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1. INTRODUCTION 

This thesis presents a comparative aoalysis of securities regulations in Manitoba and 

Russia. In Manitoba, the regulation is imposed through The Securities Act (~mitoba) '  

and in Russia, through The Federal Law ofthe Russian Federation "On Securities 

Markets" 2. The scope of uiis analysis is limited to the substantive provisions in the 

securities laws and regulations that relate to inves tor protection. This mal ysis deals with 

corporate secuntics ody. In light of the most recent economic crisis in Russia in the 

autumn of 1 998 and the ensuing implosion of theù securities markets, this cornparison 

witl be instructive fiom a number of points of view. 

First, Canadian and other foreign investors purchashg interests in Russian companies or 

those engaging in joint ventures in this region should be familia- with the securities laws 

that apply to their investments. Second, portfolio managers, institutional investors and 

others investing globally for purposes of geographic or risk diversification or for other 

reasons should be aware of securities laws that may directiy apply to their purchases and 

subsequent divestitures. Indeed, any prudent Uivestor should have a general understanding 

of the nature of the securities markets and the laws and regulations that govern their 

global investments. Third, foreign cornpanies setting up operations and concurrently 

selling securities in the Russian Federation obviously must be aware of the laws that will 

apply to this activity. 

' Manitoba Securitia Act, RS.M., 1988, c. S50. 
Federal'nyi d o n  "0 rynke tsemykh bumg" [Feded Law '&On Seeuritics Marketver), SOBR ZAKONOD. 

RF. 1996, No. 17, Doc.L9 18, translatecl in Economic Law of Russia, "Fcderal Law No. 3942 of April22, 
1996 on the Securities Market" (Garant-Service 1996, Doc. 6464), available in LEXIS, Intiaw Libtary, 
RFLaw File [htreinafier "Fcderal Securities Law" or "FSL'7. 



I have restricted my focus to the differences and similarities between certain aspects of 

securities regulation in Manitoba and Russia. These include: 

(1 ) licensing and registration of professional participants in the semities market; 

(2) registration of s eb t i e s  and disclosure requirements (which include requirements to 

file a prospectus, provisions on continuous disclosure, timely disclosure obligations 

and requirements for proxy and information &culars); 

(3) take-over bid provisions; 

(4) provisions with respect to insider trading; 

(5) enforcement provisions; and, 

(6) self-regdation. 

It is the divergence between the two legal systems that offers the most fruitfiil grounds for 

cornparison and promises to yield the most valuable insights into the workings of the two 

systems. This will help to guide invatment decisions about whether to participate in the 

Russian market. 

The thesis is structured on the above issues and therefore has been divided into seven 

chapters. 

CHAPTER ONE briefly describes the development of the Russian secunties market and 

its regulation. Particularly, a short introduction is given on the enactment of the Federal 
. - .  ..... 

Securities ~aws?  Establishment of the Federal Commission for the Securities Market of 

' The Civil Code; The Law of the Russian Federation'Yni Sccuritics Markets"; instructions of the Federai 
Securities Commission; privatisation legîslation; and The Law of ihe Russian Federation 'an Joint-Stodc 
Company". 



the Russian Federation, as the sole authority adrninistering these laws, was a major step in 

the development of the Russian market. The formation of the Russian Trading System 

and the National Association of Securities Market Participants (hereinafter "NAUFOR") 

are also important. Each of these are discussed in this chapter. 

Although 1 do not trace the history of the Russian securities regulatory regime this chapter 

discusses what stimulated the rise of secwities markets and regulations in Russia since 

the collapse of the Union of Soviet Socialist Republics and the change in Russia fiom a 

command economy to one based on fiee market principles. Before 1 move to cornparisons 

between specific issues in the securities laws of Russia and Manitoba, the r d e r  will be 

infonned that it is a comparison first of al1 between hnro different systems of law: the 

cornmon law system in Manitoba on one side, and the civil law system in Russia on the 

other. One has been based on a capitalist regime from the moment of its birth, while the 

other for seventy five years had been based on a cornmunist political regime, which began 

to move fiom a cornmand economy towards a free market economy only eight years aga 

After presenting the general legal base necessary to regulate securities markets in both 

jurisdictions, CHAPTER TWO examines the Federal Securities Law provisions on 

licensing (registration) of professional participants in its securities markets, which is one 

of the regulatory techniques aimed at investor protection, and compares it to the Manitoba 

provisions on licensing requirements. 1 will review, in particular, licenshg requirements 

for brokers and dealers. This chapter concludes with a comparison of the licensing 

requirements in Manitoba and Russia, which will underline their differences and 

similarities and will suggest changes that might be made in the Russian systern. 



CHAPTER THREE compares the registration and disclosure requirements of the Russian 

and Manitoba semities laws. This chapta is divided into three sections: (1) a 

comparison of registration reqWrements in Russia and Manitoba (2) a comparison of the 

disclosure requirements, which includes prospectus requirements, as well as continuous 

disclosure requirements, and (3) a cornpaison of the proxy requirements in Russia and 

Manitoba. 

CHAPTER FOUR examines insider trading provisions in the Federal Securities Law by 

contrasting them with the Manitoba legislation. Many differences reflect the respective 

economic and legal conditions in Russia and Manitoba. Specifically, lawmaking under 

Russia's civil code differs significantly h m  Manitoba's mix of statutory and judicial law 

makuig. 

In this chapter, 1 discuss the basic elernents of insider trading prohibitions in Russia and 

Manitoba, particdarly identifying the definition of inside information, the definition of 

insiders, and enforcement of insider trading restrictions. This analysis illustrates that the 

primary motivation behind the Russian statute is a desire to conform to a growing 

international consensus ratiier than h m  a ûue concem with the economic inefficiency 

and ethicai unfaimess of insider trading. It concludes that the definition for an insider, for 

the purpose of liability, under Russian law is much more restricted than under Manitoba's 

law. Manitoba's statutory scherne is more consistent with the traditional rationale of 

market efficiency and fairnesc underîying general Nom-American policies agai- i n s i d ~  - . .-  - 

trading. 



CHAPTER FIVE provides an oveMew of take-over bid provisions in Manitoba and 

Russia. It discusses why there has been a sustained demand for the regdation of take-over 

bids in Manitoba and why there is no such demand to regdate acquisitions in Russia. 

There is a discussion on whether or not similar take-over bid legislation would be 

appropriate in the Russian marketplace, given its current stage of development. 

CHAPTER SIX offers an overview of enforcement provisions in securities laws in 

Manitoba and Russia The objective is to provide a summary of the various sanctions 

provided under such legislation and of administrative mechanisms for enforcement in 

both jurisdictions. It presents a broad view of the types of sanctions and enforcement 

procedures used by regulatory agencies, to ascertain what ideas and procedures might be 

useful in Russia, with or without modification. 

CHAPTER SEVEN defines the role for self-regulation in the Canadian and Russian 

securities markets. Considering the absence of regulations for the largest stock exchanges 

that operate in Moscow, the scope of this chapter have been restricted to a presentation of 

general policies concerning self-regdatory organisations, specifically the Investment 

Dealers Association of Canada (IDA) and the National Association of Securities Market 

Participants of the Russian Federation (NAUFOR), which play major roles in providing 

protection for investors by regulating the business conduct of their members. 1 chose to 

compare the IDA and NAUFOR as examples of self-regulatory organisations (hereinafter 

"SRO") because they are both national in scope. --. . .----- --- . - - ---. .. .--+. ---. . .-, 



II. CHAPTER 1: BACKGROUND TO SECURITIES 

REGULATION IN RUSSIA AND MANITOBA 

A. Pterequisires to the Creation of a Securities Market in Russia 

Immediately pnor to and since the coliapse of the Soviet Union, the Russian Federation, 

the largest of the former Soviet republics, has been undergoing a tnmsition h m  a 

command economy to a market ecunomy, primarily by means of formal legal refomis. 

Throughout the initiai phases of this transformation, policy makers and foreign advisers 

focused almost exclusively on the broad economic aspects, such as the introduction of 

tight fiscal and monetary policies, the lifting of governmental price controls, and 

privatisation of state property. These components are critical for the functioning of any 

market system. Yet, with attention directeci to opening avenues for ownership of private 

property and fighting inflation, reformers have largely neglected another important 

element of the reform equaîion: creation of an e n f o r d e  framework of laws and 

institutions to define and ensure both the Bghts and duties of al l  players in the economy? 

Not ail participants or obsewers of Russian economic reform have overlooked the role of 

law reform. "It is certainiy apparent ikom the recent experience in Russia a d  elsewhere 

in Eastem Europe,? -obsenred. American E e d d  ResmeChaimüui Alan Gxeenspan, " , -  

that the mere elimination of central planning does not in itself automatically mate a 

' Lane H. Blwnenfclâ, "Russia's New Civil Code: The Legai Foumiaiion for Rwsia's Emcrging Market 
Economy" (Fall1996) 30 Zïie International W e r ,  at 478. 



market economy.. .. [A] forma1 Iegal structure which defines and protects property rights 

and trade through the laws of contract and banbuptcy must pre-exist before a viable 

sophisticated market economy can m a g e  h m  the remnants of a centraily planneci 

one.'' As conventional theory predicts, when the circle of property owners expands, 

demand for a stable set of contract d e s  to regulate property relations and protect the 

interests of the new owners will grow c o ~ e s p o n d i n ~ l ~ . ~  

The collapse of the MMM investment fund "pyramid" scheme in the sumrner of 1994 

illustrated the need for effective laws to stem the proliferation of financial h u d s  that 

undmine society's confidence in an emerging secwities marketO7 The crisis existed not 

ody because Russia lacked a comprehensive set of regulations, but also because the 

government was unable to enforce its existing regulations. Andrei Koshevarov, deputy 

chairman of the State Anti-Monopoly Cornmittee, stated that he did not see "legai 

grounds for instituting proceedings agaînst MMM.. ..The Iegal systern has too many gaps 

to be effectively applied.. . .'" 

Unfortunately, criminal law reform has not kept Pace either with its civil counterpart or, 

more importantly, with the proliferation of "economic crimes". There is clear evidence 

- - -  - 

Grcenspan, quoted in L. H . B l d e l d ,  supra note 4, at 480. 
Kathryn Hendiey, The Spillover Effacts of Pnoritisation on Russian Legai Culture" (1995) 5 

Transnational Law and Contemporary Problenrs, at 39,4647. 
MMM was the most pubiicised of the pyramid schemes that had pmliferated in the unregulated Russian 

financiai market, They generalIy attracted pensionen and others of moderate means who lacked acccss to 
more conservative investment opportunitis. In a classic pyramid scheme, the fund pays dividends to eady 
investors with the money attracted fiom new entrants, mther t&n h m  real invesments. T h e ~ ç f o ~ , ~ c m n  - .* - 

- as confidence in the f i s  abiiity to continue paying ero&s, invcstors stop buying and the selling f h z y  
cascades until the fùnd runs dry, leaving most invcstors with worthiess shares. See Carey Goldberg, "MMM 
Leaves Bitter Taste of Capitaüsrn in Russia: Finance: Investor Panic Afier Fund's Collapse, as S h  
Worth $50 Days Earlier Drop to Value of 50 Cents" L. A, TIMES (30 July 1994), at AlO, online: LEXIS 
(News Library, A i h  File). 
a Kasheranv, quoted ui M W  hb*, "Laws Too Vague to T&e on MMM" Moscow Times* 281uly. 
1994, at 1,2. 



that since 1992 economic crimes such as investment scams, money laundering, 

wunterfeiting and bribery bave increased dramatically: however, "~]rosecuting the 

culprits is fiequently nearly impossible," writes Michael Gulyayev of the Moscow Times, 

"because Russian law either does not envisage these types of crimes, or applies its tenets 

only to state officials and not to Russia's new private bu~inessmen."~ 

In the Soviet period, white-collar crime feîl exclusively within the boundaries of the pend 

system. By contrast, the new civil law - in the words of Veniamin Yakovlev --- 

chainnan of the Supreme Arbitration Court, Russia's highest wrnmerciai court, is 

designed to "curb the tyrannical behaviour of bureaucrats and criminal elernent~."'~ 

Thus, the Russian authorities can now at lest wield the hammer of civil penalties in their 

attempts to break any Mafia-like grip over business and hence society as a whole. 

Of al1 the legislation, the most important is the,new Civil Code of the Russian 

~ederation. ' ' Across Russia's political spectnrm, legislators and govemmental officials 

have corne to recognise the necessity for a new Civil Code to protect property and 

Michael Gulyayev, "Law3 Incapable of Figbting Ecmomic Crimes" Moscow T h  mt'l Wkly. ed.), 6 
August 1995, at 18. The Parliament lus still Wed to adopt a new Law on Organiseci Crime or revised 
Criminal and Criminal Procedure Codes. The most ment d d  of the Criminai Code was vetoed by 
President Yeltsin in late 1995. 
'O "Znte~ew with V.F. Yakovlev, Chaixman of tbe Suprcmc Asbitration Court of the RF' Irwsiyu, 6 July 
1994, at 4. 
' ' Grazhdanskij Kcxleks Rossiyskoi Federaisii (Civil Code of the Russian Federation], Part One (30 
Novernber 1994), Sobranie Zdhnodatel'stva Rossiysskoi Federaisii [Sobr. Zakonod. R F.] 1994, N. 32, 
Doc. 3301 and Part Two (26 Ianuafy 1996), Sobr. ZzAonod RF. 1996, No. 5, Doc. 410, ûanslated in 
Economic Law of Russia, "Civil Code of the Russian Federation (Parts One and Two)" (Garant-Service 
1996, Doc. 750O),.rumilable. inLEXIS,htlaw.Library, Rmaw File [bpreinafter C i d  Code, Part One came. ... 

into force on 1 lanuary 1995 under "Fgderal Law of the,Russian Federation No. 32, Doc. 3302, üagslated in 
Economic Law of Russia, "Fedcral Law No. 52 of the Civil Code of the Russian Fcderation" (Garant- 
Service 1996, Doc. 750 l), available in LEXIS, M a w  Library, RFLaw File. Civil Code, Part Two came into 
force on 1 March 1996 under "Federai Law of the Russian Federation No. 15-FZ' (26 January 1996), Sobr. 
Z4konod. RF. 1996, No. 5, Doc. 4 1 1, translatai in Ecommic Law of Rwsia, "Fedcral Law No. 1 5-FZ of 
Januaty 26,1996 on rbc Enforcement of the Second Pm of the Civil Code of the Russian Federation" 
(Garant-Se~ce 1996, m. 5940), avsüabie in LWûS, Intlaw Library, R W w  Füe. 



contract rights, curô white-wiiar crime, foster consumer confidence, and attnrct foreïgn 

invesûnent. It is destined to becorne the core of the market legislation and will form the 

basis for establishing market relations in Russia. The Civil Code is also the first 

fundamental legal act that gives a definition to the temi 66~ecurities".'2 

The transition of Russia to new economic and social relationships, the adoption of the 

new Constitution of the Russian ~ederation'~, and refomative laws on ownership and 

entrepreneurship have signi ficanti y a l t d  the legal system of the totalitarian past, where 

the basis was a nationalised economy and suppression of the initiative of participants in 

property relationships. A sphere has been opened for regulation of the relationships of 

citizens and legal entities, on the bais of the principles of private law universally 

recognised in the world: the independence and autonomous nature of an individual, the 

recognition and protection of private property, and fieedom of contract. 

1. Mass Privatisation (Securities Issuers) 

In the period nom 199 1 to 1996, as a result of profound institutional refoms, Russia has 

made significant progress in the formation of a market-type economy and the 

establishment of the basic elements of a three-tiered financial system: budget financing, 

bank credits and direct invatment through capital markets. In texms of mobilising 

financial resources, the fastest developing sectors have been the governent securities 

- - 

" The old Soviet civil law, as embodied in the Civil Code of the Russian Soviet Federate Socialist Rqpuuc - . - ,- 

[bereider "RSFSR"] of 1964, was quite idequate to satisfL the rquimnents of an emerging market 
economy. Soviet Civil Code M t  mainly with relationships betwecn state enterprises and other economic 
units controiied by central economic planning. 
" Konstih~sija Rossiyskoi Fcdentsii [The Constitution of ih Russian Federation], Rwsiyskuya Guzeta. 25 
Dccember 1993, aanslatcd in Economic Law of Russia, The Constitution of the Russian Fcdcration 
(Adoptcd at Naiioaal Voting on Dcccmber i2.1993)" (Garant-Service 1996, Doc. 3000). availabk in 
LEXIS, Intiaw Library, RFLaw File [hctcinafter "Constitution'l. 



market, the market for commercial baak securities, and in 199 1-94 the market for 

securities in s m g a t e  securities issued by newly-founded companies, including 

uniicensed financiai companies that raise h d s  from the public. In this way, the 

mobilisation of hancial resources through the capital market by the govemment, by 

banks and, prior to 1995, by venture companies has played a dominant-role in developing - - - - - - - - 

the markets. Issuers from other spheres of the economy, mainly privatised wmpanies, 

were still involved in institutional refom amf had not yet begun to amct significant 

investment resources through capital market mechanisms. By the beginnuig of 1996, the 

practice of using government financial instruments had becorne widespread in the 

following areas: (1) issues of government secuities to finance the budget deficit: short 

texm Treasury-Bills (GKOs), federal loan bonds (OFZs) and government savings bonds 

(OGSZs); (2) resmcturing of the domestic hard currency debt through issues of domestic 

foreign currency bonds (OWZs) ("taiga bonds"); (3) attracting cash ihrough cash 

privatisation (investment tenders and competitions, loans-for-shares privatisation).14 

The key factors that shaped the development of the capital market in the period 199 1 -95 

were: 

Large-scale privatisation, including the issuance of privatisation vouchers as fieely- 

circulaied bearer sec~rities.'~ The term "Privatisation voucher" refers to the various 

" See "Concept fo~-the havelopmmt of the Clpiid .Market- in .k  Russian F&raiion'~.approved by. d m J .  
No. 1008 of the President of the Russian Federation, 1 Juiy 1996, Ekonomih f Uizn No. 28, July 1996, at 
13. 
" The maas privatisation pmgrams of the former Soviet Union were designed as the centrepieces of the 
transformation of the regions' command economics to principles of market forces. ïhc programs were 
designed to distribute sbatcs in thousands of siate-owned enterprises amongst hundrcds of millions of 
citizens for ficc or for nominal payment, b c ô y  -ring a rtvolutionary class of individuai sharcholdcrs 
with a stroag stake in the privatisation process. Tbe g e d  program was dtvised by the Russian 



types of govenunent issued vouchers, coupons of investment points which citizens 

received for fiee (or for a nominal fee) and used these to purchase shares of privatised 

companies or of investment funds which invest in privatised companies. 

The issuance and circulation of shares of privatised enterprises. 

Development of the practice of financing the f e d d  budget deficit and deficits of 

subject entities of the Russian Federation through issues of securities, dong with a 

restnichiring of the domestic hard currency debt through securities issues. 

The non-payments crisis and the emergence, in wnnection with these deficits, of 

special financial instruments, such as treasury bills and promissory notes. 

The issuance of secuities and surrogate secwities by new cornmerciai structures, 

hcluding unlicensed financial companies. 

