


E. Crowdfunding

Meaning of crowdfunding

Crowdfunding is a method of funding a project or venture through small amounts of money raised from a large
number of people over the Internet via an Internet portal intermediary. There are at least five models of
crowdfunding:

• Donation model. The practice of the crowd donating to a project or venture in exchange for nothing of
tangible value.

• Reward model. The practice of the crowd donating to a project or venture in exchange for some tangible
reward or a "perk".
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• Pre-purchase model. The practice of the crowd donating to a project or venture in exchange for a future
tangible reward (such as a consumer product).

• Peer-to-peer lending model. The practice of an online intermediary facilitating money lending between
individuals to fund a business, usually in the form of unsecured personal loans.

• Equity securities model. The practice of the crowd investing in an issuer in exchange for securities.

The crowdfunding discussed in this paper involves the distribution of a security.

Crowdfundine under the JOBS Act

On April 5, 2012, the JOBS Act was approved and signed by President Barack Obama after receiving rapid
congressional approval in both the United States House of Representatives and United States Senate. The JOBS Act
is intended to help increase American job creation and economic growth by improving access to the public capital
markets for emerging growth companies.

The JOBS Act contemplates broadened access to investment opportunities in the exempt market through a new
crowdfunding exemption. While the JOBS Act creates a new exemption for "crowdfunding",that exemption is
subject to SEC rulemaking and crowdfunding for securities will only be legal in the US once the SEC rules are
adopted. Many details of the crowdfunding exemption, including those around the funding portal, are still not
clear as they will be dealt with by the SEC in rulemaking. The SEC is required to issue rules not later than 270 days
following enactment of the JOBS Act (December 31, 2012). However, we note that there is speculation that there
may be delays in meeting this deadline.

The following is a summary of the key provisions of crowdfunding as set out in the JOBS Act.

Availability of the exemption
The exemption is only available to domestic US issuers. It is not available to non-US issuers, issuers subject to
public company reporting requirements and investment companies. The exemption could potentially be available
to a Canadian issuer through its US subsidiaries. However, this is unclear absent SEC guidance.

Size of the offering and investments
Crowdfunding is a strategy designed to allow a company to raise up to $1 million in a 12-month period by selling
securities to the public.

The aggregate amount of securities sold to any investor within the previous 12-month period in reliance on the
exemption cannot exceed:
• the greater of US$2,000 or 5% of the investor's annual income or net worth if either the annual income or the

net worth of the investor is less than US$100,000, and
• 10% of the investor's annual income or net worth, not to exceed a maximum aggregate amount sold of

US$100,000, if either the annual income or net worth of the investor is equal to or more than US$100,000.

Resale restrictions
The securities purchased under this exemption are subject to certain resale restrictions for one year. However,
securities may be resold to the issuer, to an accredited investor, as part of a registered offering or to a family
member of the purchaser under limited circumstances.

Intermediaries
Crowdfunding offerings must be conducted through an intermediary that is registered with the SEC as a broker or
funding portal (defined as any person acting as an intermediary in a transaction involving the offer or sale of
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securities for the account of others pursuant to the exemption that meets certain conditions) and with any
applicable self-regulatory organization (SRO).

The intermediary must take certain actions, including:
• providing disclosures related to risks and other investor education materials, as the SEC by rule deems

appropriate and ensuring that investors review such disclosures, affirm the risk of loss and answer various
questions,

• taking such measures to reduce the risk of fraud, as will be established by the SEC, including background and
regulatory checks on directors, officers and significant shareholders of issuers, and

• making such efforts as the SEC determines appropriate by rule to ensure that no investor in a 12-month period
exceeds the crowdfunding investment limits.

Issuers relying on the exemption will not be permitted to advertise the terms of the offering, except for notices
that direct investors to the intermediary.

Disclosure to be provided to investors
Issuers will be required to file with the SEC and provide to investors information such as:
• a description of the business and its anticipated business plan,
• a description of its financial condition (including audited financial statements where the specified target

offering amount exceeds US$500,000 or such other amount that the SEC determines appropriate),

• the names of officers and directors and greater than 20%shareholders,
• the stated purpose and intended use of proceeds,
• the specified target offering amount and deadline to reach that target,
• the price of the securities,
• a description of the ownership and capital structure, and
• such other information as the SEC prescribes by rule.

Securities issued under this exemption will not be subject to state blue sky securities laws (which are intended to
protect investors from fraud).

Crowdfundine in other jurisdictions

Australian regime
No specific crowdfunding exemption or legislation appears to have been passed in Australia. However, an order of
ASIC to permit business introduction or matching services may be facilitating equity crowdfunding activity.

ASIC Class Order 02/273 "Business Introduction and Matching Services",which was made effective on March 11,
2002, provides an exemption from certain provisions of the AU Corporations Act for persons involved in making or
calling attention to offers of securities through a business introduction service (the AU Class Order). The AU Class
Order permits a person to bring together issuers seeking capital and investors without being subject to the full
requirements of the AU Corporations Act, provided the terms of the AU Class Order are complied with.

For issuers that wish to offer their securities through a business introduction service, the AU Class Order limits such
offers to the following:
• a personal offer to a maximum of 20 unqualified investors over 12 months, and

• with no more than A$5 million being raised in that 12 months.

