tax
requirements.

4.3 Are there any local regulatory requirements
which apply to investing in particular investments (e.g.
derivatives or loans)?

Regulatory requirements applicable to AIF investments are
largely harmonised across Canadian jurisdictions. The Province
of Quebec has in place a legislative regime that governs licensing,
trading and advising activities by participants in that province’s
derivatives market.

4.4 Are there any restrictions on borrowing by the

Alternative Investment Fund?

Provided the AIF is not offered by way of prospectus and
the adviser is properly licensed, there are no restrictions on
borrowing by the AIF.
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5 Disclosure of Information

5.1 What disclosure must the Alternative Investment

Fund or its manager make to prospective investors,
investors, regulators or other parties?

Provided the AIF is not offered by way of prospectus, the only
public disclosure that an AIF must make is annual audited finan-
cial statements and semi-annual unaudited financial statements.
It is possible to obtain an exemption from the requirement to file
these financial statements with the Securities Regulator provided
that the financial statements are delivered to investors. If the
ATF is not formed in Canada, there are no public disclosures
other than the Form 45-106F1 discussed in question 3.3 above.

5.2 Are there any requirements to provide details of
participants (whether owners, controllers or investors) in
Alternative Investment Funds or managers established

in your jurisdiction (including details of investors) to any
local regulator or record-keeping agency, for example
for the purposes of a public (or non-public) register of
beneficial owners?

Yes, the Form 45-106F1 requires disclosure to the relevant
Securities Regulator of the investors in the AIF securities.
The investor information provided to the Securities Regulator
in Form 45-106F1 is not placed on the public file of the
Securities Regulator. However, freedom of information legis-
lation (“FOI”) may require the Securities Regulator to make
this information available if requested. Securities Regulators
have given guidance that an FOI request for investor infor-
mation contained in a Form 45-106F1 would be opposed by
Securities Regulators. Where a Form 45-106F1 identifies an
Ontario purchaser, the Securities Regulator in Ontario places
on the public file a monthly summary of the following infor-
mation contained in the Form 45-106F1: the name of the issuer;
the date the Form 45-106F1 was submitted; the first distribu-
tion date; the dollar amount raised in Ontario; and the number
of Ontario purchasers. FOI legislation varies from jurisdiction
to jurisdiction in Canada.

5.3 What are the reporting requirements to investors or

regulators in relation to Alternative Investment Funds or
their managers?

Provided the AIF is not offered by way of prospectus, the key

reporting requirements in relation to AIFs are:

m  audited annual and unaudited semi-annual financial state-
ments of the AIF discussed above;

m  Form 45-106F1 trade reports to the Securities Regulator
by the AIF discussed in question 3.3;

m  trade confirms from the dealer to the investor reporting
on the trade of the AIF security to the investor;

m  alternative monthly reports (the “AMR System”) from
the adviser and an AIF (if it is an open-end investment
fund) to the Securities Regulator where the adviser exer-
cises control or direction over 10% or more of a class of
securities of a Canadian public company and subsequent
reports when investment goes above or below 10%, 12.5%,
15% or 17.5%;

m  carly warning reports (the “EWR System”) from the AIF
(if it is not an open-end investment fund) to the Securities
Regulator where the AIF acquires 10% or more of a class
of securities of a Canadian public company and subsequent
reports in respect of any 2% increases or decreases there-
after; and
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®m  insider reports to the Securities Regulator where the AIF
acquires 10% or more of a class of securities of a Canadian
public company.

5.4 Isthe use of side letters restricted?

There are no prescriptive restrictions on the use of side letters,
but investment fund managers and advisers are subject to a fidu-
ciary duty of care and side letters must be examined carefully
to ensure that the arrangements contemplated thereby do not
breach the fiduciary duty of care owed to all investors. The
Securities Regulator has been known to focus on the use of side
letters and take action when it is evident that the fiduciary duty
of care has been compromised.

6 Taxation

6.1 What is the tax treatment of the principal forms of

Alternative Investment Funds identified in question 2.1?

Canada imposes tax on the worldwide income of persons that
are resident in Canada.

Only 50% of capital gains are taxable and 50% of capital
losses are deductible but only against the taxable portion of
capital gains. Dividends received from a Canadian corporation
are subject to special tax treatment to reflect the fact that they
are paid out of after-tax income of the corporation. Such divi-
dends received by a Canadian corporation are generally deduct-
ible in computing taxable income, while those received by an
individual are “grossed up” and a dividend tax credit is given.
Other forms of income (interest, income/loss from transactions
in derivatives that are not considered to be hedges of capital
property, etc.) are taxed at regular rates. Income or loss must
generally be computed in Canadian dollars.