Mass privatisation of state enterprises has caused an enormous number of new hancial 

instruments - shares in privatised enterprises - to appear in the market. The rapid growth 

of both the market for privatised enterprises' equity and the supporthg infiastructure, 

combined with the dynamic growth of the market for govenunent and municipal 

securities, has contributed to high-risk and surrogate securities being forced off the 

market. There exists a huge potential for growth in the market for corporate.equities, both 

Federation's government in CO-operation wiih the World Bank and the United States Agniey for 
International Development (USAID), and is in essence a cash-and-voucher, coupon-bascd rnodcl. 
In the privatisation program, desigaatcd statc-owned entcrprises are w i ÿ l f o d  into joint-stock compania, 
and a portion of theu shares am sold at public auctions for vowhers. For idormation on privatjzation in the 
Russian Fedemtîon see Matthew J. Hagopian "The Engines of Privatization: Investment Fm& and Fund 
Legislarion in Privatising Economies" (1994) 15 Northwestem l o u d  of rntemational Lmu and Business 
75; see also I. R Brown, Ir., "Oder h m  Disorder. The Development of the Russian SecUritics Markets" 
(1995) 15 University of Pennrylvania Journo1 of hternational Business Law 509 {hertinafter r e f e d  to as 
" ( M e t  h m  Disorder"]. 



through increases in the market prices of outstanding shares of large privatised companies 

and through the flow of shares of medium and small-sized companies into the market. 

These wmpanies are becoming the issuers of securities, thus contributhg the first 

building blocks of a securities market. Vouchers were freely tradeable. This quickly 

weated a large voucher exchange market and provided an alternative to citizen's 

investment of their vouchers directly in investment funds or privatised companies. 

hvestrnent hds,  fomed in the context of m a s  privatisation progriims, accepted 

privatisation vouchers and cash, to invest in the shares of privatised companies.16 The 

involvement of investment f'unds in voucher privatisation programs has helped to increase 

the public's general interest in vouchers and to establish organised markets for vouchers 

and for the shares of privatised companies. Investment fuads also acted as major traders 

on the voucher exchanges. In addition, through their role as an inteimediary in choosing 

shares and atûacting vouchers and cash, investment h d s  also simplified the process 

through which citizens invest in the new securities marka. 

Under the mass privatisation model, citizens were able to combine their vouchers in 

investment h d s  and collectively bid for stakes in the enterprises. Invesûnent funds then 

bid on behaif of the citizens in privatisation auctions. The investment funds fepresented 

Russia's first class of institutional investors who accumulated vouchers fiom individual 

investors and used them to purchase large blocks of shares in pnvatised companies. 

l6 The tecm "Ulvcsmwnt nmd" as used in this pspa g e n d y  cefers to an enterpise which is owiud by a 
large numbcr of persans and which is primanly engagcd in the busincss of investing m d t i e o .  



The voucher system of privatisation has created a substantial numba of publicly held 

issuers and has spread the ownership of these companies among the members of the 

generd public, making privatised enterprises publicly held compaaies. As a result, the 

f h t  necessary condition for the creation of a secwities market - the existence of issuers 

of securities - has been satisfied. 

2. Financial Intemediaries 

The use of auctions to distribute vouchers also stimulated the development of a secondary 

market and contricbuted to the development of some classes of market intermediaries, 

such as brokers, for whorn vouchers represented an early and only source of business. 

These voucher markets eventually evolved into the markets for trading in equity securities 

of privatised companies. 

Members of the Russian Stock Exchange üade mostly in short-term debt instruments, 

known as veksels or bills of exchange. Owing to th& extensive use in privatisation, bills 

of exchange are traded actively. Active trading in bills of exchange in Russia helps 

securities professionals develop invaluable experience, which may lata be used in 

securities trading. While Russian broker-dealers have l m e d  the basics of securities 

trading through participation in the bills of exchange market, the wide use of investment 

fùnds in the Russian privatisation program has brought investment advisors and portfolio 

managers into existence. These categocies of securities professionals l e m  their trade by 

rnanaging the investment b d s  that bid for ne& privatised enteprises. Even though - 

these managers of Russian investment funds, unlike their Western counterparts, do not 

have to deal with al1 the complexities of modem investment strategies, th& primary task 



of compiling a financially sound investrnent portfolio is basicaily the same as that of 

western fùnd managers. 

As this brief overview of the Russian secunties industry indicates, Russian financial 

institutions are already capable of bandling simple tasks associated with securities 

trading. In sumrnary, the securities industry of Russia is becoming an economic reality. 

As it develops its expertise through trading in short-temi instruments and the creation of 

privatisation investment h d s ,  the industry provides a viable system for bringing together 

buyers and sellers of securities, thus sa t i swg the second condition necessary for the 

creation of a securities market. 

The privatisation of state-controlled enterprises has created widespread share owaership 

in Russia. As a result, a class of domestic investors who may be willing to trade their 

shares has been created. The appearance of domestic investors on Russian markets is 

certaidy relevant to the creation of a s d t i e s  market. But the domestic investors that 

exist in Russia usually do not have enough savings to have a meaningfbi impact on the 

Russian securities markets. Individual foreign investon do not have the ability to obtain 

adequate information about Russian companies, which makes this market too risky for 

them. Therefore, the existence of a securities market in Russia depends to a large degree 

on whether global institutional investors are prepared to invest in Russia. Fortunately, 

during the early stages of development, the markets of the Russian Federation were an 

investment target for globd investors looking for new markets in which to diversify their 

portfolios and to obtain higher rates of retum. Thus, the third economic condition to the 



creation of a securities market - the pre~ence of investors who were willing to hvest in 

Russian securities - has been satisfied. " 

4. State Interest 

Creation of a securities market depends on the existence of three groups of players in the 

national econorny: issuers of securities, financial intermediaries, and investors. There is, 

however, also need for a fourth player, govemment, which has the power to facilitate the 

creation of a securities market or to prevent it. From the goverment's perspective, a 

securities market raises two issues: first, whether a country neeûs such a market; and 

second, even if the country does need such a market, how it should be regulated, if at dl. 

The govemment of Russia favours creafion of securities markets to improve of its 

national economy. The secuities market was the primary means to achieve the national 

goal of raising capital for economic refoms. In addition to the economic benefits 

associated with a securities market, the market has an ability to promote social policies 

brought into existence by privatisation of the Russian economy. Creation of share 

ownership has been designed to introduce a new capitalist culture to the general 

population of these republics. The major goal of privatisation - transition to a market 

economy - cannot be achieved without developing a capitalist spirit and an understanding 

of values that corne dong with share ownership in general public. The task of educating 

the public about capitalism and a market economy c m  also be fùlfilled by the 
..----- -.-.- ..-- --.- 

introduction of securities markets, where market forces transfomi the meaaingless pnce 

tags attached to the state-disûibuted vouchers into shares that have true market value. 

" Brown, Wrdcr nom Disorder", supm note 15. 



nius, the social mccess of privatisation is closdy tied to creation of a securities market. 

From that perspective, the dilemma of the Russian Federation is not whether to have or 

not to have a secMties market; rather, its dilemma is whether to regulate securities 

trading and, if so, to what extent so as to ensure that the regdation will successfully 

jump-sari a viable securities market, without killing it. 

As argued above, Russia has al1 the prerequisites for an emerging securities market and, 

most importantly, has large floats of stock created in the course of a comprehensive 

privatisation prograrn. As such, it already has secwities trading, developed with the 

privatisation program. In this situation, the goverment of Russia cm either permit such a 

market to develop fieely or impose regdations on the emerging secwities indusûy. Wodd 

experience shows that a comprehensive regdation of securities markets is the only way to 

assure its proper fùnctioning, to prevent abuses and foster markets that merit and retain 

investor confidence. ' * 

The Russian markets, which have not yet developed traditions of disclosure, can hardly 

be described as efficient, in tams of incorporating relevant information into securities 

pnces. Moreover, the general public in Russia lacks an investment culture to detemine 

what information is necessary to assess the value of a share. Under such cùcumstances, 

newly created joint-stock companies have every incentive to draw a rosy pichire of their 

conditions and to omit al1 negative information, knowhg that the investing public may 

never be able to discaver. the tnith,-miil it i sua  W. --.-. .. - - - - - -. . . . . 

Norman S .  POSC~, Intemutio~l Securities Regdation: London 's "*Big Bang " a d  the Eumpean 
Secrrrities Mankeis (Boston: Li&, Bmwn, 199 l), at 5. 



As a resuit, the g e n d  public, both domestic and foreign, can abandon the market, 

leaving it to a few large domestic players who have the power on their own to retrieve all 

material information fiom the companies for vduation purposes. The exclusion of foreign 

investors fiom the securities market rnay reduce the flow of capital to enterprises and 

consequently slow d o m  development of the Russian eoonomy. 

In addition to the existence of fiaudulent practices of misrepresentation and 

nondisclosure, an unregdateci securities market creates ample oppomuiities for market 

manipulation by industry professionals who possess a superior knowledge of the market. 

As indicated earlier, investment h d s  may play an important and central role in 

economies undergoing transformation and privatisation. However, investment h d s  also 

occupy a sensitive position in tninsforming economies, particularly because of the large 

number of privatisation vouchers that they can be expected to accumulate. Abuse of this 

position of trust may threaten society's faith in the privatisation program, the new 

securities market and the govemment i t~elf . '~ 

During 199 1-1 995, the capital market developed in a context where the federal laws that 

would have provided a regulatory structure for the capital market did not exist. There 

were no laws regulating joint-stock companies, the securities market or the investment 

fhds. Under these conditions, a legal fiamework for the capital market existed on the 

basis of presidential decrees, govemmental regulations and normative acts issued by 

- -  . -  govemmental agencies. At the time, presidential decrees possessed the statu~ o M p  ---- ---. .- ---: --..- ---- -. 
. . . . . . . 

" See "Russians No Longer Beüeve in Rcfom FoUowing MMM Scandai", TASS, Sept. 1, L994, adable 
in LEMS, Nexis Library; &O sec "Russians Affecteci by Fraud Close Rads", TASS, June 23,1994, 
awüsble m LEXS,*NCX~S Libnry. 



enacted by the Russian Parliament, and they were central to building the idea of investor 

protection in ~ u s s i a . ~ ~  

Significantly, many observers have argued that these normative acts were not 

implemented to the extent that they produceci any level of investor protection.2' One 

important feahie which had a negative e&t on market liquidity duhg this period was 

taxation on securities transactions. By 1996, a qualitative change in the situation had been 

brou@ about. Since then the govemment has taken steps to introduce curnprehensive 

regdation of Secunties transactions. The most important of these steps was the 

establishment of regdatory authorities for the securities markets and the enactment of the 

basics of a codified legal system, including the Civil Code, which contains fbndamental 

regdation of commercial activities, the Federd Securities Law, and the JO& Stock 

Companies Law. The Federal Commission for the S d t i e s  Markets (hereinafter "FSC') 

has replaced the Russian Ministry of Finance and become the agency primarily 

responsible for regdation of the securities market in ~ u s s i a . ~  The tax on seauities 

transactions has also been repealed.u 

2o See, for arample, the Decnes of the Pmident of îhe Russian Fcderatioo: (1) Dccrcc of Apd 26, 1995, 
No. 4 16 "ûn M e a s m  for Ensuring the Intetests of Investors and Bringing to Confomiity With the 
Legislation of the Russian Federation the Business Activity of Judicial Persons Canicd Out on the Financial 
and Share Markeu Without the Relevant Licenses", (2) Dccrce of 26 Juiy 1995 No, 765 "Ch Additional 
Measurcs for Raising the Eflticiency of the Investment Policy of the Russian Federation", (3) Decree of 18 
Novcmber 1996 No. 1 157 "On Certain Measures for Protccting the Eüghts of Jnvestors and Shholdcrs", 
(4) Decree of 2 1 March 1996 No. 408 "On Approving the Composite Program of Mcasures Ensuring the 
Rights of Investors and Shareholders", (5) Decree of I Jdy 1996 No. 1008 "ûn the Appmval of the 
Concep! for the ~ve~mcilt*&tbeSawitic8 Market-in the .Rusriia F&ration,?~+--::. . . . .---..-. ..AI. 

" For example, the Decrccs, in part, provide for the cnation-of "compensation fiinds" to rcimbunc . .. 
investon dchuded by imliccllsed hancial institutions, whose widesprcad activities tht thesis summarises. 
The fUnds were to bc sllnilar in fiutction to the CiPF in C d  with respect to bmlcerage houses and 
insurcd banks mpcctivtly. Analysis of the so-called "compensation hds" indicated that little, ifany, 
remuneration was made to dehudcd investors, 
" During tbc initial stages of development of tbe Russian secUritics market during 199 1-1995 and pnor to 
mation of the F e d d  Secwities Commission, tbt key Statc agcncies or süuctUr#1 t t g u h h g  the Secuntics 



The curent regulatory framework is a leap forward fiom the period pior to Uie 

introduction of codifiai legislation, during which sharebofder and investor protection was 

limited and investments were poorly regdated. The previous environment, which 

promoted schemes such as the MMM pyramid invatment €und, is now in its last stages. 

B. Evolutiott Of Canadion Securiries Regulation 

Securities regulation in Canada has evolved through various statutes, including those 

relating to the incorporation of companies, the reporting of information by companies, the 

sale of shares, securities h u d  prevention, and the licensing of brokeis, with the final 

product of this evolution king a comprehensive set of secdies  acts. " Securities 

regulation in Canada is on a province by province basis. Unlike the United States, there is 

no federal or national securities commission in Canada. Since its emergence, securities 

regulation has been the preserve of provincial govemxnents. There are thus thirteen 

separate secwities commissions or regulatory authorities, each charged with supenision 

of their local markets. Even though the province of Ontario, with the lion's share of 

market activity, is home to The Toronto Stock Exchange, as the acknowledged principal 

marlcet m the State Cornmittee for Administration of State Property ("Goskomimushestvo" or "GKI") 
and the Ministry of Finance (dso to a Iesser de- the Centrat Bank to the extent it regulates banks). AAer 
cmtion of the FSC, the GM's role as initiator of key regdations relatcd to securities and the market has 
c d  (except with respect to certain matters directly connected with the privatisation process). The 
Ministry of Finance's role for the most part is now limitcd to fiilfilting its responsibilities regarding the 
issuance and setting of terms of issuance of State securities. 

For a good introduction to the securities regulatoq framework in Russia - see, P. Thompson & R 
Sharipov, " Securities Regulation in the Russian Federation" (1996) 25 Denver Journal of l n t e m t i o d  
L m  and Policy 95. See a h  C. Taylor, "Capitd Market Devclopment in the Emerghg Mark& ' f i i ' io '  -: - . 
Teach an Old Dog Some New Trickr" (1997) 45 Americun Journal ofComparative Lmu 7 1. See hC~ncept 
for the Deveiopment of the Capital Market in the Russian Federation", supra note 14, 
'* For a detailed account of tbe bistoiy of Canaciion securities legislaiion see, I.P. Williamson, Semn'ties 
Regdation in Canada (Toronto: University of Tomnto Press, 1960), chapter 1. On the developmnt of 
Canadian securities faw see also D.L. Iohnston, Canadian Secun'ties Regulation (Toronto: Butteworths, 



market, this thesis will focus on the Manitoba regime. With the exception of the province 

of QuebeqX securities acts and regdations in the provinces are hannonised to a large 

degree, with the Ontario Securities ACP now serving as the basic rn0de1.~~ 

The c m m t  systern of securities regdation in Manitoba is a mixture of stahite, judicial 

decision a d  various policies that have developed oves the course of time. For the most 

part, the securities legislation in Manitoba is substantively similet to that found in all 

Canadian provinces. 

Up until the smnd decade of the twentieth century, securities legislation in Canada 

largely followed the British model, first finding its way into law by means of companies 

legislation. The English Joint Stock Cornpunies Act. passed in 1844 was followed by 

additional provisions from time to time, and the 1890 English Directors Liability Act 

were the sources for the Canada Joint Stock Cornpunies Act, 1869, 28 the first federal 

stahite dealing with incorporation generally, and for corporate legislation in the 

provinces. During the period fiom 1869 to 1907, provincial corporate legislatures adopted 

the prospectus requirements of the English Componies Act, 1867, obligating a company 

to disclose to its potential investors some of the facts material to an hvestment in its 

securities, in the same manner as the requiring disdosure in a prospectus of contracts 

- - - - 

1977), at 9-18; Pz-'-Regdation of the-segiinties MaFket-and-the H~oMsation.ofFro~cial.- .-- --. - .---..... 4 

Lam" The Canadian Securr'ties Course (Toronto: Tb C i i d a n  Se-ties htitute, 1988) at 77-82. - - 
The subsiance of the regdatory regime of Quebec is very sunilar to that of othcr provinces although ihe 

acaial statuto~ format is differcnt, For a bricf summary of Qucbec hw, sec Luc LaRochcllc, et al., '%ii 85, 
Quebcc's New Securities Act" (1983) 29 McGill LmuJouniol88,92-94. 
*' Ontario Securities Act, RS.0. c. SS(L990), as ameadcd by S.O. c. 18 SS6 (1992); S.O. c. 27 (1993); and 
S.O. c. 1 1 (1994). 
" M. Gillm, Securities Regulation in Omo& (Toronto: Carswdl, 19%). 



entered into by a company. Various provincial jurisdictions in Canada copied provisions 

of the English Directors Liability Act requiring financial statements being providd to 

shareholders; inspections; directors and promoters liability for loss and damage sustained 

as a result of an untrue statement in a prospectus; and the requirements for greater 

prospectus disclosure. 

However, with the passage of "Blue SW laws in a number of Arnerican states, beginning 

with Kaasas in 191 1, Canadian securities law began to reflect the US. influences, 

introducing the comprehensive system of registering securities, brokers and oEering of 

al1 types of enterprises. The most enduring contribution of the Kansas mode1 to securities 

regulation was the preoccupation of blue sky laws with assessing the offhngbs faimess. 

"Blue s iq"  legislation (so named because it was a response to brokers who tried to sel1 

mid-western farrners a piece of the blue sky) was a watershed in securities regulation, 

being adopted in Manitoba in 19 12, the f k t  province to do ~ 0 . 2 ~  The Manitoba Sale cf 

Share Act initially applied only to non-Manitoba issuas, except those licensed in 

Manitoba, and it applied to sales of shares by shareholders as well as issuhg companies. 

Before sales of shares were pennitted, it was necessary to obtain a certificate fiom the 

Manitoba Public Utitities Board (the "PUB"). However, in 19 14 the certifiate 

requirement was extended to the securities of domestic companies, and certain documents 

relating to the financial statu of the Company were required to be filed with the PUB 

*' Siatutes of Canada, 1869, Cap. XIII. 
29 M. Maccy & Miller, "Ongin of îht Blue Sky Eywsl* (199L) Tcrar Lmu Reporter, 70 at 420. 



before a ücenseM wouid be givea" By an 19 14 amendment, the PUB was ernpowereâ to 

investigate a foreign issuer: to examine persans, books, and papers, summon witnesses, 

and so on. 

In 1926 the Sole of Shares Act was Uicorporated into the Municipal and Public Utilities 

Board Act (the 'Municipal ~ct")?* The Municipal Act introduced owiprehensive 

licensing requiranents which applied to everyone selling securities in Manitoba, to 

securities issuers as well as securities salesmen. Licensing was at the discretion of the 

Municipal and Public Utilities Board (the "MPUB"), and even non-pmfessionals were 

required to obtain pemnits before selling securities that they o m d ,  though an extensive 

set of exemptions applied to various kinds of trades and sedties. All companies, while 

certifieci to offer their securities, were required to file reports with theMPUB. It was 

given d i s d o n  to gant or deny licences or certificates, but an applicant had a right to be 

heard before the MPUB. Revocations were in the discretion of the MPUB, and a 

purchaser of securities sold in violation of the Municipal Act was entitled to rescission. 