There are restrictions on advertising and recommendations of offerings under the exemption provided in section
734 of the AU Corporations Act. However, issuers and those making introductions are exempt from some
advertising restrictions as a result of the AU Class Order.
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On August 14, 2012, ASIC issued "12-196MR ASIC guidance on crowdfunding" (the AU Notice). The AU Notice

appears to primarily focus on non-equity crowdfunding. It describes crowdfunding and states that project

"sponsors or pledgers typically receive some reward in return for their funds".

ASIC also highlighted some of the risks for operators of crowdfunding websites and for individuals investing in

crowdfunded ventures, including:

• a risk of fraud being carried out through crowdfunding websites. ASIC suggests that website operators can

help manage this risk by performing background checks on project creators.

• a risk that funded projects are not completed and the sponsors do not receive the rewards promised. The

guidance suggests that website operators can manage this risk by assessing the viability of the project before

it is posted to the website, requiring the project creator to provide more information and mandate reporting

requirements on project progress.
• a risk that the money collected is lost due to fraud or bankruptcy of the website operator before the money is

passed on to the project creator. The guidance states that a website operator can manage this risk by holding

funds in a separate account.

ASIC has been monitoring the increased use of equity crowdfunding to identify arrangements that may be regulated

by ASIC. In its guidance, ASIC highlighted that crowdfunding arrangements offering or advertising a financial

product, providing a financial service or fundraising through securities may require a complying disclosure

document depending on the approach taken.

UK regime
In the UK, the prospectus requirement is triggered for offerings of securities where:

• the total offering amount is €5 million or greater, or

• there are more than 150 investors.

Below these thresholds, a prospectus is generally not required. Despite the fact that a prospectus may not be

required for small offerings of securities, a UK entity involved insecurities distributions may still need to be

registered with the Financial Services Authority (FSA) depending on the activities being conducted.

Equity crowdfunding in the UK is already active. For example, Crowdcube is a crowdfunding website founded in

2010 that allows businesses to raise money directly from investors. Crowdcube restricts participation to investors

who can self-certify as high net worth or sophisticated investors.

In addition, on July 6, 2012, Seedrs Limited was launched as an equity crowdfunding platform in the UK. Seedrs is an

online platform for investing in start-up businesses. It is structured such that Seedrs acts as the nominee for

individual investors that want to invest through the platform, holding the shares on their behalf. Seedrs is registered

with the FSA and is subject to restrictions on the type of business activities it can conduct as set out in its permission

from the FSA.

On August 10, 2012, the FSA published a consumer information bulletin called "Crowdfunding: is your investment

protected?". The guidance warned investors that many crowdfunding opportunities are high risk and complex and

are suited to sophisticated investors only. The notice also pointed out that these types of investments are generally

illiquid and that investors should be careful about investing over the Internet because of the risk of fraud. The FSA

also expressed concern that some firms involved in crowdfunding may be acting without FSA permission or

authorisation.
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5. CONSIDERATIONS FOR CROWDFUNDING AND OM PROSPECTUS EXEMPTIONS

5.1 Introduction

Stakeholders have suggested that we consider adopting a prospectus exemption to permit crowdfunding similar to
the one found in the JOBS Act as well as a form of OM exemption. They submit that these exemptions would
increase capital raising opportunities for issuers, particularly SMEs. They also have indicated that they would
provide investors with more access to investment opportunities through the exempt market and thereby
"democratize the exempt market".

We view a crowdfunding exemption and an OM exemption along the same continuum. While these exemptions
may be subject to different conditions, they both would allow retail investors greater access to the exempt market.
We have historically limited investor access to the exempt market due to investor protection concerns.

Both of these exemptions are premised on some form of disclosure being provided to investors on which they
could base an investment decision. One of the key differences between the two exemptions is that the
crowdfunding exemption contemplates investing through an online funding portal, whereas distributions under
the OM exemption historically have been made through more traditional investment channels.

We explore each of these options below.

We note that neither of these options is currently proposed to apply to investment funds. This approach is
consistent with the JOBS Act, which excludes investment fund companies from the crowdfunding exemption. We
also note that an investment fund that is advised by a registered adviser or a person exempt from registration
already qualifies (as a form of institutional investor) as an accredited investor to invest in all types of businesses,
including SMEs, on an exempt basis.

5.2 Exploration of crowdfunding

Permitting capital raising by allowing retail investors access to the exempt market would represent a significant
change to the current exempt market regulatory regime. In addition, allowing investments to be made through the
Internet may raise heightened concerns regarding the potential risk of fraud and abuse. As a result, it is important
to consider not only the potential benefits of crowdfunding, but also its potential challenges. The benefits and the
challenges of crowdfunding for both issuers and investors have been the subject of much debate.

Issuer perspective
Crowdfunding arguably may provide a new source of capital for start-ups and SMEs that either have limited access
to capital or have exhausted other available sources of capital. More traditional funding models may not be
available to invest in these issuers and having a more diverse investor pool may lead to increased investment in
underfunded businesses. Crowdfunding would also be less expensive than raising capital through a public offering.

Crowdfunding, however, may not be appropriate for all issuers. It would likely work best for projects that require
relatively small amounts of capital as limits on investment and offering size will restrict how much can be raised
through crowdfunding in a 12-month period. It may also not be an effective capital raising mechanism for issuers
with less "marketable" projects that are less attractive to the crowd. For example, the crowd may be more
interested in funding a film or an art project or supporting a community initiative, than providing an issuer's
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working capital needs. As a result, crowdfunding may not be a useful capital raising tool for issuers at all stages of
development or in all industry sectors.