An AIF that is a partnership is generally fiscally transparent
for Canadian tax purposes. Canadian-resident partners should
be entitled to treaty benefits on a look-through basis.

An ATF that is a Canadian-resident trust is treated as a
taxpayer but, in computing its income, is generally entitled to
deduct that portion of its income that is payable in the year to its
investors who are required to include such amounts in income.
A special tax may be payable by a Canadian-resident trust (other
than a “mutual fund trust” for tax purposes which, among other
conditions, requires that its activities be limited to investing its
funds in property) if it has non-resident investors and “desig-
nated income” (comprised of income from Canadian real prop-
erty, resource property and businesses carried on in Canada and
capital gains from the disposition of “taxable Canadian prop-
erty” (see below)). While a trust should be treated as a resi-
dent of Canada for the purposes of Canada’s tax treaties, subject
to limitation on benefits provisions, some countries in the past
have denied treaty benefits.

An ATF that is a Canadian corporation is treated as a taxpayer
and pays tax on its taxable income. If it qualifies as a “mutual
fund corporation” for tax purposes which, among other condi-
tions, requires that its activities be limited to investing its funds
in property (but which, in practice, is given a broad meaning),
tax on capital gains is refundable to the corporation. Dividends
from Canadian corporations received by a mutual fund corpo-
ration are subject to a 38%5% tax which is refundable when the
corporation pays taxable dividends to its investors. An AIF that
is a Canadian corporation will generally be treated as a resident
of Canada and beneficial owner of income for the purposes of
Canada’s tax treaties, subject to limitation on benefits provisions.
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Canada also imposes tax on non-residents that carry on
business in Canada, that dispose of certain capital properties
referred to as “taxable Canadian property” (generally Canadian
real property and resource property and certain securities that
derive more than 50% of their value from such properties) or that
derive certain income from Canadian soutces (dividends, rents,
royalties, etc.). A non-resident AIF that engages a Canadian
investment adviser with authority to trade on its behalf would
be considered to carry on business in Canada unless the require-
ments of a safe-harbour rule are satisfied.

6.2 What is the tax treatment of the principal forms of

investment manager/adviser identified in question 2.3?

A manager thatis a Canadian corporation is treated as a taxpayer
and pays tax on its taxable income. Management fees and
performance fees will be treated as ordinary business income.

A manager that is a partnership must calculate its income
or loss as if it were a separate person resident in Canada.
Management fees and performance fees will be treated as ordi-
nary business income. Income or loss of the partnership is allo-
cated in accordance with the partnership agreement to its part-
ners, who include or deduct the relevant amounts as if they
carned them directly.

If the AIF is a partnership, the manager or an affiliate of the
manager may be a partner of the partnership in order to be enti-
tled to a carried interest. In such case, a share of income and
gains of the partnership would be allocated to the manager
or affiliate and the character of the allocated amount as ordi-
nary income or capital gain is expected to be respected for tax
purposes under current tax rules.

6.3 Are there any establishment or transfer taxes
levied in connection with an investor’s participation in

an Alternative Investment Fund or the transfer of the
investor's interest?

No establishment or transfer taxes are imposed on investors.
The disposition of an investor’s interest may give rise to a capital
gain or capital loss (or to ordinary income/loss if not capital
property) that must be taken into account in computing income.
See below regarding the treatment of a disposition of an interest
in an AIF.

6.4 What is the local tax treatment of (a) resident, (b)
non-resident, and (c) pension fund investors (or any

other common investor type) in Alternative Investment
Funds?

(@ A resident investor in an AIF that is treated as a partner-
ship for Canadian tax purposes, whether established in
Canada or a foreign jurisdiction, must take into account its
share of the income or loss of the partnership that is allo-
cated to it in accordance with the partnership agreement.
The partnership must calculate its income or loss as if it
were a separate person resident in Canada. The “at-risk”
rules restrict the deductibility of losses from a business
or property allocated to a limited partner to the limited
partner’s “at-risk amount”. In determining how an AIF
established in a foreign jurisdiction should be treated for
Canadian tax purposes, the primary attributes of the AIF
under the foreign law are determined and compared with
the primary attributes of a partnership, trust or corpora-
tion under Canadian law.
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A resident investor in an AIF that is a Canadian-resident
corporation must include, in computing income, divi-
dends received from the corporation. If the investor
is a Canadian corporation, such dividends are gener-
ally deductible in computing taxable income. Dividends
received by an individual are “grossed up” and a dividend
tax credit is given. If the AIF is a “mutual fund corpora-
tion” for tax purposes, it may pay dividends that it elects to
pay out of capital gains which are taxed as capital gains in
the hands of investors.