The next step in the legislation of Manitoba was adoption of the Senviries Fruuak 

Prevention Act in 1930, as the "uniforni" secwities Legislafion in canada?' This Act 

introduced a list of what was declared to constitute fraud and provideci for investigations 

Clarification: The term "certificate** in thk chapter is used in relation to sbvcs of an igsuing compariy 
wtiose securities are to be offcred for sale; the term "iicense" is used in relation to companies and 
individuals selling s e c d e s  in Manitoba 

Williamson, supru n6cc22fnothg-afew s i g d k q  diffc~i?çcs .iahdonitobaSale~fSliar:es.Ac~~~ee _- .-. . .. ,... ... 
Kansas Act) , at 12-13; also D. lobton, oup& note 24. at 10. 
" Statutes of Manitoba, 1926, c. 33: Williamson, supra note 24, at 10. 
" The first province to adopt the Securities Fra& Prevention Act was Ontario in 1928. As a result of 
aroused concems for regulation of securities trading* representatives h m  eight provinces met to draw up 
what was to be the tint "unifom" sccurities legislation in Canada. Amongst dmse rrprrscntatives was one 
h m  Manitoh This fonn of legishion witb slight was a d m  by W t o b g  as Worrn" 
Securities Frauds Prevention Act. Se, J. P.  Wiiiamsoo, supm note 24, at 14- 



into securities huds; however it did not deal with prospectus disdosure because it still 

reflected the historical split between investor protection and corporate legislation." In 

other words, although the Senuiries Frauds Prewntion Act did have issuer registration 

requirements, the prospectus requirements were still contained in the relevant corporate 

legislation. 

The legislation in the securities field was thrown into disarray by the Privy Council in 

1929 in A.G. Manitoba v. A.G. Canada [1929] A.C. 260 (P.C.). This decision struck 

d o m  the Manitoba Securities FroudF Prevention Act on constitutional grounds insofar as 

it applied to federal companies. in response, over the next fifieen years, most of the 

provinces enacted a prospectus requirement applicable to al1 companies, to get over the 

federal-provincial constitutional hurdle. This approach was carried forward to today, was 

approved by the Privy Council in Lymburn v. Mayland, [1932] A.C. 3 18 (P.C.), which 

confirmed that both the federal and provincial govemments have constitutional authority 

in the securities area. 

The sale of securities in Manitoba was regulated by the Securities Act, 1954," (there had 

not been much change fiom the Secunlies Frauds Prewntion Act of 1930), as weli as by 

the Companies Act of ~anitoba, '~ which regdated the sale of securities by companies 

incorporated or licensed under that Act. The Sencrifies Act required the filhg of a 

prospectus before a company could issue s d t i e s .  Filing is al1 that was required. No 

" The legislation did aot dcal with prospecîus disclom because it still reflectcd the split bctween invator 
protection and corporate legislation, In other words, aiihough the Securities Fra& Preveniion Act did have 
issuer registration requirements, the prospectus requirements were still contained in the relevant corporate 
legislation. 
" R.S.M. L954, c. 237. 
" RS.M. M.954, c. 43. 



permission was needed for the issuance of securities. The act also specified the content of 

a prospectus and provided civil liability based on inaccuracies or omissions. 

No major changes introduced in Manitoba secdies legislation until the Securities Act of 

Manitoba, 1968, was enacteci. It is based substantially on the Securities Act, 1966, of 

Ontario. In 1963 the Ontario Goverment appointed the Kimber Commission to review 

securities legislation?' As a result of the hearings and considerations of the Cornmittee, a 

report was prepared and presented to the Attorney General of ûntario. This report, dated 

1 1 March, 1965, is the bais  of the Securities Act, 1966, ûntario. The report is divided 

into a nurnber of headïngs, and deals specifically with insider trading, takesver bids, 

disclosure in hancial statements, form, content and distribution of prospectuses, proxies 

and proxy solicitation, primary distribution through the facilities of the Toronto Stock 

Exchange and constitutional consideration. 

Manitoba adopted requirernents introduced by the Ontario Secunlies Act, which included 

annual and semi-annual financial disclosure by issuers, regulatory standards to govern 

take-over bids, mandatory proxy solicitation, and the reporting by coprate insiders of 

their trading, together with civil liability provisions for improper use by them of inside 

" Report of the Attorney Generaî's Conunittee on Securiies Legidation in Ontario (Toronto: Qucen's 
f rinter, March 1965) [hereinafter the "Kimber Report*']. The Kimber Report was one of several reports- . - -  - 
produccd in the earlyl96Os ihat addressed the regulation of secUritics markets. These reports generalîy 
responded to specific pmblem that had arîsenn The Kimber Repori got its impetus, in par&, h m  the Shell 
Oil take-over of Canadian Oil, in which certain persons had used knowleâge of the cake-over to buy shares 
of Canadian Oil beforc the announcement of the take-over. 
Sec the Kimber R e m ,  Paris I I ,  IV and VI. On a discussion of ihc provisions of thc Securitiilr Act. 1968 of  
Manitoba - sce, G.T. Brazzcll, 'The Securities Act of Manitoba9* in TIie Lmu Catches Up With Recent 
kgislative Changes (Winnipeg: Isaac Pitblado Lectures on Continuhg Legal Education, 1969). 



information?' Legislation adopted in Manitoba in 1968 also estabfished The Manitoba 

Secwities Commission, which took over regulation of the Manitoba Securities Act (the 

"MSA") h m  the MPLJB?' 

Finally, in 1978 the Province of Ontario, following on the heels of the Merger Report in 

the mid 19709, enacted a new Securities Act which, among other things, created a "closed 

systemyy for trading in securities? The key to the "closed system" statute is its strong 

emphasis on ongoing disclosure for the purposes of secondary market trading. It allows 

trading among a sclect group of petsons who are presumed not to need the protection 

provided by the extensive disclosure contained in prospectuses, bancial statements, and 

mandatory proxy solicitation. However, the concept is that, if trading is to be done 

beyond this select group, it must be supported by these various foms of mandatory 

disclosure. This is a mode1 that now dominates in Canada, although Manitoba has not yet 

adopted it. 

2. Rule Making Aathority 

Given the evolution and rapid changes in Canadian capital markets in recent years, 

legislative change has not always been able to keep up with the markets. As a result, over 

time a system has evolved in which the MSA and Manitoba Securitim Regdations (the 

"MSR") set forth only the basic framework of securities regulation, whüe much of the 

- - 

'%e statutes of British Columbia, Alberta, Saskatchewan, Manitoba and Ontario comprise omuaifbm. .- - . . - . - ... 
group, onginating with the 1966 Ontario Secunlies Act as amendai. They arc callcd ihc d o m  act 
rovinces. 
SM., ,968, c. 57. Bill No. 10. 

* R e m  of the CoiMUiee of the OSC on the Problems of DiScIosure Ra&ed$or Inviestors &y Buiness 
Combinations and P m t e  PI'ements ~oronio: Onfano Sccurities CommisJion, Febnnry 1970) 
[hereinafter the "Mergcr Rcport'l. 



details as to how the securîties regulators generally apply and interpret the legislation is 

set forth in policy statements. The r d t  has been that approximately fifty National Policy 

Statements and thirteen Unifom Act Policy Statements have been adopted across Canada 

through the Canadian Securities Administrators (the 'CSA"), an informai organisation 

consisthg of the securities regulators of al i  ten proMnces and three territones. The subject 

matter of the Nationai Policy Statements ranges h m  the clearance of national prospectus 

issues (National Policy Statement No. 1) to munial funds (National Policy Statements No. 

36 and 39):' Policy sbtements serve as industry guidelines. Aithough not endowed with 

any legislative authority, the CSA meets regularly and acts as a CO-ordinating body for 

regdatory initiatives, most notably in the formulation of national policy staternents 

adopted by each provincial commi~sion~~ 

in addition to the National Policy Statements, the securities regulators in virtually al1 

juridictions have adopted a number of local policy statements. These deal with matters 

not covered in the National or Uniform Act Policy Statements or deal with items of 

Although these policy statements are essentially a response to the inçreasing change and 

complexity of financial markets, and are an integral part of securities regdation in 

Canada, most jurisdictions do not explicitly authorise regdators to issue them? The 

system was thrown into disarray by the decision of the Ontario Court of Justice in Aimley 

----. - . -.. - . .S.. . .-...-. . - . - -  .. . 
" Sec P. Anisman, 'The Regdation of the Scainties Market ad th Harmonisation of Provincial Lam" in . . 

R Cumming (cd.), Harmonisation of Busines Luw in C u d a  (Toronto: University of Toronto Press, 
1986), at 79; and M. E Gillen, supra note 27, at 60-1. 
42 M. R Gillen, ibid., p. 6 1. 
" P. Anisman & P.W. Hogg, "Coartitutional Aspais of Fa*nl Sccuritics Lcgisiation" in Proposufs~r a 
Securities Market Luw for Caiiada, vol. 3, (Ottaws: Minister of Supply and Senrices, 1979), at 79. 



Financial Cqporation et al. v. Ontario Securities Commission and Donald Page (1 3 

August, 1993), upheld by the Ontario Court of Appeal on 2 1 December, 1994. Essentially 

the decision held that Policy 1.10 of the OSC was a mandatory requirement of a 

regulatory nature and that it was outside of the OSC's jwisdiction to adopt and wmpel 

adherence to this Policy. In the relief granted, the Ontario Court of Justice, General 

Division, issued a declaration stating thet the OSC Policy Statement 1.10 was invalid?' 

Afier the trial court decision in Aimley, the Ontario finance minister appointed a task 

force (the "Daniels Task Force") on 7 October, 1993 to provide recommendations 

respecting the legislative framework for the development of securities policies in Ontario. 

The purpose of the Daniels Task Force was to recommend a response to the fallout from 

the ANtsley decision. The recommendations made by the Daniels Task Force included the 

following: 

1. The iegislation of Ontario should be amended to authorise expressly the OSC to 

adopt Policy Statements, provided that they are not mandatory or prohibitory in 

nature; 

2. The OSC should be granted de-making power to permit the OSC to adopt des 

having force of law; 

* L. Vincent & M. Guttomison, "Securities Law Primer" pnpared for presentation to members of The Law 
Society of Manitoba, Legal Studîes Department, in Winnipeg, Manitoba, 13 May 1998. 
" Of internt is the f z t  that Policy Statement 1-10 had k a  adopted by the OSC in March 1993 (it came 
into efféct on 1 June - L.P93.).to. =pond to tbc rapidly grpwing problem of'abues in-the- !'penny stock" . fl 

industry. The Ontario penny stock industry was &alt with by brokers who w e n  nof meplbcrs ofcither the . . . . . . 
Invatment Dealers Association of Canada or of the Toronto Stock Exchange. Accotdingly, the companies 
and individuals selling in the penny stock markci were not requirtd to m p n d  to any SR0 with any 
semblance of audit or other j~sdictioa. The abuses included the employment of high pressure and unfair 
sales îactics, misrepresencaiion of information or provision of ioadequate disclosu~ and simüar abuses. 
Poticy 1.10 rcquîreâ bmkers in the penny stock industry to provide clear disclosurc infiormuion to clicnta 
and limited the d - u p s  they werc pemiit(ed to takc on the stocks (bey oold Ibid.., p. 14. 



3. The Ontano Cabinet should have the power to review OSC rules for the purpose of 

disapproval; and, 

4. Al1 policy staternents and d e s  adopted by the OSC should be subject to a formal 

statutory notice and comment procedure, although requirements for the adoption of 

policy staternents should be somewhat relaxed, as opposed to that for des. 

As a result, Ontano aad then Alberta, British Columbia and Saskatchewan have given 

their respective commissions rule-making authority. 

On 19 November, 1996, The Securities Amendment Act, S. M. 1996, c. 50, was passed by 

the Manitoba Legislature and received Royal Assent on 1 January, 1998. By this 

amendment the MSC is given the power to make ru le^?^ The process of d e  making is 

prescribed in the MSR? 

By cornparison., on the one side is a srndl but highly developed Canadian capital market, 

with a securities regdatory regîme which is innovative in many respects. Significant 

developments of Canadian securities regulation appear to have begun in roughly the mid- 

nineteenth century, with the most significant developments occurring in the last sixty-five 

years. On the other side is the emerging capital market of the Russian Federation. Russian 

securities regulation began in 199 1, but significant developments took place in the two 

years, 1995- 1997. 

" Securities Amendnent Act, S.M. L996, c. 50. 



In the Russian system, the primary responsibility for regulation of the securities market is 

granted to a f e d d  commission, whereas in Canada provincial secwities wmmissions 

are responsible in their respective provinces. 

In examining Russian securities laws, despite apparent similarities with the western world 

in the structure of securities regulation in former comaswilst countries, such regulation 

pumies somewhat different goals. In Canada, govemmental regulation of secwities 

traditionally has been adopted in response to abuses that had occurred in already existing 

markets. These were then amended fiom time to time to meet the demands of a changing 

market or of new abuses, or both. In western economies, ''the regulatory activity of the 

govemment does not follow some abstract and predetermined d e s ,  but is basically 

reactive to the situation in the market, both in tenns of the content of regulation and the 

process by which they are promulgated"?8 Thus, traditional securities regulation cm be 

characterised as responsive, for it follows and responds to market trends. 

In contrast, secunties regulation in Russie is being developed for the purpose of creating 

an orderl y market out of chaotic trading in securities. Unlike "responsive" securities 

regulation that exists in Canada, the govemment of Russia has to anticipate the market in 

order to move it in the right direction by legislative and regulatory means. 

The diffaence in the regulatory schemes in Canada with Russia can be seen in the rigidity 

of regulation. Anticipatory regulation is generally stricter than responsive regulation. The 

-. - 

" Manitoba Securities Regulations 49 U88R @meunAer r e f d  to as "MSR" or "Man Regs.'l, as 
amended by Maa Regs. 246/97, gazetted 27 December, 1997, effective 1 Januaty, 1998 under " R h  
Making Procedure Regulation". 

E.g., R Frydman & A. Rapaczynski, PrivotUation b Eatem Europe: Ir the State Withering A-? 
(London: Cenüai E u r o m  University Press, 1994), at 10. 



latter has the benefit of anpirical knowledge of the market and may exempt certain 

economic activities fiom its scope. In contrasf anticipatory regdation tries to encompas 

as many activities as possible, just to ensure that nothing is omitted. 

This difference will be seen in the following cornparison of Manitoba securities laws and 

the Russian regdatory scheme. Securities regulation in Russia has few, if any, 

exemptions. Russian securities regulation tends to impose more substantive restrictions as 

to disclosure requirements. Manitoba securities regdators can justify non-inclusion of 

certain restrictions and liabilities in securities laws on the bais of empirical studies of the 

market. In contrast, Russian securities regulators labour under a complete uncertainty as 

to the fbture of the Russian securities market. Moreover, the ability of the Russian 

securities industry to develop promptly an expertise in securities h u d  elhinates the . 

possibility of a %ait and see" approach to regulation. To that end, there is no reason for 

Russia not to include something that has proven to be workable in the Canadian securities 

markets, where the goal of the Russian regulation is to anticipate and mate well- 

functioning markets. 

This is not to say that Russian regulators should include al1 provisions of Manitoba 

securities laws that have proven to be workable in the Canadian markets, however 

complex and technical they may be. It will be years before the Russian market will be 

able to match the scale and sophistication of Canadian markets. As Professor Poser noted 

in his study of Brazilian secunties regulation, enacted to develop the capital markets in 

Brazil, "[tlhe regdatory measures, if too far ahead of generaily accepted standards, may 



inhibit rather than fiirtber market development"? Therefore, an over1y reguiated market 

can have the counter-effkct of alarming industry professonals and may ulthately destroy 

the market before it stabilises. This is another aspect that distinguishes an anticipatory 

regime fiom a responsive one. The proper balance between investor protection and 

favourable market conditions d l  have to be anticipated rather thaa deduced fiom market 

experience. 

This thesis will not attempt to suggest a clear solution for striking the right balance 

between anticipatory and responsive regulation, partly because there may not be one. 

Rather, it will attempt to survey the Russian regulatory scheme in cornparison to the 

Manitoba securities regulatory scheme. It is hoped that this s w e y  will be useful in 

helping to decide how close the makers of Russian securities Iaws corne to an ideal 

anticipatory regime, which could transfomi unorganiseci securities trading into orderly 

and attractive securities markets for investors. 

49 N o m  S. Poser, "Securitics Regulation in Developiag CounoKs: The Brazilian Expericnce" (1966) 52 
Virginia L m  RmeMew at 1294. 



III. CHAPTER 2: LICENSING OF PROFESSIONAL 

PARTICIPANTS IN SECURITIES MARKETS 

A. Regi'stratlion Under the Manitoba Securities Act 

1. The Purpose of Registration 

One regulatory mechanian in the MSA aimed at investor protection is a registration 

requirement imposed on dealers and certain other market intermediaries. The registration 

of such market professionals sets standards for entry. 

The registtation requirement in Manitoba essentially began in 1914 with "Blue Sky" 

legislationSo and was extended in the Manitoba Securiry Frauds Preventim Act of 1 930.~' 

The basic objective of the registration procedure is to mure that people involved in the 

secunties business are honest and of good reptation, in order that the public is protected 

fiom fiaudulent beha~iour.~~ 

The registration requirement is a comprehensive one. The objective of the legislation is to 

make sure that the candidate has the required skills to practice the profession, '70 enmre 

-. -.. - . - . .  . . . . . . .  ...-. *.__ 

'O Adopted in Manitoba in 19 12 and amended in 19 14, "Blue Sky" legisl&on was essmtially a rcgismiiion 
statute that required a Company seiling secuntics to the public as well as brokers and saiesptrsons to obîain 
licences. For more information on tb, set supra note 29. " D.L. lohnsbn, supm note 24, at 78. 
RLyrn6~m~.MiayIa~d,AkC.318(1932). , 



the cornpetence, finaucial stability md integrity of such pers~ns'9? The discretion of the 

tegistration authority in ternis of evaluating the suitability of the candidate is broad." 

Registration is also used to aisure the adequacy of the capital base of persons deaihg 

with the public in secwities; to impose opefational and procedurai d e s  considered 

necessary and in the public interest; and to enforce cornpliance with certain ethical 

Registration seeks to protect investors against the dangers that a broker will recommend 

and purchase for the customer securities not appropnate to the customer's hancial 

situation and investment objectives; that a broker, whose fee is based on a commission, 

will cause excessive trading in the customer's account; and, that a broker wiil be just 

plain incompetent in securing prompt and accurate executions of a customer 's order? 

2. Activities Tbat Require Registration 

The legislation of Manitoba provides that no person shall trade in securities, underwrite 

issuances of securities or give advice with respect to investments in secwities unless the 

person is regktered.5' A person who trades, underwrites or advises without registration 

can be subject to pend Registrants are subject to regdatory requirements and 

M.Q. Comelly, "The Lkcnsing of Secucities Market Actors" in P roposalsfir a Seeurilies M ' t  L m  
for Canada (Ottawa: Miaistry of Supply and Semica, 1979) 1 269, at 1273. " MSA, S. 7(1) states: .'!the thetor.shall gant ~ranirrgistcationcn teaewal&.egistratiP~~. toan gplicant whm 
in the opinion of the Dirator the applicant is suitabk for rtgistration and the-proposed ngistratiop is not . . 
objectionable." 
" Toronto Stock Exchge, Submission to the Onm-O Seainties Commission on Bill 75, the Secintics 
Act, 1974, at 34 (1 1 Octobcr 1974). 
" M.Q. Cormdly, supra note 53, at 1274. 

MSA.. S. 6. 
" Ibid., S. 136(1)(c). 



non-cornpliance with these requirements can lead to suspension or cancellation of 

registrati~n?~ 

The MSA requires registration of persons who b'trade9ade" in se~urities.~~ Section 6 of the 

MSA provides that no person or company shall engage in trading (within the very wide 

statutory definition of that term) in securitiesp' unless such person or company is 

registered with the MSC to carry on the particuiar activity. 