There may also be disadvantages associated with raising capital under this model. Crowdfunding may result in an
issuer having a large number of potentially unsophisticated shareholders with relatively small interests in the issuer
and thereby limit the issuer's future financing options. That may make it more difficult to attract angel investors and
venture capital financing at later stages of development. In addition, a large number of shareholders may result in
increased compliance costs under corporate law. On the other hand, having a large pool of investors with small
interests may be attractive to angel investors or venture capitalist financing as this shareholder profile may facilitate
acquiring a control position at a relatively low cost.

An issuer that distributes securities through crowdfunding will also have to provide ongoing disclosure to investors,
which will result in costs to the issuer.

Finally, given the potential illiquid nature of the securities and the high business risk, investors may not receive a
return in the short term or at all on their investment. That may in turn lead to lawsuits and a decline in investor
interest in crowdfunding in the future.

Investor perspective
Crowdfunding may provide investors that do not qualify as accredited investors opportunities to invest in the
exempt market. This would democratize the exempt market so that investment opportunities can be accessed by all
investors, not just those with a high income or net worth. In particular, it would allow retail investors to participate,
to a limited extent, in start-ups and SMEs.

However, there are a number of investor protection concerns associated with the crowdfunding model. The North
American Securities Administrators Association (NASAA) has described it as one of the top investor threats in its
2012 Enforcement Report.13 NASAA has also highlighted potential fraud concerns in an investor alert and in its
comment letter to the SEC.14

The concerns include the risk that crowdfunding will be subject to fraud and abuse. The existing non-equity
crowdfunding models have reported a two percent rate of fraud.'S However, such a low rate of fraud may not apply
to the equity crowdfunding models under consideration by securities regulators.

In addition, issuers may not be appropriately accountable to their investors regarding the use of the proceeds
raised.

There are also concerns that investors may not fully understand the risks associated with their investment. For
example:
• Investors need to understand that they could lose all of their money and it is important that they are able to

withstand that loss.
• There will be limited disclosure made to investors at the time of distribution and on an ongoing basis.
• Investors need to understand that crowdfunding offerings will not have undergone the same level of due

diligence as that undertaken in connection with a prospectus offering.

~' NASAA Enforcement Section, North American Securities Administrators Association — Enforcement Report (Washington: NASAA, October

2012), online: <http://www.nasaa.org/wp-content/uploads/2012/10/2012-Enforcement-Report-on-2011-Data.pdf>.

14 NASAA, News Release, "Laws Provide Con Artists with Personal Economic Growth Plan" (August 21, 2012), online:
<http://www.nasaa.org/14679/laws-provide-con-artists-with-personal-economic-growth-plan/>; Comment letter from the North American

Securities Administrators Association on SEC Regulatory Initiatives Under the JOBS Act: Title III - Crowdfunding (July 3, 2012), online:

<htt p://www. sec.gov/comments/jobs-tit le-i i/jo bstit lei i-40. pdf>.
is 

Quentin Casey, "Equity crowdfunding source of innovation, capital for startups" Financial Post (October 22, 2012), online:

<http://business.financialpost.com/2012/10/22/equity-crowdfunding-source-of-innovation-capital-for-startups/>.
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It will be difficult for investors to value their investments unless the issuer becomes a reporting issuer in the
future.

Investors need to understand that they may not be able to resell their investment.

There may be limited rights of recourse with respect to the issuer. Investors also need to understand that they
will have little recourse to the funding portal.

Consultation questions

• Would a crowdfunding exemption be useful for issuers, particularly SMEs, in raising capital?

• Have we recognized the potential benefits of this exemption for investors?

• What would motivate an investor to make an investment through crowdfunding?

• Can investor protection concerns associated with crowdfunding be addressed and, if so, how?

• What measures, if any, would be the most effective at reducing the risk of potential abuse and fraud?

• Are there concerns with retail investors making investments that are illiquid with very limited options for
monetizing their investments?

• Are there concerns with SMEs that are not reporting issuers having a large number of security holders?

• If we determine that crowdfunding may be appropriate for our market, should we consider introducing it on a
trial or limited basis? For example, should we consider introducing it for a particular industry sector, for a
limited time period or through a specified portal?

Crowdfundine content

In order to explore the possibility of a crowdfunding exemption, we have developed a concept idea for this type of
exemption solely for discussion purposes. Based on the feedback received from stakeholders and further
consideration of investor protection and other regulatory concerns, we may decide not to introduce a
crowdfunding exemption in this or any other form.

In developing this concept idea, we considered some elements of the BC and Alberta models of the OM exemption.
We understand that BC, Alberta and certain other CSA jurisdictions are currently reviewing their OM exemptions
based on market experience. We will consider the results of that review as part of our consultation process.

Our concept idea encompasses many of the investor protection elements of the crowdfunding exemption in the
JOBS Act. As noted above, many details of the crowdfunding exemption, including those related to the funding
portal, have not yet been resolved by the SEC in rulemaking. The SEC is required to issue rules not later than 270
days following enactment (December 31, 2012). However, we note that there is speculation that there may be
delays in meeting this deadline.