A resident investor in an AIF that is a Canadian-resident
trust must include in income its share of the trust’s income
that is payable in the year to the investor. The tax char-
acter of capital gains, dividends from Canadian corpora-
tions and income from foreign sources and related foreign
tax credits will generally be preserved in the hands of the
investor if appropriate tax designations are made by the
trust.

A resident investor that invests in an AIF that is, or is
treated for Canadian tax purposes, as a non-resident
corporation will be required to include dividends received
in income. If such an AIF is treated as a “foreign affil-
iate” of the investor (because the investor and/or certain
connected persons own more than 10% of the shares of any
class or series) and the AIF is a “controlled foreign affil-
iate” of the investor (because the AIF is controlled by the
investor and/or certain specified persons with a connec-
tion to Canada), the investor must include in income, on
an accrual basis, the investor’s share of the ATF’s “foreign
accrual property income”. Recent amendments to the
Income Tax Act (Canada) (the “ITA”) may extend this
treatment to certain sub-funds within an umbrella invest-
ment company.

If this rule does not apply, it is necessary to consider
whether the resident investot’s investment in shares of
the AIF is an “offshore investment fund property”. In
general, two conditions must be satisfied. First, the share
must reasonably be considered to derive its value, directly
or indirectly, primarily from portfolio investments of the
corporation or any other non-resident entity in certain
properties including shares, indebtedness, interests in
one or more corporations, trusts, partnerships, organisa-
tions, funds or entities and real estate or any combination
thereof. Secondly, it is necessary that it can reasonably be
concluded, having regard to all the circumstances, that
that one of the main reasons for the investor acquiring,
holding or having the share was to derive a benefit from
portfolio investments in such assets in such a manner that
the taxes, if any, on the income, profits and gains from
such assets for any particular year are significantly less
than the tax that would have been applicable under Part I
of the ITA if the income, profits and gains had been earned
directly by the investor. If so, the investor must include a
notional amount in income calculated with respect to the
“designated cost” of its investment less dividends actually
received.

Special rules apply in relation to investments by Canadian
residents in non-resident trusts. Depending on the struc-
ture of the trust, the trust could be treated as a resident of
Canada for certain purposes of the ITA and liable to tax
in Canada. Alternatively, the trust could be an “exempt
foreign trust” in which case the interest in the trust could
be an “offshore investment fund property”; if not, the
investor would generally be subject to tax on the income
of the trust (calculated in accordance with the ITA) as is
payable to the investor.
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A resident investor must also take into account the gain
or loss arising on a disposition of an interest in the AIF
which, if the interest is a capital property, will be a capital
gain or capital loss.

(b) A non-resident investor in an AIF that is a partnership
will be liable to tax on the investor’s share of the partner-
ship’s income from a business carried on in Canada and
the investor’s shatre of capital gains from the disposition
by the partnership of “taxable Canadian property” (gener-
ally Canadian real property and resource property and
certain securities that derive more than 50% of their value
from such properties). By reason of having a non-resident
investor, the partnership will be subject to a 25% with-
holding tax on certain income from Canadian sources
(dividends, rents, royalties, etc.). Under the current admin-
istrative policy of the Canada Revenue Agency (“CRA”),
the 25% withholding tax need only be applied in respect of
the non-resident partner’s share of the relevant income.

A non-resident investor in an AIF that is a Canadian-
resident trust will be subject to a 25% withholding tax on
distributions of income (including 50% of capital gains)
by the trust. If the trust is a “mutual fund trust” for tax
purposes, capital gains distributed by the trust will gener-
ally not be subject to withholding tax.

A non-resident investor in an AIF that is a Canadian-
resident corporation will be subject to a 25% withholding
tax on dividends paid or credited to the investor by the
corporation (other than “capital gains dividends” paid by a
mutual fund corporation).

A non-resident investor is liable to tax on the gain arising
on a disposition of an interest in the AIF held as capital
property if more than 50% of the value of the interest at
any time in the 60-month period ending at the time of the
disposition is derived from “taxable Canadian property”
(see above). A tax clearance certificate may be required
from the CRA in advance of the disposition in order
that a purchaser does not withhold a prescribed amount
(currently 25%) from the purchase price.

Canada’s ability to impose tax on a non-resident may be
affected by a bilateral tax treaty between Canada and the
non-resident’s country of residence. For example, a tax
treaty may reduce the withholding rate from 25% to rates
between 0% and 15%, depending upon the relevant income.