3. Who Must Register 

The MSA requires registration by persons who carry out business in the capacity of a 

broker, investment dealer and broker-dealer. The MSA in section l(1) sets definitions of 

"brokefd2, "broker-dealefh3, and "investment deaiefa, which refer to the first as "a 

member of a stock exchange in Manitoba recognised by the commission " and the latter 

" Ibid., S. 8(1). 
Ibid., S. 6. 
The definitions of %dep* and "securities" are essentiai to the requirement to be regisimd to ' W e  in a 

security". For "security", infia note 123. The MSA S. l(1) dehes "trade" as follows: 
"trade" or "traâing" includes 
a) any sale or disposition of or other deabg in or any soiicitation in respect of a security for 

valuable consideration, whether the terms of payment be on margin, instalment or 
othcrwise, or any atternpt to do one of the foregoing; 

b) any participation as a floor trader in any transaction in a security upon the floor of any stock 
exc hange; 

c) any receipt by a person or company registcred for trachg in secwities under tbis Act of an 
order to buy or seil a secwity; 

and 
d) any act, advertisernent, conduct or negotiation directly or indùectly in fiutherance of any of the 
foregoing." 

" "Broket* means any person or company who trades in s d t i e s  in the capacity of an agent and is a 
membet of a r e ~ o ~ s e c î  stock exchange in Manitoba. 

bbBmker-Dealer'' meam any person or company recogniseâ by the commission as a broker-déaier that 
engages, either for the whob or part of his or its time, in the busiaes of trading in securities in the capacity 
of an agent or p~cipal ."  

"Investment deaicr" means any person or company that is a member, branch oflice member, or associate 
membcr, of the Manitoba District of the lnvestment Dealers' Association of Canada, or any petson or 
company ncognised by the commission as an investinent dala that eiipga eithcr for the whok or part of 
bU or itp t h e  in the business of trading in sccuniies in tbe capacity of an agent or principal." 



"a member, branch office member, or associate member, of the Manitoba District of the 

Investment Dealers' Association of Canaâa". While the defition of '%mker" is 

restncted to persom and companies engaging in transactions as an agent, the other two 

definitions, each of  which includes trading as an agent and as principal, are worded 

idmtically except that "investment dealer'' refm to membership in the IDA. Thus the 

only formai distinction between brokerdealer and investment deder is the membnship of 

the latter in the Manitoba district of the IDA. The intention of the legislature evidently 

was that ail registrants in these categories would be members of one at lemt of these 

organisations, although MSA does not make such membership a prerequisite to 

registration. The MSC relies to a large extent on regulating such persons by the 

organisations of which they are members, both as to admission to the industry and as to 

continuing cuntrol over them as practitioners. 

One should keep in mind that under the MSA there are certain dealers who hoid 

unrestricted registrations which permit trading in its broadest forms. These are mernbers 

of stock exchanges and other selfieguiatory organisations which have comprehensive 

rules governing their conduct, Other dealers in Manitoba hold registrations restricted to 

certain types of trading, ranging fiom "distribution of mutual fûnds only" to "distributions 

of any new issue authorised for sale in Manitoba" to a restriction to a "specific issue of 

offering" of securities. The restrictions are determined on a case-by-case basis, depending 

on the qualifications, capital, bonding, etc., of the dealer? 

MSC Policy No. 3.02 - Notice- "Duai Reghiration Of Mutuai Fund Axul Lifè Iasurance Salesmen", datcd 
7 May 1990, Canadiun Securities h w  Reporter (CCH) P 2701002, at 38,SîO-38,S2 1. 



The MSA also provides for registration of 'ïnvestment co~1sel',,~ "salesman", 6C~ecurity 

advisor'?' "security issuer", 68 and 'csub-brokerdealers'9, defïned in Section 1. Sections 

6(2) and 6(3) of the MSA, the substantive provision requiring registration, is wide: it 

requires that a person or company be registered before trading in any security or being a 

partner or officer or a "sa~esman" of any person in comection with a trade in any security, 

or advishg pasons as to investments in a secuity. 

The Director, according to sections 7(1) - 7(3) of the MSA, is given wide discretion in 

granting or renewing registration, or in Mposing ternis and conditions on the registration. 

Pursuant to section 7(2) of the MSA, an applicant m u t  be given an opportunity to be 

heard if an applicant's registration is refbsed, or if unacceptable ternis or conditions are 

imposed. 

4. Procedure for Registration 

The specific procedwes to be followed by an applicant, and the information required in 

an application for registtation in Manitoba are set out in the MSR and in various policy 

statements.6' Section 7 of the MSA, provides simply that "[tlhe Director shall gant 

registration or renewal of registration to an applicant where in the opinion of the Director 

the applicant is suitable for registration and the proposed registration is not 

. - - . .  - .-. ...----.-. ' MSA., S. 6(5). 
" Ibid.., S. 6(6). 
i.., S. 6(1). It stems bat the existence of the provision for cegistration of security issuers maLes 

avaiiable a s e h g  arrangement which would deprive ihe public of protection afEorded by sale ihmugh 
normal chaanels. Howevcr, the faa that there is no provision excmpting salesmen, apart h m  officas of the 
Company (section 6(8)) h m  registration may provide soinc protectio~ 
" Man. Regs., supro note 47. 



objecti~nable.'~ The MSA requires a person or company intendhg to act in one of the 

categories defined in Sections 6(1) - 6(7), for which no exemptions apply, to file an 

application on the prescn'bed fonn, accompanied by the prescribed fe?' Each of these 

f o m  asks a series of questions concerning the applicaats in order to assess their or its 

financial responsibility, integrity and cornpetence; the foms for registration as a broker, 

dealer, saiesman, etc., each rquire a personal history of the activÎtia of the appiicent for 

the fifieen years preceding the date of the application. Where the applicant is a 

corporation or a partnership, the information must be given in respect of each officer and 

director, or of each partner. In addition, three references are required fiom every 

applicant, plus one bank refmnce and considerable additional financial and other 

information. An applicant for registration as salesman or as sub-broker-dealer must also 

provide a certificate fiom the employer as to suitability for registration; and d l  

applications must be in aa affidavit form. 

Application foms require, arnong other things, detailed disclosure of the applicant's past 

record of convictions, disciplinary actions, etc. The employing firm is required to attest, 

" Pnor to 1998, the MSC itseif haâ no nilemaking power under ihc MS A, sec supra wtcs 46-47 and 
accompanying text. htead, Section 148 'Yor the purpose of carrying out the provisions of [the] Act*' gave 
to the Lieuîenant Govcmor in Councir power, in temis of great breadth, to Fakt rcgul&ons ". . .(b) - 
prtscribing rcquiremenls respecthg applications for regisüatîon and renewal of registration, and providing 
for the expiration of registrations"; . . . "(f) designahg any person or company or any class of pcrsons or 
companies chat shall not be required to obtain registration as investraent cowel or securities adviser"; "(g) 
pmcnbing the fees payable to the commission, Urluding fees for filing, fces for applications, fees for 
registration.. .fm in comection with the administration of this Act and the ngdations";. . . "0) prescniing 
the f o m  for use under this Act and the regulations", etc. 
" MSA., S. 10. TtpschCdde.B 10 -thd MS&-aupro ~ t e 4 7 , . s ~  ,out 8 k . f o l l l l ~ 0 f q p Ü d o n . f o r . r e ~ a -  . . .. . ... . .. .-. ; -... 
with the MSC: . -. 
(1) a g e n d  form for registration as bmkcr, imnstment deaier or brokerdealer, (2) a form for uaderwriter, 
securïty issuer, investmcnt counsel, sccuritics &visor or m i n d  intaest broln; (3) a fom for ~newa l  of 
registration in abon mentioncd categories; (4) a fom for amendment of icgisûation as b r o h ,  invesmmit 
dealer or security issuer, (5) a form for registmtion as salesman or sub-brokcr dealer, and one for r e n d  of 
such registration; and, (6) one form in a diffimnt catcgory, for cornes applying for recognition sc 
exempt purchase~~ under clawe 19(l)(c) of ihe MSA 



on the basis of diligent enquiry, as to the veracity of the information set out in the 

application. The MSC has also established the practice of carrying out police checks with 

respect to each application?2 

As part of the qualification process, and in addition to obtaining registration as a 

salesman, trading officer, etc., prospective applicants, if their employer is an SR0 

member, are required to be approved by those organisations (i.e., the Winnipeg Stock 

Exchange ('WSF'), the IDA, the Toronto Stock Exchange ("TSE') and the Vancouver 

Stock Exchange ("VSF')). 

The MSC actively encourages the overall pattern of self-regulation ernbodied in the by- 

laws and regulations of the SR03 which are recognised under the MSA. In keeping with 

the emphasis on meaningfid self-regdation, the MSC has direct4 its registration s e t 0  

require that evidence of the required approval of the applicable SRO's be on file before 

finalising any registration under the  AC^? 

When considering the procedure outlined above, it is necessary to bear in mind the fact 

that each SRO, for instance, the WSE or the IDA, has requiments and procedwes in 

place for the admission of members and of salesmen. These considerations may justify 

the MSC in placing reliance upon the SROs to screen out undesirable applicants in cases 

" See Letter to ihe Director of the MSC, Vi/m note 73: "If that is a previous conviction it wili corne to 
light through the police checks carried out ..., and even though the individual may have obtaincd a -. , , .. . ...... .. . .... _ . . .... ._ 

registration by fiaudulent means, his registration will be suspended immediatcly. The Commission will 
ordinady procecd with fraud charges under Section 136 of the Securities Act or under The Criminal Code 
whete a filse afidavit is involved, and theadter probably convcnt a fitness hearulg." 
" Letter of  the Director of the MSC to "Membcrs of the Winnipeg Stock Exchange", Re: Registration of  
Securitics Salesmen, Trading Ofken, etc., dated 4 Novcmk, 198 1. Accordhg to this process, 
applications filed with ihe MSC will be p d  but final disposition wiii be held in abcyancc pcoduig 
mcipt of advice h m  SRO's ihat thcir approval has becn granted. 



in which such applimts are concunently seeking admission to one or more such 

The provision of Section 12 of the MSA gives the Director Mer discretion to require 

any additional information or material to be submitted by either an applicant or registrant 

within the t h e  he specifies, and may insist upon verification by affidavit or otherwise of 

any information or mataial supplied then or previ~~ly.7s In addition, the applicant or 

registrant, or any partner, officer, director or employee of the applicant or of the 

registrant, may be rquired to submit to an examination under oath. This latter 

discretionary power is used to test the knowledge of an applicant, and thus evaluate his 

suitability for securities business first hand, rather than relying solely on the course and 

Wntten examination administered by extemai organisations. 

5. Conditions of Registration 

The requirements regarding conditions of registration and procedures for registraîion 

suitability have been established by the MSA, the Regdations made under the MSA and 

policy statements of the MSC?~ The MSA, as a condition of registration, sets out a 

" in "Administration uidcr the S d t i e s  Act of Ontario," (1958) 72 Cunadion Chartered Accountant 525, 
reprinted in Canada's Invcstment Business, publishcd by the Canadian Institute of chartered Accountants, 
1958, p. 25. It was stated thaî in such cases it is typical practicc to s a k  the opinion of the relevant 
organisation before granting registration. 
'' MSA., S. 12. 

See, for example, MSC Policy No. 3.02, supm note 65; Policy No. 3.03 - Seninties Saleswa "Pre- 
License Course Requirements" dated 1 September 197 1 Cun. Sec. L Rep. (CCH) P 270-003, at 38,535: 
according to ihia Bolioy,.(i) ~pplicants .for rcgistration a ~ ~ s a i t ~ l l l ~ ~ ~ ~ t h  a brokerrdtal~~c&haac fcgistratioa . . . . . . ' O  - 
pamits the offaing of mohial hud sbares or uniis oniy oc in combination with-trust company guarantccd . . -. 
investment certificates, or other debt securities , mus8 have successfbliy cornpletcd the Caiurdian hvcstment 
Funds Coune, (ii) applicants for regkitration as desmen witb a bmk-dealer, whose rcgistration pemllt~ 
the o f f e ~ g  of sccuniics othcr îban or in addition to mutual fun&, mirit have succcssfully complet& the 
Canadian StCUtitics Course prior to applying for ngistmîion); Policy No. 3.04 - Mutuai Funâ Distniutors 
Supporting Sm& "Know Your Purcbaser", datcd 1 ScpPmki 1971 Cun- Sce. L. Rep. (CCH) P 270-004, 
at 38,535: according to tba Policy,(i) "an application for regisüation ofany d e s  organisation will be 



residency requirement7' and ôonding in such form and amount as the Director may 

prescribe.78 A variety of educational, general character, and financial qualifications are 

prerequisites for registration in the various categories. An extensive and detailed 

statement of conditions of registration and, in part, of continueci fitness fot registration, 

which are: the minimum net fiee capital requiremmt, the "know your client" d e ,  and 

requirements for professional cornpetence, has been established by the MSC in the fom 

of policy statements. 

These aspects of the regulation of securities market actors might be partly in response to 

the problern of business failure. Each will be discussed generstlly. 

retiised if it becomes apparent that the organisation does not have the qualified personel to cany out 
effectivefy its supporthg and supervisory responsibilities", (ii) "the sales organisation is rcquimd to 
establish procedures to ensure that its saleamen make reasonable efforts to obtain suflicient relevant 
information concerning the client's invesimcnt objectives, financial position, personai history, etc., ta 
enabk a determination to be made as to the suitabiiity of the proposcd investmcnt by the client"; Notice 
92030 1 - "Regisüation Guidelines for Financial Institutions Distniuting Mutual Funds", datcd 1 March 
1992 Con. Sec. L. Rep. (CCH) P 271-003 at 38,803-38,804. " Section 14 of the MSA reads: "14(1) Notwithstanding tbat the applicant is othewise suitable for 
cegistratioa, the director may rehse registration 

a) to an individual who does not possess the u s d  cesidence qualification; or 
b) to a company that does not have at least one officer or director who possesses the usual 

cesidence qualification; or 
c) to a pattnenhip or other uniacorporated association that does not have at least one partner or 

member who is an individual posscssing the usual midence qualification. 
ûne of the major policy questions in the 1970s with regard to conditions attacheâ to ngistration was 
resident ownership or control of registrants. Several hhstry studies identified the securities industry as a 
"Ley sector" in Canada cequiring certain measutes ta be talcm in order to mure ihst control of the induse 
remains in Canada. Havhg this conccra, Manitoba has amended its Act to ghe the director a discretion to 
mtùse cegistration to an applicant who does not bave the "wual u s u a l i h  qualification'' as defïned, RSM., 
1972, c. 58, S. 3. For mon infôrmation on Us, D. L. Johnston, mpra note 24, at 113-1 14. 
* MSA., S. 7(4). 



a) Minimum Net Fru Capitaï 

The minimum net fhe capital requirements addresses the financial stability of 

regi~trants?~ Varying amounts have been established by the MSC for the different 

categories of registraats. For instance, any registrmt as a broker, a broker-dealer 

(unrestricted) or a broker-deala (mutual hds) mut  maintain at d l  tiws a minimum of 

$25,000 working capital (that is the excess of cumnt assets over curreat liabilities 

calculated in accordance with "Generally Accepted Accounting Principles" (GAAP)), as 

well as an aggregate of â25,ûûû of capital and retained eamings, or such other arnount as 

may be deteiniined by the Director with regard for the applicant's intended business 

operation. in the case of investment cousel, the minimum amount is $5,000 of working 

capital, as well as an aggregate of $5,000 of capital and retained earnings, or such other 

amount as may be detennined by the Director. These amounts are required to be in place 

at the time of application and are to be maintained at al1 times while registered. The 

intention of the minimum net fiee capital requirement is to ensure that registrants who 

begin to engage in acting on behalf of others have sufficient h d s  to meet obligations to 

clients as they develop. 

b) Bond . 

The Director may require the registnuit to p s t  a bond in the arnount that he considers 

necessary to provide protection to the registnuit's clients?' By means of a bond, the 

registrant shall effect and keep in foice insurance against losses arising through any - - .  

" D. Johnston, svpm note 24, ai 109. The financial condition ofsecutity deaicm is a matter ofrcguIatory 
concem baausc the custoams of a fim may be at risk with respect to theu cash or sewities in tbc cvrnt of 
Mure of the fh. 



dishonest or hudulent act of any its employees. For instancey broker-dealers (mutual 

h d s )  are subject to bonding rqWrements in the minimum amount of $1 0OYûûOy issued 

by a company authorised to do business in ~anitoba?' The minimum security bond for 

brokers or uivestment counsellors is $25,000; the minimum amount of a surety bond for a 

security issuer is $5,000. 

C) Know Your Client 

The 'Icnow-your-client" rule is actuaily a pst-registration requirement and designed to 

ensure that clients of brokers obtain objective and appropriate advice when investiag in 

securities. Under this d e ,  the broker is required to establish procedures to ensure that its 

salesmen make reasonable efforts to obtain sufficient, relevant information concerning 

the client's invesûnent objectives, financial position, personal history, etc., to enable a 

detemination as to the suitability of the proposed invesûnent by the client. These 

procedures must also provide for adequate supeMsion over the activities of the salesmen 

to ensure cornpliance. Failure on the part of the broker to properly supervise such 

procedures will bear on the fitness of the broker for continued registration. Failure on the 

part of the salesman to carry out the procedures also will bear on his fitness for continued 

registratiod2 

" OSA., S. 7(4). 
" Notice 92030 1, "Registration Guidelines for Fuiaacial Imtiiutiom Distributhg Mutual Fd', supm 
note 76. 

Policy No. 3.04, supm note 76. 



To obtain a registration for trading in d t i e s  as a broker, dealer or u n d d t e r ,  or to 

act as a seanities adviser, or salesperson, certain educational and apprenticeship 

requirements, intended to assure a minimum level of cornpetence, must be met. The idea 

of requiring a minimum level of cornpetence is to ensure that those engaged in the 

business have reasonable ability to run the business and are l e s  likely to fail. This is 

secondary to the need to know the industry to a degree sufficient to advise clients 

properly, to have experience in the seciirities industry, and in supervisory executive 

capaci ties. 

For example, a cornpliance officer of any financial institution that is distributhg mutuai 

fun& in Manitoba must satisQ the proficiency requirements of having successfully 

completed The Investment Funds Institute of Canada's Officers' Partnerd Directors' 

Examination, administered by the Canadian Securities ~nstitute.'~ Applicants for 

registration as salesmen of the brokerdealer, whose registration permits the offering of 

secuities, other than or in addition to mutual b d s ,  must have successfidly completed 

the Canadian Securities course." A salesman of the brokadealer, whose registration is 

resûicted to selling mutual h d s  must have successfully completed the Canadian 

Invatment Funds Course, administered by the Canadian Investment Funds btitute?' 

" Notice 92030 1, supm note 76. " Sa, Policy No. 3.03, clause (b), supra note 76. Mark Connelly, in "The Liccnsing of Secun-tics Maricet 
Actors" suggests that "snyone who comprehends al1 the materid in it is rcas~nably wcll oquippcd at lcsst to 
startas a saicsman", mpro note 53, at 1309. 

Sec, Policy No. 3.03, supm note 76. clause (b). 



6. Continueci Fitness for Registration 

It is through registration that the various regulatory requirements governing securities 

market actors are primarily enforced. Section 8(1) of the MSA provides that %here in the 

opinion of the MSC the action is in the public interest, the MSC, d e r  giving the 

registrant an opportunity to be heard, shall suspend or cancel his registration". Section 

8(2) gives the MSC the power to suspend the registration on an interim basis where the 

delay necessary for a hearing would be prejudicial to the public interest. 