There are three parties that would be involved in a distribution under the crowdfunding model: the issuer, the
investor and the funding portal. We have discussed the elements of this concept idea relevant to each party below.
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Issuer restrictions
There are four primary restrictions imposed on the issuer:

• Qualification criteria. In order to rely on this exemption, the issuer, its parent (if applicable) and its principal
operating subsidiary (if applicable) must be incorporated or organized under Canadian federal laws or the laws
of a Canadian jurisdiction and the issuer must have its head office located in Canada.

• Limit on offerings. The issuer cannot raise more than $1.5 million under this exemption in any 12-month
period.

• Limit on security. Only the following securities can be distributed under this exemption:
• common shares,
• non-convertible preferred shares,
• non-convertible debt securities that are linked only to a fixed or floating interest rate, and
• securities convertible into common shares or non-convertible preferred shares.

• Limit on advertising. The issuer is not permitted to advertise an investment except through the funding portal
or on the issuer's website. However, the issuer would be able to use social media to direct investors to the
funding portal or the issuer's website.

Investor protection measures
This exemption could be used to sell securities to any investor, regardless of his/her income, net worth or
investment sophistication. As a result, there are several conditions that are designed to provide greater investor
protection:

Investment limits. The primary investor protection measure is a limit on the amount of money an investor can
invest. The investor cannot invest more than $2,500 in a single investment under this exemption. In addition,
the investor cannot invest more than $10,000 in total under this exemption in any calendar year. Bright-line
tests enhance the clarity and contribute to the simplicity of this important investor protection measure. The
investment limits are intended to reduce the investor's exposure by capping the amount of money that the
investor is placing at risk.

Provision of disclosure at point of sale. At the time of distribution, the investor must be provided with a
streamlined information statement that includes basic information about the offering, the issuer, the funding
portal and any other registrant involved. In particular, the information statement must include a description of
the principal risks facing the issuer as well as one year of financial statements, if any. If the proceeds of the
distribution are proposed to be greater than $500,000 or if the issuer is a reporting issuer, the financial
statements must be audited. Otherwise, they can be certified by management.

The information statement must be certified by the issuer. In addition, the investor must be given statutory
rights in the event of a misrepresentation in the information statement.

Risk acknowledgement. Investors must sign a risk acknowledgement inwhich they confirm that:
• they fall within the investment limitations,
• they understand that they may lose their entire investment and they can bear that loss, and
• they understand the illiquid nature of the investment (in the case of securities of anon-reporting issuer).

• Two-business day "cooling off' period. Investors must be provided with atwo-business day right of
withdrawal from the date of their investment decision in order to provide investors with an opportunity to
consider the disclosure provided and reflect on their investment decisions.
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Provision of ongoing disclosure. The issuer must provide investors with annual financial statements. The issuer
must also keep books and records which contain, at a minimum:

information on the securities issued by the issuer as well as the distribution price and date,
the names of all security holders and the size of their holdings, and

• the use of funds raised.

Registration of funding portal
All investments under this exemption must be made through a registered funding portal.

As indicated above, under the 1065 Act, a crowdfunding portal will be required to obtain registration with the SEC
as a broker or funding portal and with any SRO.

We expect that funding portals that carryon business in Ontario will also be required to register in an appropriate
dealer or adviser category in Ontario, since the activities of the portals (i.e., showcasing investment opportunities to
investors and matching issuers with investors) will generally constitute registerable trading or advising activity
under the Securities Act. In this regard, we note that clause (e) of the definition of "trade" in section 1(1) of the
Securities Act includes "any act, advertisement, solicitation, conduct or negotiation directly or indirectly in
furtherance of" a sale of a security and that a number of OSC and Court decisions have held that establishing a
website that offers securities or information about securities offerings to investors through the Internet constitutes
an act in furtherance of a trade. Where this type of trading activity is conducted with regularity and for a business
purpose, we will generally consider the funding portal to be "in the business" of trading or advising (depending on
the particular business model) and therefore subject to the dealer or adviser registration requirement.

The registration requirement is an important investor protection measure necessary to address, among other
things, integrity, proficiency and solvency requirements applicable to funding portals and the persons operating
them. We also believe that the registration requirement will help address concerns relating to possible conflicts of
interest and self-dealing and provide some assurance that funding portals will not be established or used to
facilitate fraudulent offerings of securities to investors through the Internet.

We recognize that, in light of the limited nature of a funding portal's activities, existing dealer or adviser categories,
such as investment dealer, EMD or portfolio manager, may not be well tailored to a particular portal's business
model. Accordingly, OSC staff would consider registration either in an existing dealer or adviser category or in a
restricted dealer or adviser category. Similarly, we recognize that certain traditional dealer or adviser obligations,
such as the obligation to provide client-specific suitability advice about investments that are made through a
funding portal, may not be well suited to the portal's business model. We would consider exempting funding portals
from specific dealer or adviser registration requirements, after considering the particular features of the portal's
proposed business model and our continuing review of crowdfunding developments in other jurisdictions.

A more detailed summary of this concept idea, along with explanatory commentary, is set out in Appendix A.

Implications for registration regime
We note that no registrant, other than the funding portal, will be required to be involved in a crowdfunding
distribution.
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Consultation questions

Issuer restrictions
• Should there be a limit on the amount of capital that can be raised under this exemption? If so, what should

the limit be?