(0 A Canadian pension plan that is a “registered pension

plan” under the ITA is generally exempt from income tax
under the ITA on income derived from, and gains derived
from the disposition of an interest in, an AIF.
In the case of non-resident pension investors, certain of
Canada’s tax treaties provide exemptions from Canadian
withholding tax on interest and dividends. In such cases,
dividends from a Canadian AIF structured as a corpora-
tion would not be subject to withholding tax. In the case
of an AIF treated as a partnership, Canada would view the
partnership as transparent and grant treaty benefits on a
look-through basis. In the case of an AIF structured as
a Canadian resident trust, there would be no relief from
withholding tax on distributions of income to a non-res-
ident pension plan even if the income were derived from
Canadian-source interest and dividends.

6.5 Is it necessary or advisable to obtain a tax

ruling from the tax or regulatory authorities prior to
establishing an Alternative Investment Fund?
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6.6 What steps have been or are being taken to
implement the US Foreign Account and Tax Compliance

Act 2010 (FATCA) and other similar information reporting
regimes such as the OECD’s Common Reporting Standard?

Canada entered into an Intergovernmental Agreement (“IGA”)
with the United States relating to the implementation of FATCA
which is substantially in the form of the Model 1 IGA, and the
ITA was amended to provide for the due diligence and reporting
regime contemplated by the IGA. The definition of “Canadian
financial institution” in the ITA is narrower than that in the
IGA. An AIF that is managed by a Canadian financial insti-
tution will generally itself be a Canadian financial institution.
Canadian financial institutions (other than those that are treated
as non-reporting Canadian financial institutions) will report
information about US account holders to the CRA, which
will exchange such information with the US Internal Revenue
Service (“IRS”). Withholding agents will not be required to
withhold the 30% tax on payments to reporting Canadian finan-
cial institutions (and certain “exempt beneficial owners” such as
registered pension plans). A variety of registered accounts are
excluded from the definition of “financial account” and do not
have to be reported on. The rules in FATCA relating to recalci-
trant accounts are suspended.

Canada also signed the Organisation for Economic
Co-operation and Development (“OECD”) Multilateral
Competent Authority Agreement and Common Reporting
Standard (“CRS”). The ITA has been amended to provide for
the due diligence and reporting regime contemplated by the CRS.

6.7 What steps are being taken to implement the
OECD'’s Action Plan on Base Erosion and Profit-Shifting
(BEPS), in particular Actions 2 (hybrids) (for example

ATAD | and Il), 6 (prevention of treaty abuse) (for
example, the MLI), and 7 (permanent establishments),
insofar as they affect Alternative Investment Funds'
operations?

Canada signed the MLI in June 2017 and listed 75 of its 93 tax
treaties as Covered Tax Agreements. It originally adopted only
the minimum standard provisions and the binding mandatory
arbitration provision and registered reservations on all other
optional provisions. As part of the ratification process, Canada
announced that it would adopt a number of optional provisions
including (i) imposing a 365-day holding period for shares of
Canadian companies held by non-resident companies to access
the lower treaty-based rate on dividends, and (ii) imposing a
365-day test period for non-residents who realise capital gains
on the disposition of shates or other interests that derived their
value from Canadian immovable property. The MLI was rati-
fied in 2019 and entered into effect for Canada’s tax treaties
with many countries on January 1, 2020 for withholding taxes,
and will enter into force for other taxes (including capital gains
taxes), for tax years beginning on or after June 1, 2020 (which
for calendar year taxpayers would be January 1, 2021).

Canada has amended the ITA to provide for country-by-
country reporting for large multinational enterprises. The CRA
is applying revisions to the OECD Transfer Pricing Guidelines
recommended as part of the BEPS project.

6.8 Are there any tax-advantaged asset classes or
structures available? How widely are they deployed?

No. Rulings are generally not sought unless there is a specific
tax concern.
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Generally, there are no tax-advantaged asset classes or struc-
tures available.
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6.9 Are there any other material tax issues for

investors, managers, advisers or AlFs?

Canada imposes a 5% Goods and Services Tax (“GST”);
the provinces of Ontario, Nova Scotia, New Brunswick and
Newfoundland and Labrador impose Harmonized Sales Tax
(“HST”) which varies from 8 to 10% and the province of
Quebec imposes Quebec Sales Tax (“QST?) at a rate of 9.975%
(essentially value-added taxes) on certain supplies. Management
and performance fees for services provided to a Canadian AIF
will generally be subject to GST/HST/QST and no refund will
be available to the AIF. An AIF that is a limited partnership
may also be required to pay GST/HST/QST on the distribution,
or a portion thereof, paid to the general partner.
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6.10 Are there any meaningful tax changes anticipated
in the coming 12 months other than as set out at
question 6.6 above?