B. Licensing Under the Federal Securities Law of Russia 

Chapter 1 1 of the FSL govems the licensing (i.e., registration) 86 of professionai 

participants in the securities market. Article 39 requires that al1 forms of professional 

activity on the securities market should be licensed by the Federal Commission for the 

S e c d e s  Market (the "FSC') or by agencies authorised by the FSC. 

The FSC's authority with respect to licensing of securities market participants extends to 

brokers, dealers, clearing organisations, asset managers, depositones, and registrars?' 

The commentary here is limited to licensing requirements of professional activities of 

brokers and dealers. 

n i e  FSL does not identiQ the cnteria necessary to obtain a Iicense. Rather, Article 42(6) 

of the FSL states that the FSC determines the procedure for licensing, issues licences for 

Cadian  terminology diffess h m  Russia's terminology to som extent, The iicensing of sccurities 
professioaals in Canada, as in Russia, is nfemd to as registratioa The process by &ch sccuritics arc 
qualified for public distribution is not refemd to as registration, but rather hvolves the filing ofa 
pmspccais and the issuance of a raeipt by the regdatory authority, which may be wiibhcld on statutcuy 
grouads. Reference herein to ''regis~on" îs coconfaed to rrgistration ofScCufitics pmféssioaais. 
" FSL, supra note 2, Chapter 2, arts. 3-10. 



various kinds of professional activity on the securities market, and dso suspends or 

cancels such licenses in cases of violations of the requirements of the securities 

legislation.S8 

The procedwes to be followed and the quirements regardhg conditions for the 

licensing of professional activityare governed by the Regdation No. 26 "On Licensing 

Procedwes for Different Types of Professional Activity in the Securities Market of the 

Russian Federation" (hereinafter Regulation No. 26)?' This Regulation sets forth ternis 

and procedures for the issue, suspension and catlcellation of licemes for professional 

activities in the securities market. 

1. Requirements for Licensing 

According to the FSL, in order to engage in brokerage and dealing activities in Russia, 

brokersN and dealers9' must be licensed by the FSC or by state agencies to which the 

FSC has gniated general licensing authority. The FSC requirements establish the 

following conditions for licensing: (1) minimum capitalisation requirernent;g2 (2) the 

requirernent that managers, controllers, whose duty is to supervise the cornpliance of 

professional activities with the securities legislation (hereinafter refmed to as 

Ibid, art. 42(6). 
" Regulation "On Licensing Procedures for Metent Types of Professional Activity in the Smint ies 
Market of the Russian Federation", appmved by Resolution No. 26 of the F c d d  Cornmission for the 
Sccuritits Market of 19 September 1997. It was approvcd to comply with the requircmcnts stipularcd by 
clauses 3 and 6 of article 42, as well as by clause 3, of article 44 of the FSL. 
" "Bmkers" are secWdesj'mailtet participanta who conchde sccuritics U o m - a s  agcntsor Commission-- - .- --: ;::TV- 

agents under an insrnietion ot comaDsJionvor a powcr of attorney for the m u n t  of others. FSL, supra note 
2, art, 3. 
91 "Wcrs" are securitics market participants who conclude sccuritia transactions on their own bebalf, at 
thcir own expense, through public w s i d e d  quotatiom. [&id., art. 4. " Regdation No. 26, supra note 89. In Para 3.1. ihe FSC sets forth ibe minimum amount of hcemil h d s  
depending on dinemt types of pmtiissional activîties. 50,000 ECU - to obtain a licciuie for Brolreiogc 



"compliance ~ f f i c à ' ) ; ~ ~  and experts of the applicantsrganisation, whose responsibiilities 

include f'unctions directly related to professional activities in the market, must meet 

qualification requirements established by the F S C ; ~ ~  (3) that there shdl be no Iess than 

one specialist holding a qualification certificate, conforming to the standards set by the 

FSC, entitiing him to conduct securities market ~ ~ e r a t i o n s ~ ~  (4) that legal entities 

engaged in professional activities in the securities market, are obliged to have on sWa 

compliance officer, and (5 )  that the organisations engaged in brokerage and dealer 

activity in the securities market are required to have on staff an employee responsible for 

internal accounting and internal reporting.% The last two requirements as a criteria 

necessary to obtain a license did not exist in Govemment Regulation No. 78,97 which, 

before the adoption of the FSL, regulated most aspects of the securities market and 

provideci the legal framework for conducting securities operatiom. Under G l a t i o n  No. 

78, "investment institutions" had to obtain a license fiorn the Minisûy of Finance. To 

obtain a license the broker merely had to identifi a certified specialist on its staff, comply 

with minimal capital requirements, and adhere to certain accounting provisions. 

- . . . - - . 

Activity; 75,000 ECU - to obtain a licenst for M e r  Activity; 450,000 ECU - to obtah a liccnse for 
Brokerage Activity, including operations with nahuai person; 
" ibid., para. 3.6.. The same paragraph provides for the lin of persons that canmt be appointcd to the 
position of the compliance officer. 
" Regulation No. 26, supra note 89, para. 3.5. 
9s Ibid, this requirement is in effect since 22 April 1998. 
" Ibid., para. 3.7.. States that organisations engaged in the activities mentioned above shall anauge the 
systern of inteml record keeping and internal reporting, as well as supervise their compliance with Iegal 
acts of the FSC and requiremenis of the perspective siandards of the self-regulatoiy organisation to which 
they belong. 
" PostanovIenie PaMttelsiva RF No. 78 "Ob Utvcjdenii Polojenia O Vypurke 1 Obrashenii Tsenykh 
Bumag 1 Fondovywi Byakh v RSFSR" [Government Resolution No. 78, "Regulations of Issuancc and 
Circulation of SeCuritics and Stock Exchangts"] (28 Dec., 199 l), Finuncial N ~ p a p e r ,  1992, No. 5, 
üanslated in Economic Law of Russia, "Regulations for the Issue and Circulation of Securities and for 
Stock Exchanges in the RSFSR of 28 Dcccmkr 199 1 (Approved by Decision of the Govcrnment of the 
RSFSR, No. 78 of 28 Dccember 199 1)" (Garaxü-Sewice 1996, Doc. 5034). available in LWS, Intlaw 
Library, RFïaw File [benhfter Regdation No. 781. 



The FSC has established the qualification requirements of officem and speciaiists of 

organisations engaged in professional activities in the secuRties market,98 According to 

the Regulation No. 28, every senior e x d v e g 9  and executive officer, controller, and 

specialist in order to be certifieci has to pass a basic qualification exam, as well as one of 

the specialised qualification exams in the field of professional activity in which the 

organisation operates. However, before admiinug the candidates to the qualification 

exam, a prior training at the accredited training institutions is not a mandatory 

condition. 'Oo 

2. The Licensing Roeedures 

in order to obtain a license for brokerage and dealing activities one must submit the 

following documents to the licensing authorities: (1) an application made in writing on a 

fom prescribed by the Regulation No. 28;"' (2) a notarised copy of the applicant's 

founding documents (i. e., charter and founders' agreement); (3) its balance sheet 

statement, the audited profit and loss statement, the calculation of the intemal funds of 

the applying organisation as of the latest reporthg date; (4) a notarised copy of the 

taxpayer registration card; (5) copies of the approved internai record-keeping d e s  which 

comply with legal acts of the FSC; (6) notarised copies of qualification certificates 

Regulation *'Ch the System of Qualiacation Requirements to Officers ami ~~ecialisk of 0rganisations 
Engaged in Profcssional Activity in the Secununtics Market, as well as to individuai Enmpnneurs - 
Professionai SecUritics Market Participants", approved by Resolution No. 28 of the Federai Commission for 
the Sccurities Market of 2 October 1997 [hereinafter Regulation No.281. 
* Rcgulaiion No. 28, para. 2.1 .-2.5. 
lm Ibid., pare 3.2. 
Io' Regulation No. 26, supra note 89, para. 42. 



entitling its speciaüsts to deal with securities;lo2 (7) a copy of its staff stnicture, which 

provides information on the internai structure of the organisation, names of employees, 

the departrnents and positions nIled by them; (8) the document that confkns payment of 

the registration fee; and, (9) a notarised copy of a higher education diploma of the 

cornpliance officer. 

When reviewing the documents of applicants, the licensing authority may require 

additional information on coswners (i.e., founders, shareholders, members, etc.),'') or 

additional information ïelated to the contents of documents previously submitted by the 

applicant . 

The FSC or other licensing authority shall issue the license to the applicant or refuse, 

givkg the applicant reasons for the refusal no later than 90 days after the required 

documents have been s~brnitted.'~ The FSC may deny a license to an applicant on the 

following grounds: (1) incompleteness or falsification of the information contained in the 

application and the registration form; (2) the presence of false or incomplete information 

in the submitted documents; (3) non-cornpliance of the submitted documents with the 

securities legislation of Russia; (4) nomcornpliance of the applicant with minimal capital 

raquirernents &or other requirements of hancial status; (5) a deficiency in the 

applying organisation of internai record-keeping and accounting systems which meet the 

rquirements of the FSC; (6) any cment convictions for mercenary mmes of managers, 

cornpliance officers or expert specialists in the applicant organisation; and, (7) the - - - . - . - - - - - . - - - - . - -. . . - - - - 

'O2 Ibid., para. 4.3.10. Copies of qualification certificates of the specialists are submitted when filing Mth a 
Licensing auîhority, effective 22 A p d  1998. 
'O3 Ibid., para. 43-14. 
'" ibid., para, 4.8. 



detection in the process of liaming of violations of securities legislation by the applicant 

The denial of a license cm be appealed by the applicant to the court.1os 

C. Cornparison of Licensing (RegiStration) Requirements 

From the foregoing, the following cornparison can be made between the Russian and 

Manitoba licensing rquirements of market participants. 

The purpose of registration (licensing) requirements is substantidly sirnilar in both legai 

systems. 

Substantial differences c m  be found in the scope of persons required to register under the 

Manitoba Securities Act and the Federuf Securities Law of Russia The MSA requires 

registration of persons who "trade" in "securities", which avers a wide scope of persons 

such as broker, investment dealer, investment advisor, undemiter, security issuer, 

secuities advisor, salesmen, partner, offica or salesmen of any person in connection with 

a trade in any security, or advising pemm as to investments in a security. The category 

of regisûants, those who must be licensed, under the FSL is confined to persons who 

carry out business in the capacity of a broker and dealer. Regdation of undenmiters, 

investment couasellors, and investment advisors and their activities are not covered by 

the FSL. The lack of regulatory provisions goverring the activity of such market 

professionals means that conduct of their business has been left uncontrolled. As a 

result, investors eagaged in.hh-*tb-them arekft on thek own without the provision. . , 

of legal means that cm be used as an arsenal to protect themselves against the huds that 

Mght occur in the secwities market. The requirements regarding conditions of licensing, 

'Os Ibid., para. S. 1. 



such as educational, general character and financial qualifications, and procedures for 

licensing suitability of such market actors has to be established in Russia so that the 

regdatory authorities can periodically monitor their activities and enforce cornpliance 

with these standards. 

The conditions for registration under the MSA, which are the minimum net âee capital 

requirement, a bonding or insurance r e q h e n t ,  the "know your client'' de, and 

requirements for professional ampetence, differ âom those under the FSL, which is 

limited to the net fiee capital requirment and g e n d  requirements regarding 

professional cornpetence. 

As to discretion in granting registration or licensing, the Director of the MSC exercises an 

extremely broad and unguided licensing discretion committed to him by the M S A . ~ ~  By 

cuntrast, the FSL merely specifies the grounds upon which registration will be denied. 

" M. Q. Coanclly, mpra note 53, regardhg criticism of b o d e s s  d i d o n  committed to iicnising 
authorities in Canada. 



IV. CHAPTER 3: DISCLOSURE REQUIREMENTS 

A. Disdosure (inder the Manitda Securities Act 

Another technique that the MSA uses to protect investors is disclosure of idormation by 

issuers, both in prospectuses issued in comection with initial offerings of their securities 

and, on an ongoing basis, through continuous disclosure obligations and mandatory proxy 

solicitations by management. The purpose of these provisions is to provide investors with 

the information necessary to make rational assessments as to whether to purchase 

securities and, subsequently, whether to purchase additionai securities or to sel1 those they 

have. 'O7 

The need for increased disclosure in secondary markets was stressed in reports published 

in Canada in the early 1960~.'~' The Porter Report highlighted what it considered to be 

inadquacies in securities disclosure in and the Kimber Report recommended 

a requirement for ongohg disclosure including the distribution of periodic hancial 

statements, mandatory proxy solicitation and reporting of insider trading.''0 These 

recomendations were adopted in the Ontario Act in 1967 and in 1968 Manitoba made 

"roughiy ssimilar changes" to its securities legklation. ' l 

'" For more detailed uiformation on tbe reasons for disclosure requinmeais see Wamm M.H. Grovcr and 
James C. Bailiie, "Disclosure Requirements" in Proposaisfor a Skmrities Marker Lmvfor Canada 
(Ottawa: Ministry of Supply and Services, 1979), at 382-93. -....-.-- .... .- .-.----..-. .. 
'O%e ~imber ~ e ~ o r t ,  supra note 37, Part 1, paras, 1.1 1 , 1,12 and 1.16, and Parts ii, IV, VI; Canada, Royal 
Commission on Banking and Finonee: Report (Ottawa: Queen's Priater, 1964) [hacinafter "Porter 
Report1 aat 349-52. 
*" Porter Report, ibid., at 349-52. 
"O Kimber Report, mpra note 37, Paris II, IV and W. 
"' D.L. lohnston, supra note 24, at 24243. Sec MSA, supra note 1, Part X bbPm~ics anci Pmxy 
Solicitation", Part XI "Insider Trading", and Part XII "F'hancial Dklo~111~". 



The objective of disclosure is to make available, on a timely basis, al1 mataial facts the 

Uivestor requires to make an informed investment j~dgnent."~ Disclosure implements 

the broad objective of creating and maintaining confidence in capital markets. The 

Merger Report said that "if securities are evaiuated on the basis of complete and current 

information, the pricing mechanisms of the capital markets operate in a more rationai and 

accurate fashon."' l3 

As mentioned, the disclosure requirements do not stop with production of a prospectus 

upon the initial issuance of securities. MSR provide for continuous disclosure in the form 

of periodic reporting, such as that pmvided by mual  and semi-annual hancial 

statements, proxy circulars, and insida trading reports. Unlike Ontario 's Section 7 5 of the 

OSA, the MSA does not have a section tbat requires timeiy disclosure of material 

changes.' l4 However, reporting issuers in Manitoba are subjected to the timely disclosure 

requkements of the National Policy Statement No. 40 (hereinafter, N. P. No. 40).'15 This 

policy statement requires disclosure of material infornation and provides guidelines as to 

what may constitute material information.' l6 Pumant to the N. P. No. 40, ismers are 

responsible to determine what information is rnateria1.I l7 

112 Meqer Report, supra no te 40, at 1 S. 
Il3 Ibid., at 15-16. 
Il4 OSA, supra note 26. h u a n t  to S. 75, nportiiig issuers are obligeci to provide the investing public wiîh 
tnaterial information concerning their business and a f b h  on a timely basis so that no investor has an 
information advantage over another. The chscmhtion of a press release through a nationai news m k e  is 
nquired immaliately upon the occurrenct of a "materiai change" in the affairs of a nporting issuer. In 
addition, a matcrial change reportmut bedïbishcutiy- k e a h r  (wiw 1 O days gt the latcst) 9th the , 
Commission. Statutoh rcquircmenîs coaCamng timly disclosurc arc s u p p l e m d  by N, P. N0.40.. a 
l " N. P. No. 40 'Timely Disclosure", 27 ûctoùcr 1987, effective 1 December 1987; 4 June 1993, Can. Sec. 
L. Rep. (CCH) P 80-040, at 17,037-1 î,O4 1. 
'16 N. P. NO. 40, pam D. AS to N. P. NO. 40, it was said tha!, 
"Where the rcquircmcnts of the Policy go bcyond the technical requirtnients of existing Iegislation, the 
secun'ties ruiminintrators and stock e x c m  nquest that issuers, thcir counsei, and market profcssioaals 
regard such rrquiiciiunts as guideünes to fohw in orda to ~rsist in the operation in Csiipda of an o p  Md 



The disclosure process, with respect to reports of materid infornation, is intended to 

assure adquate dissemination of idonnation so that there wili not be a period during 

which some persons are able to trade with the benefit of advance idornation, whiie 

others have yet to receive it. To assure adequate dissemination, the information is to be 

disclosed in a period during which there is no trading. Trading should only resume aiter 

there has been adequate dissemination. Consequently, with approval of the relevant 

securities authorities, release of the information may be delayed until the close of üading 

on the relevant stock exchanges. Where the information is disclosed during trading hours, 

trading in the securities of the issuer may be halted for a penod of tirne to allow for 

adequate dissemination of the information.' l 8  

1. Public Offerhg Of Securities 

a) Prospectus Requirement 

The MSA generally prohibits any person or company fiom trading in a security where 

that trading would be in the course of primary distribution to the public of such a security, 

- - - 

fair marketplace which me& the trust and confidence of the investing public." N. P. No. 40 in para A. 
Prudence would dictate cornpliance for issuers who hope to retain continued ready access to Canadian 
capital markets. 
"' Ibid., para. D., N. P. No. 40 provides examples of developments that are I*dy to give rise to materiai 
information: changes in issued capital, stock splits, rcdernptions, dividend decisions, changes in share ...- - .- _ *. . - . . + 

ownership, changes in corporatt structure (such as reorganisations and amaigamations), takesver bids and 
issuer bids, major corporate acquisitions or dispositions, changes in capital structure, bomwing of a 
significant amount of fwds, dcvelopment ofnew pmducts or murces, entcring into or l o s  ofsignincant 
contractp. nmi evidence of significant increases or decreases in oear tem eamings prospect, sifificant 
changes in management, signifiant Iitigation, and major labour disputes. 
"%. P. No. 40. para. E. The length of a trading hait depends on the signi.6cance and complexity of the 
announcement. Howcver, the duration of a trading halt is n o d y  lcss than two houts. 



untii there has been filad with the commission both a prelirninary prospectus and a 

prospectus for which a receipt has been obtained. l lg 

A prospectus is a document which must be givni to any person interested in purchasing a 

security during a primary distriiution. It is the document intendeci to provide information 

relevant to valuing that security, and must provide full, true and plain disclosure of al1 

material facts relating to the secisrity proposed to be issued, in cornpliance with the form 

and content required by the MSA and regulati~ns.'~~ The f m  that the prospectus must 

take is determined by whether or not the company is an industrial Company, hance 

company, investment company, mutual fund or a mining company. The various foms 

which detail the information required to be set forth in the prospectus are containeci in the 

regdations to the MSA. 12' 

The prospectus requirernents of the MSA are designed to meet two main objectives: to 

ensure disclosure of al1 relevant infonnaîion conceming an issue of securities; and to 

ensure that this information naches the investor at a time when he still has an oppommity 

to change his mind conceming a proposed purchase. However, if the information 

disclosed is not in understandable fonn, or if the prospectus containhg it is not delivered 

to the investor, then the large part of its value will have been lost. 