• Should issuers be required to spend the proceeds raised in Canada?

Investor protection measures
• Should there be limits on the amount that an investor can invest under this exemption? If so, what should the

limits be?

• What information should be provided to investors at the time of sale as a condition of this exemption? Should
that information be certified and by whom?

• Should issuers that rely on this exemption be required to provide ongoing disclosure to investors? If so, what
form should this disclosure take?

• Should the issuer be required to provide audited financial statements to investors at the time of the sale or on
an ongoing basis? Is the proposed threshold of $500,000 for requiring audited financial statements (in the case
of anon-reporting issuer) appropriate?

• Should rights and protections, such asanti-dilution protection, tag-along rights and pre-emptive rights, be
provided to shareholders?

Funding portals and other registrants
• Should we allow investments through a funding portal (similar to the funding portals contemplated by the

crowdfunding exemption in the JOBS Act)? If so:

• What obligations should a funding portal have?

• Should funding portals be exempt from certain registration requirements? If so, what requirements
should they be exempted from?

• Should a registrant other than the funding portal be involved in this type of distribution? If so, what category
of registrant? Should additional obligations be imposed on the registrant?
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9. HOW TO PROVIDE FEEDBACK

9.1 Written comments

You must submit your comments in writing by February 12, 2013. If you are sending your comments by email, you

should also send an electronic file containing the submissions in Microsoft Word.

Please address and send you comments to the address below.

John Stevenson

Secretary

Ontario Securities Commission

20 Queen Street West

19th Floor, Box 55

Toronto, Ontario M5H 3S8

Fax: 416-593-2318

Email: jstevenson@osc.gov.on.ca

Please note that all comments received during the comment period will be made publicly available. We will post all

comments to the OSC website at www.osc.gov.on.ca to improve the transparency of the policy-making process.

9.2 Questions

If you have any questions, please contact:

Jo-Anne Matear Elizabeth Topp

Manager, Corporate Finance Branch Senior Legal Counsel, Corporate Finance Branch

416-593-2323 416-593-2377

jmatear@osc.gov.on.ca etopp@osc.gov.on.ca

Carolyn Slon Rick Whiter

Legal Counsel, Corporate Finance Branch Senior Accountant, Corporate Finance Branch

416-593-2364 416-593-8127

cslon@osc.gov.on.ca rwhiler@osc.gov.on.ca

Maria Carelli Paul Hayward

Senior Accountant, Compliance and Registrant Senior Legal Counsel, Compliance and Registrant

Regulation Branch Regulation Branch

416-593-2380 416-593-3657

mcarelli@osc.gov.on.ca phayward@osc.gov.on.ca

Paul Redman Chris Le Pan

Principal Economist, Strategy and Operations Branch Economist, Strategy and Operations Branch

416-593-2396 416-593-8279

predman@osc.gov.on.ca clepan@osc.gov.on.ca
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APPENDICES TO OSC STAFF CONSULTATION PAPER 45-710

CONSIDERATIONS FOR NEW CAPITAL RAISING PROSPECTUS EXEMPTIONS



APPENDIX A — CONCEPT IDEAS FOR A CROWDFUNDING AND OM PROSPECTUS EXEMPTION

1. Crowdfunding prospectus exemption

The key elements of this concept idea, along with explanatory commentary, are set out in the table below. This
concept idea is being put forward solely for discussion purposes. We are requesting comments on each of the
elements of this concept idea.

Key elements of the crowdfunding concept idea Explanatory notes
Type of issuer

• We have proposed that the issuer of the security, its
• The issuer of the security, its parent (if parent (if applicable) and its principal operating

applicable) and its principal operating subsidiary (if applicable) must be incorporated or
subsidiary (if applicable) must be organized under Canadian federal laws or the legislation
incorporated or organized under Canadian of a Canadian jurisdiction and have its head office
federal laws or the legislation of a Canadian located in Canada because one of our objectives is to
jurisdiction, and the issuer must have its facilitate capital raising for SMEs in Canada. We note
head office located in Canada. that the JOBS Act has similarly limited the availability of

the crowdfunding exemption to domestic US issuers. It
• This exemption is not available for remains unclear whether the crowdfunding exemption

distributions of securities of investment will be available to US subsidiaries of Canadian issuers
funds. or issuers domiciled in other foreign jurisdictions.

However, we note that the accredited investor
exemption, the minimum amount exemption and the
OM exemption in NI 45-106 are not currently limited to
distributions of securities of issuers based in Canada.

• We have suggested making this exemption available for
distributions of both reporting and non-reporting
issuers. That is consistent with the accredited investor
exemption and the OM exemption available in other
Canadian jurisdictions. We recognize that some SMEs
are reporting issuers.