It is expected that rules to limit interest deductibility as part of
BEPs will be introduced.

7 Reforms

7.1 What reforms (if any) in the Alternative Investment

Funds space are proposed?

There are currently no reforms proposed.
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McCarthy Tétrault is a Canadian law firm that delivers integrated busi-
ness law, litigation, tax law, real property law, labour and employment law

McCarthy Tétrault LLP

Sean D. Sadler B.A,, J.D,, LL.M. is a partner and advises Canadian and non-resident dealers, advisers and fund managers on the offering of
their services and products in Canada and on securities law compliance and enforcement matters. He has assisted local counsel in estab-
lishing or restructuring investment funds in jurisdictions outside Canada, including Bermuda, the British Virgin Islands, the Cayman Islands
and Mauritius. He is a special lecturer in various securities law topics at several Canadian universities. Sean is a co-editor of LexisNexis'
Annotated Ontario Securities Legislation and a co-author of LexisNexis' Canadian Securities Regulatory Requirements Applicable to Non-Resident
Broker-Dealers, Advisers and Investment Fund Managers. He is a contributing author to the Practising Law Institute's Broker-Dealer Regulation
and Investment Adviser Regulation. He appears in: the current edition of Chambers Canada as a leading lawyer in the area of investment funds.
He appears in the most recent edition of The Best Lawyers in Canada in the areas of mutual funds law, private funds law and securities law; the
2020 International Who's Who of Private Funds Lawyers; the 2020 Who's Who Legal: Canada in the area of private funds; Practical Law Company's
2011/2012 Investment Funds Handbook as a recommended lawyer in Canada; and the 2019 Canadian Legal Lexpert Directory. He was recog-
nised as Best Lawyers' Lawyer of the Year in Mutual Funds (Toronto) for 2020. He was called to the Ontario Bar in 1989.

MccCarthy Tétrault LLP Tel: +1 416 601 7511
Suite 5300, TD Bank Tower Email: ssadler@mccarthy.ca
Box 48, 66 Wellington Street West URL: www.mccarthy.ca
Toronto ON M5K 1E6
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Nigel P.J. Johnston, B.A,, LL.B,, is a partner in the Tax Group. His practice focuses on corporate income tax issues, providing tax advice to
the investment funds industry and the creation of new financial products. He appears in the current Canadian Legal Lexpert Directory, a guide
to the leading law firms and practitioners in Canada, as a leading lawyer in the area of tax and in the area of investment funds and asset
management-tax. He also appears in the current editions of Chambers Global and Chambers Canada as a leading lawyer in the area of tax.
He is a member of the Taxation Working Group of the Investment Funds Institute of Canada and of the Industry Regulation and Taxation
Committee of the Portfolio Management Association of Canada. He was a member of the “Informal Consultative Group on the Taxation
of Collective Investment Vehicles” and of the “Pilot Group on Improving Procedures for Cross-Border Tax Claims” organised by the OECD's
Centre for Tax Policy and Administration. He was called to the Ontario Bar in 1984,

McCarthy Tétrault LLP Tel: +1 416 601 7923

Suite 5300, TD Bank Tower Email: njohnston@mccarthy.ca
Box 48, 66 Wellington Street West URL: www.mccarthy.ca
Toronto ON M5K 1E6

Canada

Cristian 0. Blidariu, B.A,, J.D,, M.B.A, is a partner and a member of McCarthy Tétrault's Securities Regulation & Investment Products Group.
He has a securities regulatory and corporate-commercial practice with particular emphasis on the regulation, development and merger
of retail mutual funds. He has assisted with numerous securities compliance and enforcement matters including novel exemptive relief
applications and enforcement matters. He also advises Canadian and foreign investment fund managers, dealers and advisers on Canadian
securities regulatory compliance and registration matters, including fund administration, public offerings and private placements. He has
also had responsibility in other areas of securities law, including shareholder disputes and the formation of alternative trading systems and
exchanges. He is the editor of the McCarthy Tétrault securities blog and a contributor to LexisNexis' Annotated Ontario Securities Legislation.
His articles were cited by the Financial Post and Canadian Lawyer Magazine and appeared in Canadian Corporate Counsel: A Practical Reference
for Corporate, Municipal and Crown Counsel. He was called to the Ontario Bar in 2011.
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Box 48, 66 Wellington Street West URL: www.mccarthy.ca
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services nationally and globally through offices in Vancouver, Calgary, mccarthy
Toronto, Montréal and Québec City, as well as in London, UK and New York tetraUIt

City, NY, USA.
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