"9  MSA., S. 37(1). 
''O This is required by provisions of ss. 41,52,53 of the MSA and by virtue of the certificates which m u t  
be sigaed and included in the prospectus. 
"' MSA., S. 4 l(2). M e a  Regs.;-supro.note 47,.FormsS, 9A, IO, 11,..L2 a d  .L 2k. . . . . . .. . ... . -.-.. 
"indwüial issuer", "finance ~ompany'~ a d  "naturni resourcc issuer" arc de6ned in Man. Regs. al. _ . _  4 

'" Kimber Report, supra note 37, s-d at page 28 thai "No disclosurc rrquircmcnt, howmr, will k 
effective unies ihc muiting information is pnstnted in a clcar and mdmtandabk manncr. Various 
profasioaals contribute to the information pmvidcd by companies and theu technical language, combined 
with that of thosc engaged in the securitics business, oftcn rcsuits in iafotmation which is diBEicuit for the 
gcneral public to interprct It shodd be the h r i o n  ofsccÉunes regdation to aiaun, so br as practicablc, 
that financial idormation is prcsc~lttd in a form which is undentandable to the iavcstiug public*'. 



b) Prospectus Filing Rquirements 

To determine whether a prospectus is requ~ed, it is first necessary to determine the 

meaning of "trade" and ''secwitf'. If the transaction involves a ''secufitf' and a "trade" as 

they are defined in the MSA, then a prospectus will be required unless an exemption cm 

The defhition of "secuRty" in the MSA is broad. Fifieen separate branches are 

enumerated in the definition, which is inclusive, as follows: 

a) any document, insûwnent, or writing cummonly known as a security; 

b) any document constituting evidence of title to or interest in the capital, assets, 
property, profits, earnings or royalties of any person or Company; 

c) any document constiîuting evidence of an interest in an association of legatees or 
heirs; 

d) any document constihiting evidence of an option, subscription, or other interest 
in or to a securiv, 

e) any bond, debentue, share, stock, note, unit, unit certificate, participation 
certificate, certificate of share or interest, pre-organisation certificate or 
subscription; 

f )  any agreement providing that money received will be repaid or treated as a 
subsaiption to shares, stocks, units or interests at the option of the recipient or of 
any person or Company; 

g) any certificate of share or interest in a trust, estate or association; 

h) any profit-sharing agreement or certificate; 

.- . - 

The definition of "trade*' and "security" are also hdarnental concepts in Manitoba with respect to 
regisüation rcquirement, namely the requirement ihat one he ngistered to '?rade in a security". Discussion 
of the rcgistration cequitCrnent is containcd in Chapter 2. wben the regdation of securities dealers, . . . 
undenmiters and advisers is addressed; but sce supra notes 61-64. 
ûn the meanhg o f b 4 d t y "  sec, for example, V9. Alboîni, Securitits Lmv and Pmeiice, 2" ed. (Tomto: 
CarsweU, 1984) at 0-24 to 043.  For the earlier literaturc on the deennition of "secuRtf', set I P. 
Williainson, supra note 24, at 2 1-33; F. Iacobucci, 'The Definition oCSecurity for Purposcs of a Seeuritics 
Act" in ProposaIsfk a Sécurities Market h f o r  Canada (Ottaw Ministry of Supply and S e ~ c c s ,  1979) 
at 221. 



i) any certificate of interest in an 02, nahnal gas or mining lease, claim or royalty, 
or royalty voting trust certificate; 

j) any oil or natural gas royalties or leases or fractional or other interest therein; 

k) any collateral trust certifiate; 

1) any incorne or a ~ u i t y  contract not issued by an insurance company licensed 
under the Insurance Act; 

m)any investment contract, including an investment contract as d e h e d  in Part XVI; 

n) any document comtituting evidence of an interest in a scholatshp or education 
plan or trust; and, 

O) any option on a fùtures con- in a comrnodity other than 

(i) an option traded on the Winnipeg Commodity Exchange, or 

(ii)an option traded between a rnember of the Winnipeg Commodity 
Exchange, who is tecopnised by the exchange as a fbtures commission 
merchant, and a customer of that rnember; 

whether any of the foregohg relate to a person, proposed company or company, 
as the case may be. 12' 

In considering this definition, certain things should be noted. First, the definition covers 

common type of securities, for example: bonds, debentures, shares, stocks and notes. 

Second, it covers several other specific items which are not as common, for example: any 

certificate in a trust, oil or gas royalties or leases. Third, it contains several ternis capable 

of taking on a very broad meaning including, for example, clause (m) investment 

contracts, is quite gmeral in nature and can encumpass many transactions which may not 

appear to fdl within the traditional notion of a "security". 

The classic definition of an "investment conûacî" is given by the United States Supreme 

Court in SEC v. WX Howey Co., 328 US. 293 (1946): 

[A]n investment tmntract for the purp&e of the Secdties Act meam a contract,- - . -* - @  

transaction or scheme whereby a person invests his money in a common enterprise 
and is led to expect profits solely h m  the efforts of the promoter or a third p-, it 

"' See dehition, MSA, S. l(1). 



being immaterial whether the shares in the enterprise are evidenced by forma1 
certificates or by nominal interests in the physical assets employed by the enterprise. 

In the Howey, the court set out a test, known as "cornmon enterprise" for the 

identification of b'hvestment contract". This test was applied in many subsequent U.S. 

cases and, in generd, in Canadian jurisprudence. This test indicates a potentially wide 

scope for the term "investrnent contract" and t 'us  a wide s a p e  for the rneaning of 

"security" and the application of securities acts. This suggests that courts are inclined to 

take a purposive approach to the meaning of "investment contract", fmding a transaction 

to involve an "investment contract", and therefore a 4bsecurity". 

In that court's view, the definition should be interpreted broadly to meet any purpose of 

the MSA and should not be mbverted by new security instruments designed to avoid the 

application of the MSA or to hstrate the purpose of it. That leads us to the fourth criteria 

of the definition of a "security" is that by its terms it is being only inclusive. 

As with the term "security", '?rade'' is a key term in detexmining the application of the 

requirements to produce a prospectus under the MSA. 'Trade" (and "trading") is broadly 

dehed in the MSA. Subsection l(1) states: 

bYrade'' or 'Wing" includes: 

a) any sale or disposition of or other dealing in or any solicitation in respect of a 

security for valuable consideration, whether the terms of payment be on 

margin, instalment or otherwise, or any attempt to do one of the forgoing; 

b) any participation as a floor trader in any transaction in a security upon the floor 

of any stock exchange; 



c) any receipt by a pason or company registered for trading in securities under 

this Act of an order to buy or seU a secwity; and, 

d) any act, advertisement, conduct or negotiation directly or indirectly in 

Merance of any of the foregoing. 

It is important to note that the definition includes not only "trades", but also any attempt 

to buy or sel1 a security, advertisements and other acts in fkherance of a trade. 

If the transaction can be said to involve a '?rade9' in a "secUrisr", the next question is 

whether the trade in the security constitutes a "prirnary distribution to the public"'2s. 

"Primary distribution to the public" used in relation to trading in secuities, means 

a) trades that are made for the purpose of distributhg to the public securities 

issued by a company and not previously distributed to the public; or 

b) trades in previously i s d  securities of a company for the purpose of 

distributing those securities to the public where the securities fom al1 or part 

of, or are derived fiom, the holdings of any person, company or any 

combination of persons or compania holding a sufficient number of any of the 

securities of that Company to materially affect control of that Company; 

c)  whether the trades are made directly to the public or indirectly to the public 

through an undenirriter or otherwise, and includes any transaction or series of 

transactions involving a purchase or - sale or a repurchase or rage in the course . . -  

of or incidental to such di~tniiution."'~~ 

lzs Ibid., see s.l(l) for definition. 
'*' nid. 



Accordingly, whenever a company offm a security for sale that has not been prevhsly 

distributed to the public, it will constitute a primary distribution to the public and a 

prospectus will be required unless an exemption is available. 

Accordhg to the subsection (b) of Section 1, sales of securities by a person in a position 

of control are also considered to be a "prirnary distribution to the public". This is because 

a position of control over the issuer may give pmons having such control better 

knowledge of the issuer and an ability to alter the value of the issuer. A pmon, or 

persons, in a position to materidly affect control of the issuer may have a tendency to 

manage the affairs of the issuer, or to distort or conceai information, so as to get a higher 

price when selling securities of the issuer. Further, if the sale involves a substantial 

number of secwities, it may have a substantial effect on the market price of the security. 

It may also mean that the control person, who may have been an important factor in the 

success of the issuer, will no longer be controllhg the issuer.'" Thus the MSA requires 

the control person to produce a prospectus in order to provide information about the 

amount of securities sold and the effect of the sale on the control of the issuer. The 

prospectus disclosure is also intended to provide equal access to information necessary to 

assess the value of the securities king sold. The MSA does this by defining "the primary 

distribution to the public" to include trades in previously issued securities fiom holdings 

of any person or group of persons "holding a sufficient number of any securities of that 

company to materially affect control of that ~orn~any".'~* 

In Meger Report, supra note 40, para. 4.04. 
Inwfar as a secondary &tribution by a conml pason is concemed, it is i m p o ~ t  to note haî a control 

penon is deemed to k a puson or company, or any combination of penons or companies, holding a 
sufficient number of securities of thc issuer company to matMally &tct control of that company. In that the 



Numerous exemptions to the reqykement to produce a prospectus are pmvided in the 

MSA and the regdations thereto, or may be available pursuant to discretionary orders of 

securities commissions. These exemptions are provided where the prospectus requirement 

is, for one reason or anotheq deemed to be unnecessary. The prospectus requirement, 

according to the securities laws of Manitoba, is often deerned unnecessq where the 

purchaser of the s e w i t i e s  does not neeâ the protection provided by prospectw 

disclosure. However, if such a purchasa resells the securities, the subsequent purchaser 

may be a person for whom the protection provided by prospectus disclosure is considered 

to be appropriate. 

C) Prdlminpy Prospectus 

Assuming that a distniution is contemplated and no exemption is available, a prospectus 

must be filed with the MSC. The M S R ' ~ ~  set forth in detail the requirements for 

prospectuses of prospective issuers, while the statute itself sets out a requirement for full, 

tnie and plain disclosure. '" 

The actual qualification process begins with the filing of a preliminary prospectus with 

the MSC.'~' When the preliminary prospectus is complete, it is fiIed dong with 

supporthg documents, such as an auditor's cornfort letter, technicai reports, consent 

issue here is not control per se, but the material &éct on that conüoi, in the intemt of providing a more 
objective standard the OSA provides that a holding of more than twenty percent of tht ouistanding equity 
shares in the Company, in the of evidarc to the conhary, will be deemed to matcrially affect 
control of the company: However, MaaItoba does Qot have the twcnty ~dee-gpraMsim(~ee;- - - . . - - . - - - -  
definition of ''~ûiiution to fht public"). Some j ~ i c t i o n s ,  such BJ Ontario, do (me; part (c) of Ontario. - 
definition of "disîriiution") .Set, e.g., Interpretation, S. l(1) (1 1) (iii), Canadian Securities Lmv Reporter 
(CCH) P 450-00 1, at 55,10 1 (1988). For a deîailed examination of the legislation, sec V.P. Alboini, 
Ontario Securifies Lmu (Toronto: Dc Boo, 1980). 

Man. Regs, p II and f o m  9-12. 



letiers, the underWnting agreement, materiai wntracts, a resolution of the board of 

directors (or other goveming body) approving the preliminary prospectus and the required 

financial statements. "* The preliminary prospectus, as required b y Section 3 9( 1 ), 

provides the specific items of disclosure required by the relevant prospectus form as well 

as 'W, me and plain disclosure" of al1 material facts. *" It need not contain "infonnation 

with respect to the price to the undemiter and the offerhg price to the public and other 

matters dependent upon or relating to those prices".'" In addition, it must have a 

prescribed statement in red ink on the outside front cover page indicating that it is not a 

final prospectus, that infonnation contained is subject to completion or amendment, and 

that no semities may be sold until the h a 1  prospectus is accepted."' The Director issues 

a receipt upon filing, although there is power to order the limited form of solicitation 

p d t t e d  upon such filing to cease if it appears to him that a preliminary prospectus is 

defective in either form and ~0ntent . I~~ The purpose of the preliminary prospectus is to 

permit prospective purchasers to study the merits of the securities to be issued and to 

permit underhters to test the market for the sale of such sec~rities.'~' 

''O These regdations cover the items suggesied in the Kimber Report, supra note 37, and in the Porier 
Report, supra note 1 08. 
MSA, S. 37(2). 

* -  - --- ---*.- ...-.- .--.- ...--. 
"* Ibid, S. 50(1) . . -  

"y Ibid., S. 39(1). 
"' ibid., S. 39(2). These are matters that will be affected by prevailing market couditions that may well 
change in the period between the filing of the preliMnary prospectus and the filhg of the f ï ~ I  prospectus. 
'" ibid., S. 39(3). 
13' Ibid., S. 40(1). 
"' Kinber Report, supra note 37, at 46. 



The MSA rquires a "waiting period" of a minimum of ten days between the time when 

the preliminary prospectus is filed and the issuance of a nnal receipt for the actuai 

prospectus, to enable information to be disseminatecl to the market place.138 

During the waiting period, it is pennissible to distrihte notices, circuiars, advertisanents, 

or letiers to prospective purchasers, as long as they ide&@ the proposed s e h t y  and its 

price, if determined, and they state the name and address of the person or company from 

whom purchases can be made and âom whom preluninary prospectuses can be obtained. 

In addition, expressions of interest may be soliciteci, as long as a copy of the preliminary 

prospectus is provided to the intended purchaser.139 The underwiter or other person or 

company distributing a security must maintain a record available for inspection by the 

commission of those to whom a preliminary prospectus has been distnbuted. '" 

13' MSA., S. 38(1). Accordhg to S. 38(3), the director may &ce the waithg periad to a pmod shortcr 
than ten days wherc he considers it is in the public interest to do so. 
"9 Ibid., S. 3%(2) (a), (b), (c ). Thae arc also limitations on the h d  of advcnising ihat can k donc during 
the waiting Pen06 Whether the advertiscments are in newspapers, or on radio or tekvision, al1 they can do 
is iderit* the sccurity, the pricc, whm it can be purchascd and otherwisc soticit expressions of intaest, 
Sec Uniform Act Pol. 2-13 "Adverthhg During Waiting Pcriod Between Prelimhiuy and Final 
frospecnises". According to this policy, every advertiscment is rrquired to include a waming in the 
foliowing context: "A prehinary prospectus reiating to thwc securities has been 6iad with securities 
commissions or simifar authontits in certain provinces of Canada but has not yet become final for the 
purpose of a distniution to the public. This advertisement sbail not constituie an o f f i  to sell or the 
solicitation of an offer to buy, nor shall th= bc any d e  or any acceptance of an offcr to buy thex 
securities in any province of C d  prior to the tirne a receipt for the final prospectus or othcr authorisation 
is obtained h m  b ~ d c m m m n h i m w  similar.authority+ininauck provinceti.Io As;. .Gum6ioiv' 11.9861- -... . :- -. . "Si 
O.S.C.B. 3225; the Ontario anci QiKbec secivities commissions f d  ihat the Uwa had engaged ma - . - - ---. . ... a 
promotional campaign duiing the waiting pcriod which contravencd restrictions on activities during the 
waiting pcriod. Tbe issuer was only tepriaiande& but the Ontario SecUritics Commission noced that it could . 

issue a ce= trade order, refuse to issue a rcceipt for a prospectus, or seek pend sanctions for violation of 
the Act. Thcn may atso bc an action for tescission or damages wbre  such promotional liieraairc coutains a 
misreprcsentaîio~ 
'" MSA, S. 38(4). 



Any material adverse change that occurs after nling the preliminary document 

necessitates filing an amendment within at least ten days, which also must be sent to each 

recipient of a prelirninary prospectus. 14' 

Once the receipt for the preliminary prospectus is issued, staff of the various commissions 

begin to review the prospectus. The purpose of the review process is to determine 

whether the required items of disclosure have been provided and whether any gaps within 

the information are apparent fiom the material filed.'" 

The process could be complicated in national filings if one had to respond to comments 

fkom each of Canada's ten provinces as well as the three tedories. Problems could mise 

with the timing and overlap of comments from the various securities administrators. In 

response to this problem, the CSA released National Policy No. 1 [hereinafter, N. P. No. 

11.'"~ It establishes procedures to be followed when documents are to be cleared in more 

than one jurisdiction. niese were agreed to by various securities regdatory authonties in 

order to facilitate the acceptance of a prospectus in more than one Canadian jwisdiction. 

An issuer contemplating qualifjmg an offixing in more than one province must follow 

procedures set out in N. P. No. 1. It provides that a preliminary prospectus, together with 

the supporting materials listed in the policy, shall be filed, contemporaneously with the 

adminisîrator of each jurisdiction in which securities are to be di~tributed.'~~ The issuer 

selects one of the provinces as the principal juridiction and advises each of the 0 t h  

"' Ibid., ss. 40(2), 40(3). 
"' This regdatory ~ v k w  of the prospectus is not a pa~sing on tbe rnerits of the securities offed nor ù it a 
~restntation that the prospectus contains hil disclosure. 
'' N. P. No. 1, Can. Sec. L Rep. (CCH) PP 470-001, at 57,525 (1991). 
'w N. P. No. 1, para. L(a). 



ju~isdictions.'~~ The principal jwisdiction will then use its best efforts to review the 

material and issue a h t  comment letter within ten daYs.'" Mer the review pmcess is 

complete, the principal jwisdidion issues a "comment letter" or "deficiency letter" that 

the issuer must respond to. The first comment letta will be transmitted to each of the 

other filing jurisdictions and the other jwisdictions will then use th& best efforts to 

advise the principal jurisdiction of any additional cornmentir within five days.'47 On the 

basis of additional cornments, the principal jurisdiction will then prepare a second 

comment letter to be sent to the i ~ s u e r . ' ~ ~  When the comments have been dealt with, the 

principal junkdiction will issue a notice of acceptance for filing of the final material and 

the issuer can then proceed to simultaneously file the final prospectus and supporting 

materials. '49 

d) Contents of the Prospectus 

The MSA contains a skeleton guide to the contents of the prospectus. More detailed 

information is provided by the MSR and policy ~tatements.'~~ Only the most basic 

provisions will be discussed here. The typicai prospectus is a narrative document giving 

extensive background information about the issuer and its operations, as well as a detailed 

description of the proposed use of the h d s  being solicited h m  the public. The MSA 

requires that an income statement, a statement of surplus, and a statement of changes in 

- - 

145 Ibid., para. l@). 
" Ibid., para. 1 (cl: - -  * 

-. ,\ 
. . *\ 

14' Ibid.. para. l(a. " ' ' 
'" Ibid., para. l(e). 
"9 fiid.. para 1(i),O). 
" Sec MSA. ss. 4 1-53; ss. 8 to 37 of the Man. Regs. with F o m  9 to 12; Natiod Policy Statements No. 
1, No. 12, and No. 13, Can. Sec. t Rep. (CCH) PP 470-001,470-012,470-013, at 57,525,57,573,57, 
574 (199 1); Unifonn Act Policies 2-01,2-03,244, Can. Sc. L Rep. (CCH) PP 470-20 1,470-203,470- 



financial positions for each of the 1 s t  five comp1eted years, or such shorter period as may 

be p d t t e d  by the Director, together with a balance sheet at a date of not more than 120 

&ys prior to the filing of the preliminary prospectus of the issuing company, and as at the 

comesponding date of the previous financial year, to be included in the prospectus of an 

issuer other than a mutual f i~d'~ '  Where the Director is satisfied there is sufficient 

justification, he rnay permit the omission of any financial statement required by this 

section.ls2 As D. Johnston says 'rtie heart of the prospectus lies in the accompanying 

financial statements - the balance sheet and statement of profit and l~ss"."~ Section 43 

sets out the basic types of financial statements that must be hcluded in the prospectus.'" 