• The focus of this paper is to consider possible new
prospectus exemptions that could facilitate capital
raising for business enterprises. As a result, we have
suggested limiting the use of this exemption to
distributions of securities of issuers other than
investment funds. This approach is consistent with the
JOBS Act, which excludes investment fund companies
from using the crowdfunding exemption. We note that
an investment fund that is advised by a registered
adviser or a person exempt from registration already
qualifies (as a form of institutional investor) as an
accredited investor to invest in all types of businesses,
including SMEs, on an exempt basis.
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Key elements of the crowdfunding concept idea Explanatory notes
Type of security

• There are currently no restrictions on the type of
• The only securities that can be distributed security that can be sold under the accredited investor

under this exemption are: exemption or the OM exemption available in other
o common shares Canadian jurisdictions. There similarly do not appear to
o non-convertible preferred shares be any restrictions on the type of security that can be
o non-convertible debt securities that are sold under the crowdfunding exemption in the JOBS Act.

linked only to a fixed or floating
interest rate Only four classes of security can be issued under this

o securities convertible into common exemption. Given that this exemption is intended to
shares or non-convertible preferred facilitate capital raising by SMEs, we do not think it is
shares necessary or appropriate to allow certain complex

products, such as derivatives and securitized products,
to be distributed under this exemption.

• For the reasons discussed above, we have carved out
securities of investment funds.

Type of purchaser
. We considered the approach taken in the JOBS Act and

• There are no limitations on the purchaser of the OM exemption available in other Canadian
the security. However, the purchaser is jurisdictions regarding the type of purchaser.
subject to investment limitations, as
discussed below. US approach

• There are no restrictions on the purchaser under the
crowdfunding exemption in the 1065 Act.

BC approach
• There are no restrictions on the purchaser under the BC

model of the OM exemption.

Alberta approach

• 

Under the Alberta model of the OM exemption, the
purchaser must bean "eligible investor" or the
acquisition cost to the purchaser cannot exceed
$10,000. We agree with the concept of an investment
limit. However, we question whether the "eligible
investor" criteria provides meaningful investor
protection.

• Consistent with these approaches, we are suggesting
that any investor can buy securities under this
exemption. The purchaser, however, would be subject
to investment limits (discussed below).
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Key elements of the crowdfunding concept idea Explanatory notes
Type of seller This approach is substantially consistent with the OM

• This exemption is limited to distributions by exemption available in other Canadian jurisdictions,
an issuer in securities of its own issue. which is limited to distributions by issuers of securities

of their own issue.

• Consistent with the OM exemption, we have suggested
not allowing selling security holders to use this
exemption. This exemption is intended to facilitate
capital raising and not necessarily the resale of
securities. We do not believe selling security holders are
necessarily as well positioned to provide the disclosure
and other investor protection measures discussed
below.

Size of investment We believe investment limits are an important element
• A purchaser's investment in securities of a of investor protection to limit an investor's exposure.

particular issuer cannot exceed $2,500.
• An investment limit presents difficulties with

• In addition, a purchaser's investment under compliance. A centralized system where funding portals
this exemption during a calendar year are required to confirm the size of an investor's
cannot exceed $10,000. investment in its own and other registered portals has

been suggested.

• Another alternative proposal would be to require the
investor to self-certify that he/she is within the
investment limits and has not exceeded the annual
threshold.

US approach

• 

Under the crowdfunding exemption in the JOBS Act, the
aggregate amount of securities sold to any investor
within the previous 12-month period in reliance on the
exemption cannot exceed:
o the greater of US$2,000 or 5% of the investor's

annual income or net worth if either the annual
income or the net worth of the investor is less than
US$100,000, and

0 10% of the investor's annual income or net worth,
not to exceed a maximum aggregate amount sold of
US$100,000, if either the annual income or net
worth of the investor is equal to or more than
US$100,000.

• We are concerned that investors may not wish to share
their tax returns with issuers or registrants to establish
that they are investing within the prescribed limits. As a
result, a monetary cap may be easier to administer than
an approach that requires calculations of an investor's
net income or net worth.

49



Key elements of the crowdfunding concept idea Explanatory notes
BC approach

• There are no limits on the size of the investment under
the BC model of the OM exemption. We have concerns
that this approach could result in too much of an
investor's assets being at risk.

Alberta approach
• As noted above, under the Alberta model of the OM

exemption, a purchaser can purchase securities under
the exemption if he/she is either an eligible investor or
the acquisition cost to the purchaser does not exceed
$10,000.

• A monetary cap of $10,000 may be easier to apply than
a limit based on a percentage of net income or net
worth.

Size of offerings BC and Alberta approach
• An issuer cannot raise more than $1.5 • The OM exemption in other Canadian jurisdictions does

million in a 12-month period under this not impose a limit on the amount of capital that can be
exemption. raised under the exemption by an issuer.

US approach
• Under the crowdfunding exemption in the JOBS Act, an

issuer can raise up to $1 million in a 12-month period.
Some commenters have expressed concern that the
threshold is too low for the exemption to be a useful
capital raising tool. Some commenters have suggested
that a limit of $5 to $10 million maybe more
appropriate.

• We acknowledge that not all SMEs' capital requirements
are the same. Issuers indifferent industry sectors may
require different capital needs at different stages of
growth. In looking at alternatives, we considered the
following:
o The prospectuses of 298 SMEs that raised capital

between 2002 and 2006 were examined. The
median offering size was $6 million and nearly two-
thirds of the offerings were for less than $10
million.

o The OSC's former closely-held issuer exemption
provided that an issuer could only raise $3 million
under that exemption in total (not just in a 12-
month period).

• We have suggested a limit of $1.5 million in a 12-month
period.
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Disclosure provided to purchaser at the time of General comments on disclosure
distribution • We believe that purchasers and any registrants advising
• A purchaser must be provided with an them require a minimum level of disclosure on which to

information statement at the time of the base an investment decision or recommendation.
distribution.