These statements provide the data which the most knowledgeable investors will use to 

make their decisions. 

Unless express1 y excepted, each financial statement must include an audit or's report 

which must be prepared "in accordance with generally accepted accounting principles 

applied on a consistent ba~is"."~ The auditor is given some guidance as to the contents of 

his report.t56 The hancial statements must also be approved by the board of directors of 

the issuer, as evidenced by the signature of two authorised direct or^.'^^ The Director has a 

- - --- 

204, at 57,775,57,776 (1987). For requiiements applying to statements of material facts, see ss. 45 to 57 
of the Man. Regs. . . . -. 

.....- .. .. . . b* . .  

Is' MSA., S. 43(1),(2), and the Man. Regs. . . . .  .. 
In Ibid, S. 43(3). 
ln D.L. Jobton, supro note 24, at 172. 
'" MSA., S. 43. Set also Scctions 44.45. 
'" Ibid., S. 46 (1). 
" See ibid., S. 46 (3). 
ln Ibid., S. 47. 



discretion to require separate financial statements h m  a subsidiary, w h e k  or not its 

financial statements have been con~olidated.'~~ 

The MSA also provides for the filing of various consents fiom experts involved in 

preparing or certifying the prospectus. This category includes solicitors, auditors, 

accomtants, engineers; appraisers, or any other person whose profession gives authority 

to his statement. Is9 The auditor or accountant who has prepared the audited financial 

statements must also state that he has read the prospectus and has no reason to beiieve 

that there are any misrepresentations in the idormation containecl therein, which is 

derived fiom the financial statements upon which he reported or that is w i t h  his 

knowleàge as a result of his audit?' The Director has the discretion to waive this 

requirement if it would be impracticable or invoive undue hardship. " ' 
The experts involved in the preparation of the documents are rquired to disclose any 

direct or indirect interest they might have in the secwities or property of the issuer or 

a f i l i a t e~ ; ' ~~  and if they anticipate election or appointment to office or employment with 

the issuer or an affiliate, this must also be divulged'? Notwithstanding such disclosure, 

the Director may refuse to issue a receipt for a prospectus if the expert is not acceptable to 

"' Ibid-y S. 49. 
"9 Ibid., S. 50 (1). ... :.i . '1 :: : i ). 
'"Ibid.,s.50(3). ---. . ...-. 

Ibid., S. 50 (2). 
'" Ibid., S .  50 (4). 
'" Ibid., S .  50 (5). 



h i d a  The Director has a M e r  disaetion to require a supplementary consent of the 

expert for any material change in the prospectus affecting the prior 

Findy, each prospectus must contain a certificate sigaed by the chief executive officer, 

the chief financial officer, two authorised directors, and any prornoter, that the prospectus 

comtitutes "fuit, true and plain disclosure" of al l  materid facts relating to the securities 

offered.16' A similar certificate is required h m  the u n d d t e r ,  although it is qualified to 

the extent that it is based on the best knowledge, information, and belief.16' The director 

has discretion to dispense with the signatures of certain paons, to require any person 

who was a promoter of the issue within the two preceding years to sign the certificate, or 

to allow a promoter or an undenmiter to sign by a duly authorised agent?* 

e) Prospectus Delivery Rcquirements 

The prospectus delivery requirements are contained in Section 64(1) of the MSA. The 

statute requires that a dealer, upon receiving an order or subscription for a securïty offered 

in the course of primary distribution to the public, must send the purchaser a prospectus 

before entering into an agreement of purchase and sale, or not later than midnight on the 

second day after entering into such an agreement. The purchaser of securities sold 

pursuant to a prospectus is entitled within two business days fiom receiving the 

prospectus to withdraw fiom the obligation to buy the securities, by giMng the notice of 

- -- - - - -- 

-'" Ibnl.., S .  50 (6). The grounds for rehsal are aot expressly limited to maners of codlict of interest of the 
lcind which could be rcsolved by disclosure; as a d t  ibis section probably permiis îhe director to rehue a 
prospectus on the ground of lack of codidence in the professiod cornpetence of the expert. 
16' Ibid., S. 51. 
'" Ibid., S. 52(1). 
16' Ibid., S. 53(1). 
16' ïbid.., S. 52(4),(5). 



the intent not to be bound to the dealer h m  whom the s&ty was purchased.169 This 

provision provides a period within which the purchaser has the opportuaity to examine 

the final version of the prospectus. In addition to the statutory prospectus delivery 

reqwements, every prospectus is required to contain a staternent of the purchaser's 

withdrawal rights'", and rights to rescission or damages where a prospectus, or any 

- * 

amendment of it, contains a mi~re~resentation'". 

During the period of primary distribution to the public, the prospectus is required to be 

amended to reflect any materiai changes."* The distriiution of securities unda the 

prospectus can continue for a period up to twelve months fiom the date of the receipt for 

the preliminary prospectus, or fiom the date of the last prospectus relating to the security 

filed.'" Afier such a period Mer distributions of the security carmot be made without 

renewal of the prospectus. l" 

f) Director's Discretion 

In addition to the requkements of full, tme and plain disclosure, the acceptame or 

rejection of a prospectus by issuing or withholding a receipt is also subject to the 

discretion of the Director. His discretion - to accept or reject a prospectus - is enormous. 

The Director can refuse to issue a final receipt if if aPpearsearSto hün that it is not in the 

public interest to do so."* In addition, according to subsection 61(1), the Director may 

refuse to issue a receipt for any prospectus filed if it appears to him that certain proscribed 

'* nid., S. 64 (2). 
''O iûid., S. 64(9). 
17' Ibid., S. 65(1). 
In ibid., S. 55. 
'" Ibid., S. 56. 
'" Ibid. 



situations exist. These situations include: (1) nonampliance with statutory requirements, 

or misleading, false, or deceptive statements; (2) unconscionable consideration paid for 

promotional purposes or the aquisition of propertr, (3) net proceeds of the distribution 

are insdlicient for the purposes stated in the prospectus; (4) failure to enter necessary 

escrow or pooling agreements or to lodge proceeds in trust; (5) in the case of a prospectus 

nled by a finance company, if the Director is not satisfied with the plan for distribution of 

the securities, the m a ~ e r ,  terms, and meam by which they are s e c d ,  or if it fails to 

meet requirements and conditions specified in the regulations.176 

The person who files the prospectus is entitled to a hearing with respect to a refusal of a 

receipt for a prospectus.'77 

2. Continuous Disciosure Under the Manitoba Securities Act 

Continuous disclosure provided in seauities legislation falls into two categones. n ie  first 

is regular disclosure, which must be made at predictable fixed intenais. It includes annual 

financial statements filed within a specified time fiom the end of the issuer's fiscal year, 

the interim financial report which must be published within a specified number of days 

fiom the ending of the first six months of the fiscal year, and the proxy information 

circular which must accompany the solicitation of proxies within prescribed times, prior 

to the issuer's annual general meeting of shareholders, which must itself be held within a 

specified nurnber of months from the issuer's commencement of operations or the 1st  
..... -.-. --. ..-.... . ...-. 

. .* 

annual general meeting. 

17' The words "uniess it appeen to the Director" are Udicative of ibis wide lceway to intnpret. 



The second category of continuous disclosure is irreguiar and somewhat unpredictable, 

because it is triggered by a material event or change in the issuer's affairs. The N. P. No. 

40 lists several developments that are likely to give rise to material information. Such a 

change may occur under the issuer's control, as weil as beyond its control. Examples of 

conirolled change are the incorporation of a new subsidiary, the dechration of a dividend 

Uicrease, or some types of take-over bids. Examples of uncontrolled change are an 

explosion destroying an issuer's plant or some types of labour disputes and lawsuits. 

a) Annual Financial Statemenb 

Section 120(1) of MSA requires a corporation to provide regular financial d isc lo~ure .~~~ 

A corporation must file with the commission annually, within 170 days of financial year- 

end, audited financiai statement~."~ Ail filed financial information is open for public 

inspection at the offices of the MSC during normal business h~urs."~ The access to the 

information is facilitated through the use of the System for Electronic Document Analysis 

and Retrieval (SEDAR), launched in J a n q  1997. It is a network, communications 

system and retrieval database in one, that makes possible the UIlf01ding of the 'tirtual 

"' Author's note: in praçtice if the Director has a concem, it is g e n d l y  aâdrcssed ihrough the comment 
process. 
l n  MSA, S. 61(2). -. .+ '" In contrast to the cl6sed eystem statutes of îbe b d ~ ~ ~ l i ~ t s d - p f ~ v i n c t s ~ M S A ~  in sëction :120(-L):rcfers t0.a.. . . . . . . . . . . . .... .. . 
"corporation" which meam "a company (a) ib has issuad cquity shares that. ..[wcre] distniuted.in the .. . 

course of a primary dismbuton to the public, in mpect of wbich eiîher a prospccbs is filed with the 
commission and a receipt thcrcfor obtained or a statement of matenal k t s  is filed with and acceptecl by thc 
commission; or (b) any of whose shares are listed and postal on any stock exchange in Manitoba 
recognistd by the commission": MS A., S. 1 l8(L). 
'" MSIL, S. 119. 
'" Ibid., S. 134. 



national commission" since filin@ that previously required ten separate filings now 

require ody one electronic filing. Use of SEDAR, with a few exceptions, is rnandat~r~.'~' 

h u a i  financial statements must be mailed by a corporation to its shareh~lders.'~~ The 

m u a l  hancial statements must also provide comparative figures for the previous year 

and must contain an incorne statement, a statement of retained eamings, a statement of 

changes in financial position and a balance sheed" Requirements as to type and content 

of financial statements are detailed in the reg~lations.'~~ The annual statements must be 

audited and accompanied by a proper report der a full review in accordance with 

generally accepted accounting principles.'8s 

A corporation shall file with the MSC, within skty days of the date to which it is made, a 

copy of a comparative six month interim hancial  tat te ment.'^^ The statements must also 

be distributed to shareholden within sixty days of the date to which they are made."' 

However, there is no requirernent that semi-annual financial statements be a~dited."~ The 

statements need to include a statement of source and application of fùnds, an incorne 

statement and a statement of changes in financial position.'89 

"' For more information on SEDAR - see, Vincent & Guttormson, supra note 44. 
'" M S k ,  S. 130(4). 
Is3 Ibid., S. 120(1). 
IM Ibid, S. lZO(1). The statements have t be prepared accordkig to "Generaily Accepted Accounting 
Principles" [hereinafter "GAAP'q. The MSA., ss. 121-29 sets out some specific rquircmenis for the 
Eiaaocial statement. 
'" Ibid., S. 1 19. 
'" Ibid., S. L29(1). 
'13' Ibid., S. 129(5), Man. Regs., supra note 47, S. 59. 
lu' MSA., S. 1 19 @y hplication). The interim statemcnts do not have CO be auditcd but must be prcparcd in 
accordancc with generally accepted accounting principlcs. 
'" Ibid., S. 129(1). 



C) 'Early Warningn Discimure System 

Umler the MSA, if any person aquues ten percent or more of the shares of any class of 

equity or voting shares of a reporting issuer, a press release is required, and subsequendy 

a report filed with the commission within two business days, indicating the aquirer's 

holdings and intenti~ns.'~' Each t h e  the beneficial shareholdings are increased by two 

percentage points, up to a twenty percent threshold, the aquirer must file a subsequent 

press release and file a report with the commis~ion.'~' This disclosure obligation is 

known as the "early warning system". Once the tw-enty percent tbreshold is reached, a 

person is deemed, in the absence of evidence to the contrary, to be a "control" person, and 

can only aquire M e r  shares by making an offer to al1 shareholders (i.e., a take-over 

bid) or under other limited and presaibed circumstances that are designed to prevent 

"creeping talesvers" and takesvers in which significant control premiums are paid to 

some but not al1 shareholders. lg2 

This system of disclosure has the effeît of giving the target corporation an early waming 

of any potential take-over and can signal to others the potential gain or loss fiom 

aquiring the target. This will increase the potential for cornpethg bids and will allow 

target management more time to engage in defensive tactics. 

'" Ibid, S. 92(1). The fom of press relcase and mtaining information therein are p n s a i  by S. 109 of 
the Man. Regs., supra wte 47, as amendcd S50-159/89. - - 

19' MSA., S. 92(2). 
In Set Chnptcr 5 for a discussion on the takt-ovcr bid rcgulation in Manitoba. 



a) The N d  for Prory Regulation 

A proxy is a document which gives a person named therein (the "proxyholder") the power 

to exercise the vote of the person who signs the proxy. The proxyholder mu t  exercise the 

vote in the mamer indicated in the proxy. In the context of shares, a shareholder may, by 

proxy, appoint a person to exercise the voting rights attached to the shares held by the 

shareholder. 

in widely held corporations it is cornmon practice for management to solicit proxies. In 

other words, they would send a fom of proxy, naming management's nominee as 

proxyholder, to shareholders and ask them to sign the form and retum it. This allowed 

management to ensure that sufficient shares would be represented at the shareholder's 

meeting to satism quorum requirements and thus ensure that the necessary business of the 

meeting would be completed in accordance with its wishes. Occasionally a dissident 

shareholder, or group of shareholders, might seek to influence the voting by soliciting 

proxies. 

Concems arise with respect to the marner of solicitation of proxies by management or 

others. For instance, management proxy foms often only provide a space for voting in 

favour of management's proposed resolutions. Shareholders wishing to vote differently 

would have to prepare their own foms of proxy. It was also argued that those soliciting - 

proxies often did not provide adequate information for the shareholders to make an 

informed decision on whether to vote in favour or against proposed resolutions. 



The importance of proxy regdations is discussed in the ~imber  ~ ~ o r t . ' ~ ~  The case in 

favour of the enactment of legislation goveniing proxy solicitation was the strong one, 

and the Kimber Cornmittee made a complete set of recommendations as to the form and 

content of such legislation. It mggested the form of the proxy itself; the information 

which should be furnished by management or other shareholders prior to a meeting of 

shareholders, if proxies are solicited; the form in which such information should be 

represented; and whether or not public companies should be reqWred to solicit proxies, 

that is, whether or no t forms of proxy should be required to be forwarded to shareholders 

at the time of calling a shareholders' meeting. 

The Cornmittee's remmmendations, which were followed in the MSA, dealt with three 

main areas: the question of whether proxy solicitation should be made mandatory on the 

part of management and dissident shareholder groups, the nature and detail of the proxy 

form itself, and the disclosure of information which should accompany the solicitation. 

19' U.S. Federai practice with regard to proies significaritiy influenced the Kimber Cornmittee in its 
analysis of the Ontario scene. It cited approvhgly the conclusion (para. 6.04. h m  Loss, vol, 2, pp. 857-8) 
of Professor Luss on this topic: 

"Corporate practicc bas corne a long way h m  the common law's non- recognition of the proxy 
device. The widcspmd distribution of corponitt securitties with concomitant scparation of 
ownership and management, put îhe entire concept of stockholdcr's meeting at the mercy of the 
p m y  imüumeg. This makes the corporate proxy a tremcndous force for good or cvil in our 
economic schemc. Unregulated, it is an open invitation to seif-papetution and irrtsponsibility of .+.. - . 
management. Properly ciicumscribed it may well tum out to be the salvation of the modem 
corporate systm." 

For quotations h m  L. Los, Securities Regdation (2nd ed., 196 1) Vol. 0, p. 857, and p. 1027, deaüng 
with the importance of the pmxy des, see thc Kimber Report, supra note 37, paras. 6.04 and 6.17. in 
considering what information management of the Company should make amilable to shareholders at the 
time of calling meetings of shareholders, the Kimber Cornmittee quoted thc folloyiag statcment of _ 
Professor hss,  made in the context of the U.S. proxy ieghewhich iduencedthC Cdhimittet's dehion in 
making a recommendation tegafding the proxy des.  He said (ibid., at p. 1027): ' 

4 

'The proxy da arc very likely the most effective disclosure device in thc SEC scbcm ofthgs. 
The pmxy literahirc, unlikc the application for ngistration and the statutory repris, gets into the 
h d s  of invwtors. Unlike the Securities Act prospectus, it gets chen in tune. It is mon readable 
than any of these orber dacuments. And it gets to a gnat many people who never sec a pmapcchis. 
Moreovcr, there arc indications in boih management and judicial artitudes that the indirect 



The purpose of disclosure in the securities regdation area by means of proxy solicitation 

is to contfiiute to the effective use of the contractual and statutory rights which the 

security holder hm, with respect to the issuer. The most obvious is the right of the 

cornmon shareholders to elect the directors of the company. In response to these 

concerns, both coprate and saninties laws have responded with requirernents for the 

fom of proxy and information that must be d e d  a 'proxy circula? or "information 

circuiar". Proxy solicitation requirernents are designed to give shareholders the 

oppomuiity to participate in the process of voting as much as they can while not actuaily 

being present at the meeting. 

b) Prory Solicitation 

Part X of the MSA provides the proxy provisions for rules that apply to the same 

categories of companies which are the subject to continuous disclonire requiranenîs. 19' 

The method chosen to implement mandatory solicitation in Manitoba was to require that 

a prescribed proxy form and information circular accompany or precede management's 

notice of meetings to shareholders. The MSA requires management of a corporation to 

send a fom of proxy, by prepaid mail, to security holders whose latest address as shown 

influence of the proxy des, ihrough k i r  infiltration of the gencral law of notice to sccurity 
holders, may in the long nrn be more signincant than theù direct impact." 

'" MSA., S. 104. 
19' ibid., section 100. In Part X "ProXies and Pmxy Solicitation"corporation" means a company 

(a) that has issued quity sharcs chat since Febnmry 15, 1969, arc distn'buted h the cowse of a 
primary disüi'bution to the public, in respect of which eiiber a prospectus is 61cd with ihc 
comm~ssion and a receipt therefor obiahcd or a statement of m a W  fàcts is filed with and 
accepteci by the c o ~ s s i o n ;  or 

(b) any of those shares an listai or partcd for osdiag on any stock exchange in the pmviiw 
re~og~sed by the commission. 



on the books of the corporation is in the province and who are entitied to vote on the 

matters to be decided at the meeting.'% 

In the case of solicitations by persons or companies other than management, it is only the 

information circular that is ~nandator~.'~' An information circular m u t  be in prescribed 

f o m  and follow guidelines se$ out in the MSA.'~* In a management solicitation of 

proxies, the informaton cimilar must accompany notice of the meeting, either as an 

appendix to the notice or as a separate document, and must be sent by prepaid mail. Any 

other solicitation mut  be sent mncurrently with or prior to the so~icitation.~~~ 

c) Form of Proxy and Information Circular 

As to the form of proxy, there are certain requirements set out by the Act that have to be 

strictly followed. The MSR detexmine the content of any idormation circuldoO The 

form of proxy must (1) indicate in boldface type whether it is solicited b y management, 

(2) provide space for dating the form of proxy, and (3) provide means whereby the 

shareholder cm specify in the proxy or infornation circdar, or confer discretionary 

authority upon a nominee to so vote, provided that the proxy or information Circular 

indicates in boldface type how the nominee intends to vote?O1 No proxy can confer 

authority to vote (1) for the election of directors unless bona fide nominees for those 

elections are named in it, or (2) at any meeting 0 t h  than that specifieâ in the notice.202 Tt 

'%md., 3, l O ~ ( ~ ) ~  - - -  +- - - - - <  t i  

'" Ioid., S. 102(l)(b). 
19* Man. Regs., supra note 47, Part UI, S. 38. An information circuiar must contain the information set foc& 
in Fonn 13. 
199 MSA., S. 102(1). 