• The information statement must include
"financing facts", "issuer facts" and
"registrant facts".

"Financing facts"
• "Financing facts" (i.e. basic information

about the offering) include:
o the type/nature of the securities being

offered
o the price of the securities
o the rights attached to the securities

(including the impact on those rights if
the issuer's operations and/or assets
are located outside of Canada)

o whether there is a minimum and
maximum subscription, and if so, the
deadline to reach the minimum
subscription

o the use of the proceeds from the
offering (including whether any
directors, officers, promoters or related
parties of the issuer will receive any of
the proceeds)

o resale restrictions
o statutory rights in the event of a

misrepresentation and a right of
withdrawal (please see discussion
below)

"Issuer facts"
• "Issuer facts" (i.e. basic information about

the issuer) include:
o a description of the issuer's business or

proposed business, and its anticipated
business plan

0 one year of annual financial
statements, if any

o a description of the directors, officers
and control persons of the issuer

o limited executive compensation
disclosure

o principal risks of the issuer's business

Both the BC and Alberta models of the OM exemption
require disclosure that is similar to the type of
disclosure found in a long-form prospectus. We have
heard two concerns with this approach:
o Stakeholders have advised us that an offering

memorandum prepared in accordance with the
form requirements in NI 45-106 contains an
overwhelming amount of information that is
neither useful nor read by investors.

o We have been advised that the OM exemption is
not particularly useful to SMEs. The speculated
reason is the cost associated with preparing an
offering memorandum (and the cost of obtaining an
audit of the financial statements).

• In light of these concerns, we have suggested more
streamlined disclosure in the information statement.
The key items of disclosure are substantially derived
from:
o the requirements for the summary of a long-form

prospectus, and
o the disclosure requirements set out in the

crowdfunding exemption in the JOBS Act (which
remain subject to SEC rulemaking).

Financial statement disclosure
• This concept idea requires one year of audited annual

financial statements of the issuer if the issuer has been
in business.

The crowdfunding exemption in the JOBS Act has
adopted a scaled approach to financial disclosure. Under
that exemption, if the aggregate offering proceeds
within a 12-month period are:
o $100,000 or less: the issuer must file income tax

statements for the most recently completed year
and have its financial statements certified by the
principal executive officer to be true and complete
in all material respects

o more than $100,000 but not more than $500,000:
the issuer must file financial statements reviewed
by an independent public accountant, using
professional standards and procedures for such
review or standards and procedures established by
the SEC

o more than $500,000: the issuer must file audited
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"Registrant facts" financial statements

• "Registrant facts" (i.e. basic information
about the registrant) include (where • We are suggesting a similarly scaled approach:
applicable): o If the proceeds of the offering are proposed to be at
o the name of the funding portal least $500,000 or if the issuer is a reporting issuer,
o the name of any other registrant then audited annual financial statements must be

involved and the relationship between included in the information statement.
that registrant and the issuer, if any o If the proceeds of the offering are proposed to be

less than $500,000 and if the issuer is not a
Certification reporting issuer, then only management-certified

• We believe that the issuer should take financial statements need to be included.
responsibility for the disclosure provided.
Management of the issuer should certify • We recognize that the cost of an audit could be an
the disclosure. impediment for start-ups and SMEs using this

exemption.
Marketins

• No other marketing materials may be Risk factor disclosure
provided. • The summary of a long-form prospectus requires

• In addition, no advertising by an issuer disclosure of risk factors. Similarly, the crowdfunding
would be permitted except through the exemption in the JOBS Act contemplates some level of
funding portal or the issuer's website. The risk factor disclosure. We are similarly suggesting that
issuer would be able to use social media to the information statement include a discussion of the
direct investors to the funding portal or principal risks facing the issuer's business.
issuer's website.

• We have heard from stakeholders that risk factor
disclosure is often not helpful as the issuer and its
advisors include a lengthy list of risk factors, many of
which are boilerplate. Some stakeholders have argued
that having those risk factors protects the issuer from
liability.

• We have suggested that all purchasers sign a risk
acknowledgement form. Please see the discussion
below.

Marketing
• General solicitation and advertising would be prohibited

other through the issuer's or the funding portal's
website.

Ongoing information available to investors Ongoing continuous disclosure
Ongoing continuous disclosure

. As noted above, this exemption contemplates issuers
• The issuer must provide its security holders providing one year of annual financial statements to

with annual financial statements within 120 potential investors, if any.
days from its fiscal year end.

• We believe that issuers who raise money under this
Books and records exemption should provide ongoing financial statement

• The issuer must maintain books and records disclosure to investors. For start-up issuers, in particular,
that are available for inspection by the financial statements provided at the time of an
purchasers and OSC staff. offering may be of little value to investors if the issuer is

in an early stage of development with little in the way of
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• The books and records must contain, at a assets or earnings. In addition, requiring annual financial

minimum: statements may reduce the risk of fraud.
o the securities issued by the issuer as

well as the distribution price and date • Under the terms of the crowdfunding exemption in the
o the names of all security holders and JOBS Act, issuers will be required to file with the SEC

the size of their holdings and provide to investors on an annual basis reports of
o the use of funds raised under this the issuer's results of operations and financial

exemption statements, with the details to be determined by SEC
rulemaking.

• We note that it would be a novel approach in Ontario to
require an issuer to provide ongoing continuous
disclosure in the exempt market.

Books and records
• We also believe requiring the issuer to maintain books

and records provides another measure of investor
protection. This would enable security holders to assess
whether the issuer has used the proceeds from the
offering in the manner indicated in the information
statement.

Risk acknowledgement from purchaser
• We believe that requiring the purchaser to sign a risk

• A purchaser must sign astand-alone risk acknowledgement form provides another element of
acknowledgement form in which the investor protection. It puts the investor on notice that
purchaser confirms that he/she: he/she may lose all of his/her investment.
o falls within the investment limitations
o understands the risk of loss of the The OM exemption in other Canadian jurisdictions and

entire investment the family, friends and business associates exemption in
o can bear the loss of the entire Saskatchewan require a risk acknowledgement form.

investment Similarly, the crowdfunding exemption in the JOBS Act
o understands the illiquid nature of the contemplates a form of risk acknowledgement.

investment
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Registrant involvement • Use of an online funding portal is an important element
• Distributions must be made through a of this exemption and is found in the crowdfunding

registered funding portal. exemption in the JOBS Act.

• The funding portal may be registered in an • Under the JOBS Act, intermediaries involved in a
existing dealer or adviser category or in a crowdfunding transaction must be registered as a
restricted dealer or adviser category. broker or funding portal under the US Securities

Exchange Act of 1934 and registered with a SRO.
• The funding portal must play a

"gatekeeper" role and take reasonable • A "funding portal" is defined in the JOBS Act to mean
measures to reduce the risk of fraud. That any person acting as an intermediary in a transaction
would include obtaining background and involving the offer or sale of securities for the account of
securities enforcement regulatory history others pursuant to the exemption that meets certain
checks on the issuer and each officer, conditions.
director and significant shareholder of the
issuer. . The funding portal cannot:

0 offer investment advice or recommendations
o solicit purchases, sales or offers to buy securities

offered or displayed on its website or portal
o compensate employees and others for such

solicitation or based on the sale of securities

The JOBS Act requires a person acting as a broker or
funding portal intermediary to take certain actions,
including to:
o register with the SEC as a broker or funding portal

and register with any applicable SRO
o provide such disclosures, including those related to

risks and other investor education materials, as the
SEC by rule will determine appropriate, and ensure
that investors review such disclosures, affirm risk of
loss and answer various questions

o take such measures to reduce risk of fraud, as will
be established by the SEC, including background
and regulatory checks on directors, officers and
significant shareholders of issuers

o make available to the SEC and to potential investors
any information provided by the issuer to investors
and intermediaries, not later than 21 days prior to
the first day on which securities are sold to any
investor

o ensure that all offering proceeds are only provided
to the issuer when the aggregate capital raised
from all investors is equal to or greater than a
target offering amount and allow all investors to
cancel their commitments to invest as determined
by SEC rulemaking

o make such efforts as the SEC determines
appropriate by rule to ensure that no investor in a
12-month period has purchased securities offered
pursuant to this exemption that, in the aggregate,
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from all issuers, exceed the investment limits set
forth above

o take steps to protect privacy of information
o not compensate promoters, finders, or lead

generators for providing personal identifying
information of personal investors

o prohibit insiders from having any financial interest
in an issuer using that intermediary's services

o meet any other requirements that the SEC may
prescribe

• Many details are not yet clear as they will be dealt with
by the SEC in rulemaking.

• We believe that requiring the funding portal to
undertake a similar role would provide an important
element of investor protection. We note that this may
have the effect of enabling the funding portal to control
what investment opportunities are available to investors
and what capital raising opportunities are available to
issuers. Under the JOBS Act, the funding portal is
essentially acting as an "exchange" and its "listing
process" involves background checks.

Other conditions Rights if misrepresentation
Rights if misrepresentation

. We believe the purchaser's rights contemplated by
• This exemption would specify that the section 130.1 of the Securities Act provide an important

information statement contemplated falls element of investor protection.
within the definition of offering
memorandum set out in the Securities Act. Withdrawal right

• We believe a right of withdrawal provides another
• As a result, the statutory rights in the event element of investor protection. It allows the purchaser a

of misrepresentation in the offering "cooling off" period to consider the disclosure provided
memorandum set out in section 130.1 of and reflect on the investment decision.
the Securities Act would apply.

• This type of consumer protection is available in other
Withdrawal risht legislation. For example, an individual who purchases a

• The purchaser must be provided with a condo in pre-construction is provided with a 10-day
right of withdrawal that is to be exercised rescission period where the individual can withdraw the
within two-business days of the offer to purchase.
distribution.

• We have suggested atwo-business day period in which
to exercise the right in order to be consistent with the
right of withdrawal period applicable in prospectus
offerings.
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Reporting requirement

• Requiring a report of exempt distribution would be
• A distribution by an issuer or underwriter consistent with the approach taken for other capital

under this exemption triggers a raising exemptions.
requirement to file a report of exempt
distribution.

Resale restrictions
• This resale treatment is consistent with the resale

• Securities distributed under this exemption treatment of securities distributed under other capital
are subject to a restricted resale period. raising exemptions.

• The resale restriction is indefinite where the issuer is
not a reporting issuer.
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