Man. Regs., S. 38 to 42. 
'O' MSA., S. 104 (a), (b). 
202 fbid*. S. 104(d). 



must also indicate in boldface type that the shareholders have a right to appoint a person 

other than the person designated as a nominee and to contain instructions as to the 

manner in which this right can be e ~ e r c i s e d . ~ ~ ~  A proxy can confer discretionary authority 

with respect to amenciments or variations to matters identifid in the notice and in other 

matters which may properly corne before the meeting. If the solicitor of the proxy is not 

aware, within a reasonable time pnor to solicitation, of the new maners, a specific 

statement must be made in the proxy or information circular that accompanies it that the 

proxy is confaring that discretionary a u t h ~ r i t y . ~ ~  

No solicitation of proxies, whether by management or otherwise, may be made unless an 

information circular is sent to each shareholder whose proxy is ~olicited?~~ The form and 

content of this document are governed by the MSR and must contain information that is 

not obtained more than thirty days pnor to the date of first distribution of the circ~lar?~ 

The stipulated form details items for information which must be clearly presented 

according to instructions contained therein. These include: revocability of proxies; 

persons making the solicitation; interest of directors, O fficers, nominees, and companies 

in matters to be acted upon; voting shares and principal holdings thereof; election of 

directors; remuneration and indebtedness of management and others; interest of 

management and others in material transactions; appointment of auditors; and 

management contractdo' 

'O3 Ibid., S. 104(f). 
2M Ibid., S. 104(c). 
2os Ibul., S. lOZ(1). 
" Man. Regs., supra note 47, ss. 3 8-39. 
'O7 Ibid., Form 13. 



The substance of each matter to be subrnitted to the shareholder, apart fkom the approval 

of financial statements, shouid be briefly described in sufficient detail to p d t  the 

shareholders to form a reasonable judgment cunceming any of the matters. These include 

matteas such as aiteration of share capital, charter amendments, properiy aquisitions or 

dispositions, malgarnations, rnergers, or reorganisations. Where a reorganisation 

restructuring is involved, reference should be made to a prospectus form or isswt bid 

form for guidance as to what is mataial. 

The iafonnation circular and any other material distributed by the soliciting party in 

co~ection with a meeting must be placed on public file with the MSC when it is h t  

mailed?08 The requirernent to fiie "al1 forms of proxy, information circdars, notices of 

meetings and other communications" sent to shareholders will keep the MSC infomed of 

al1 written communications between management and the shareholders, and in particular 

communications by groups competing for proxies.209 

It is an offence unds  the MSA if the management of the corporation fails to provide 

shareholders with appropriate information concerning matters to be acted upon at a 

meeting of shareholder~?'~ In addition, it is an offence if any statement made in any 

information circular that, at the time and in the light of the circumstances under which it 

is made, is a mi~representation.~" 

2m MSA., S. 106(3). n ~ s  requirctaent appües co manag~tll«lt and any non-mansgmicat group tbat soiicits 
gxies .  

Alboini, Ontario Secun'ties Acr, supra note 128, at 523. 
*Io MSA., S. IO l(2). 
"' Ibid.. S. 102(4). 



4. Sanctions with Respect to Contlnuous Disclosun Requiremenb 

There are several possible sanctions for failure to comply with continuous disclosure 

requirements or for misrepresentations contained in documents filed pursuant to 

continuous disclosure requirements. A failure to comply with the continuous disclosure 

requirernent~~'~ or, a misrepresentation in the required disclosure document, can lead to a 

pend ~anction.~" Cornpliance orders can be obtainedO2" The MSC could also issue a 

cease trade order?' 

Currently, the MSA has no provisions that provide liability for misrepresentations in 

secondary market disclosure documents such as financial statements, proxy circuiars, 

insider trading reports. However, there are changes being proposed to Canadian (and 

Manitoban) securities legislation with regard to liability for misrepresentations in the 

continuous disclosure documents, afier the Toronto Stock Exchange in its recent report 

recommended that issuers of securities, and their directors and senior officers, should be 

liable for misrepresentations contained in continuous disclosure rnaterial~.~'~ If a public 

company issues, for example, a press release which contains erroneous idormation, and 

investors buy or sel1 securities based on such erroneous information, the company, its 

directors and senior officers may be liable to investors for any investment losses as a 

result thereot217 The rationale for such new legislation is to provide investors with 

'12 Ibid, S. 136(1)(c). ..-... -. -. -- . . . . . . 
*" Ibid., S. 136(1)(b). 
"' ibid., S. 152. 
"* Ibid., S. 148 

Final Report of The Cornittee on Corporate Discloswe ofllie Toronto Stock Eichange "Responsible 
Corporatt Disclosme: A Sc~rch for Balance'', [hereinaficf "The Final Re* ofthe TSE'J (Toronto: TSE. 
March 1997). 
2'7 Ibid. 



redistic remedies against late, absent, misleadhg or false disclosure in the secondary 

markets, whenz the vast majority of trading takes place, given that continuous disclosure 

is so important and heavily relied on2'%e principal difference between current 

comrnon law ranedies and a statutory regime is that investors would no longer have to 

prove that they relied on the documents or statements in question. P r o h g  reliance is 

ofken the most difficuit challenge for investors trying to sue companies in such cases.219 

Under the proposed statutory regime, investors would be deemed to have d e d  on the 

disputed disclosure, rquirhg t h m  only to prove that the disclosure itself contravened the 

law?' Issuen would be liable for core documents (ix. the prospectus, circular, annual 

information f o w  financial statements, and management discussion and analysis), plus 

secondary documents like quarterly reports, material change reports, press releases and 

annual reports, plus oral information in speeches, to the media or in conference ca l~s .~ '  

Total liability would be capped at $1 million or 5% of market capitalisation for 

companies, and $25,000 or 5% of annual remuneration for directors." Extreme masures 

that Canadian stock exchanges undertake - halting trading or delisting a stock - often 

come after the fact, and the subsequent investigations take a long t h e  and often do little 

good for investon. Statutory liabiiity could provide preventive protection.w For one 

thing, whiie statutory liability would make it easier for issuers to be called to task, it 

'la lbid., paras. 1.1-1, I.42,- p;-3; -- - - - - - 

*19 Ibid., paras. 4.20-4.25. pp.33-34. 
220 Ibid., S .  2(2) of the "Proposcd Dnft LegisLiion" in llie Final Report of the TSE, s u p  note 216, p. 66. 

Ibid., paras- 6.16-6.2 1 .  

" Ibid., para. 2.4, cbaptcr 6, paras. 6.57-6.62, S. 3 ofthc "Proposed Dr& Lcgislation", mpm note 220, pp. 
68-70. " George Koch, ''Canada Closer to Tightcr Disclosurc" The Inviesiment Execunnve (July 1998). at 6. 



would also place strict limits on settlements. That would provide greater certain@ to 

issuers. 

B. Disdosure Under The Federal Securities Law of Russia 

Issuer disclosure falls into two categories. The first involves the o f f h g  process and the 

required contents of the prospectus used in the distribution of shares. The second category 

involves wntinuous disclosure to the market, 

1. Registration; Prospectus; Public Announcement 

The ideology of the MSA is the same as that of the FSL because of its provisions for 

registration of securities and disclosure of essential information regardhg these securities. 

The FSL elaborates and refines the process for the issuance of securities previously set 

forth in Regulation No. 78,224 Instruction NO. 2,221, and Decree 123Xu6 The FSL, 

however, does not exempt any primary distributions from registration; this is one 

departure from Manitoba law. Al1 issuances of securities by companies regardless of the 

type and the arnount of an offering require registration." Even if securities are not 

publicly offered, the issuer must nonetheless register its resolution to issue the securities 

" Regulation No. 78, m p  note 97, this is îhe tht  legai act which cegulatcd matters on the securities 
market prior to the adoption of the Federal Securities Law. 

Ministry of Finance instructions No. 2 ( 1992) (as amendcd on 27 June 1993,4 Febniary 1993 k 15 
November 1993). 
*6 Decree of the Presidcnt of the Russian Federalion "0n Protecting interest of investors" Vedomosti 
RFFSR, No. 1233, No. 4 (1994). ._ . .__ _ _ _  _...__ _._ .___ " The MSA and ceguktions adopted theremder exempt h m  regkitration certain o f f e ~ g s  of securitits. 
For instance, section 19(3) States rhst "registmtion is not rrpuirrd in respect ofa trac& wbere the purchaser 
is a penon, other tban M individual, or a Company that p u c b a ~ a  for invesmicat only and not vnth a vkw to 
tesale or distribution, if the trade is in a security which has an aggregate acquisition cost CO thDt purcher of 
not kss tban S 97,000.*' This exemption W extended to individuais under S. 90 ofîhe Man. Rem. As the 
U.S. Supmne Court explaincd in SEC v. Rahton PunM Co., (1953). 346 U.S. 1 19, ihis exemption a p p k  



unda the FSL with the FSC or an authorised registering agency.=' This provision of the 

FSL is also different fiom Manitoba where, for example, private companies need not 

register th& shares prior to a non-public distribution. I f  securities are publicly offered by 

a domestic issuer in Russia, the issuance will require registration under the FSL and the 

filing of a prospectus.ug 

Private placement and limited offering exemptions may becorne useful in Russia, where 

many potential issuers are unable to aiTord the registration cos& of a fully registered 

public offering. Nevertheless, the makers of the FSL prefened to globalise the registration 

of securities requiremenis. The rationale behind this decision is not hard to find: the 

Russian securities market has no background in informationai efficiency or full disclosure 

of essential information. As mentioned earlier, the FSL is desigied to prohibit abuses and 

fiaudulent practices that do not yet exist in the market but that are expected to occur once 

the market develops. Under the circumsfances, the traditions of economic glasnost (Le., 

full and accurate disclosure of information) can be created and developed only through 

rigid gove~llfnental enforcement of disclosure requirernents, a goal that can be achieved 

only through strict registration requirernents with w loopholes. 

It is possible that at some later stage in the development of the Russian securities market 

such comprehensive registration of securities requirements may adversely affect 

- - - - -. - - - -- 

to private p l a c e m e n t $ o f ~ t i c s w h ~ r t  the pttrchascnofthc sccuritics.do.not nccû-the pmteution.of the - - .r . .-- .-- . -.- - .  .. 
registration provisions o f  the Act. 

See generally FSL, supra note 2, arts. 16-18. Issues ofsecuritia which have not buxi registered in 
accordance with tbe tequCmcnts of the prescat Federal &uritia Law shaü not be placed. Ibi'd., art. 18, 
&O art. 24. The huer may only commcnce the placement of sccurities a f k  thcir issue has been registmd. 
ne Ibid., art. 16. Senaitics issucd by foreip issuers rnay be acccpted for circuiaîion or initiai placement on 
the Russian secm-tics market of the Russian FcQation markets after the issue prospectus of these secwîtiea 
has been tegistercd with the FSC. 



expansion of the market, justifjbg the introduction of exemptions to registration." 

Presently, however, the objective of preventing h u d  and manipulation in the securitia 

market at the early stages of its development may justi$ the rigidity of the Russian 

securities laws. 

The FSL delineates the registration procedure fiom the issuance of secwities. The issuer 

must register its 'kesolution" embodying the decision of an issuer to issue securities. To 

be valid, the issuer 's resolution must include, inter dia, the oame and legal address of the 

issuer, the date of its decision to issue securities, the rights confmed by the sec- on its 

owner, the procedure for placement of the securities, the issuer's~obligation to secure the 

rights of the owner, and the number of securities to be issued."' Where securities are 

issued in documentary forxn, a sample certificate must be filedu2 The certificate must 

include most of the elements of the resolution and whether or not the securities are issueci 

in documentary fom, with or without compulsory centralised ~ t o r a ~ e ? ~  Both bearer and 

registered securities may be issued. 

The legal significance of a registered decision is that it certifies the rights conferreci by the 

security on its owner. In the case of certified securities, the decision and the certificate 

together cd@ such rights. However, Ui case of conflict, the certificate c o n t r ~ l s . ~ ~  This 

provision is designed to protect the rights of security holders in the face of changes in the 

The ngistration requMamt of~ceurities in Manitoba was ais0 fairy rigid This prevented small issuers 
h m  acc6sing the capital markets. As a mult, additional exemptions h m  the registration requirements 
were introduced Uito the Man- Regs. in 1986 (S. 9 1). 
U1 FSL., supra mie 2, art. 17. 
u2 ibid. 

Ibid., art. 18. 



issuefs constituent documents. A significant investor may be able to negotiate for charter 

amendnient protections as weli. When an issue of securities is registered, the issue is 

dlocated a state registration n ~ m b e r . ~ ~ ~  

If Russia wants to have an efficient pNnary market, one that assures the optimum 

allocation of financial resowces in the economy and at the sme time establishes the 

conditions and practices in the market that best serve the investing public, it is necessary 

for them to strengthen registration mpirements for issues and increase the 

account~bility of issuers to investors. 

Prospectuses should be publicly available to potentiai investors right after they are 

submitted for registration (i.e., to forbid sale of secwities before they are registered), 

waming potential investors that a registration process is on and that changes in the 

prospectus are pos$ble. In best interest of investors, the registration should be refiised 

if a prospectus does not contain adequate information, and if an issuer cannot or is not 

willuig to eliminate the material defeds in the prospectus. 

The oniy standard that the registration authority should be lookiag for is that the 

information provided in the prospedus is a full, tme and plain disclosure of all "material" 

facts relating to the newly distributed securities, to ensure that potential invators can 

make an infonned decision. 

Ibid. 
Us Ibid., art. 20. 



b) Prospectus F h g  And Approval 

If securities are publicly offered by a domestic issuer in Russia, the issuance requires 

registration under the FSL with the FSC and the filing of a prospectus. A prospectus must 

be registered 'Yf the securities are placed with an unlimited number of owners or if it is 

known in advance that the number of owners will exceed 500, and also in cases where the 

total issue volume exceeds the value of the minimum wage by 50 thousand tirneda6 

This constitutes a "pubiic offering" in Russia A prospectus also must be registered if a 

foreign issuer is placing the securities issuance, whether or nat the securities are publicly 

~ffered.~~' 

The FSC has adopted regdations that provide generai guidance for registration and 

preparation of prospectuses by joint-stock c ~ m ~ a n i e s . ~ *  The registering authority must 

either register the issue or to provide grounds for a decision to refuse registration not later 

than thirty days a h  the date of receipt of the relevant docu~nents.~~ During this period, 

the registering agency does not conduct a merit review of the o f f e ~ g .  Instead, it reviews 

the application for completeness of the information required and ensures the cornpliance 

of the prospectus as to fom and content with the law. 

Ibid., art. 19. This represeats a liberalisation of pnor law, which required a prospectus for an o f f e ~ g  to 
more chan one hundrcd puchasers or for any issue of 50 million rubles or more. 

Ibid., art. 16. 
Postanovlenie Federaiaoj Komissii po T s e h  Bumagarn No. 19 bbStandarty e&ii aktsiy pn 

ucbmhdenii aitîsioacmikh obshestv dopolnitelnykh aktsiy, obligatsiy I ikh pmpektov emiscii" [Fedcrai 
Securities Commission Regdation No. 19 "SSiandar of ihe Issue Shares upon Formation of Joint-Stock 
Companis, Issue of Additional Sharcs and Bo& and Model Stock Prospectus'l(17 Septemba 1996), 
Vkstnik Federalnoj Komissii Po Rynku Tsennykh Bumag, No. 4 (22 Octobcr 22 1996) @meinaAcr, 
Standards]. 
U9 FSL., mpm note 2, art. 20. The thirty-day limit proma the issucr against burcaucratic kfficiency of 
the goverment, 



A decision to refuse registration may be appeaied in a court or arbitrage tribunal.2m The 

grounds on which the FSC may refbse to regista an issuance of securities include: (1) 

violation by the issuer of the requirements of the securities legislation of the Russian 

Federation; (2) any suggestion in the nled documents of information that the conditions 

of issue and circulation of the securities are in conûadiction with the law, or that 

conditions in the issuing of the secwities do not conespond to the terms of the Federal 

Securities Law; (3) failure of the documents presented a d  the information contained 

therein to confonn to the rquirements of law; (4) the inclusion in the prospectus, or the 

resolution to issue securities or other documents which represent the basis for the 

registration of the issue of securities, of titlse information or information which does not 

correspond to the ûue facd4' 

c) Contents Of The Prospectus 

The FSL requires the issuer to provide dl pualified information about the issuer and the 

conditions of the issue in a The contents of the prospectus are prescribed 

by the FSL and by regdations of the FSC?" The FSL requires that a prospectus include: 

(1) information about the issuer's legal statu, signifiant shareholders, management, 

subsidiaries and branches; (2) hancial infonnation about the issuer, and, (3) information 

about the offering. 

2'G Ibid*, art. 2 1. 
"' fbid., art. 21. The grouado for denial pmvidcd in the FSL are tssentidly the same as those set forth in 
Instruction No. 2, supra note 225. 
''' Ibid., arts. 19,22. 
243 Ibid., arts 22,42(2). 



Information about the issüer must include: the issuer's name and legai address, and the 

names of its founding partners; the nurnber and date of the certificate of state registration 

of the issuer as a legal entity' information about holders of five percent or more of the 

issue's authorised capital; the issuer's management structure; the names of its directors 

and officers, their experieace, and their interests in the isswr's authorised capital; a list of 

al1 legd entities in which the issuer owns five percent or more of authorised capital; a list 

of al1 of the issuer's subsidiwies and branches; a list of affiiiated cornpanies, the issuer's 

main business activities, and its material contracts? 

Financial information about the issuer must include: (1) the issuer's balance sheets and 

financial reports concerning its business, for the last three complete financial years or for 

a newly established Company, for each complete financial year sina the resolution to 

issue securities was made; (2) a report on the sources and the use of the assets of the 

reserve fuad for the last three years; (4) the issuer's overdue debts to its creditors and of 

payments overdue to the goverment at the date on which the decision to issue secunties 

was adopted; (5) information on the issuer's authorised capital (the amount, the number 

of securities and iheir nominal value) and the owners of the sebties,  whose shares in 

the authorised capital exceed the noms established by the anti-monopoly legislation of 

the Russian Federation; (6) a report on previous issues of secunties by the issuer, 

including the types of the securities issued, the number and date of the state registration, 

'* Standards, supra note 238, attachent 3, paras. 26-30. 



the volume of the issue, the number of securities ismed, the tams on which dividends are 

paid and other rights of 

The same article requires inclusion in the prospectus of the following Wonnation about a 

forthcornhg issue: a description of the securities, including the fom and type of 

securities offered, indicating the procedure for storage and the accounting of rights in the 

securities, the total volume of the issue, and the quantity of secwities in the issue; the date 

on which the resolution to issue securities was made; the restrictions on prospective 

ownas, where they can obtain the securities, the title aad legal address of the depository 

if the securities certificates are stored, if an accounting of rights in the securities is 

conducted in a depository; the dates on which the placement of securities begins and 

ends; the price and procedures for payment for securities offered; the name and address of 

the professional securities participants who will distribute the securities; the procedure for 

the payment of dividends, if they are to be paid, and the method used to calculate 

dividends; and the name of the agency which registered the issuance of the securities." 

The prospectus is required to include idonnation on securities transfer restrictions, nsk 

factors, and where the securities may be purcha9ed.247 

Surprisingiy, the FSL itself does not say specifically that the financiai statements have to 

be audited and that the prospectus shall include nsk factors. However, provisions of 

Russia's Joint-Slock Companies Law require that ail financial information disclosed by a 

joint stock company, -including. the issueds belance.sheet andamfitand.l~ssgtatement,. . . , -- 

"* FSL, supra mie 2, art. 22. 
Ibid. 

247 Standards, supra note 238. aüacbmnt 3, paras. 45-52. 



must be certified by an independent auditor approved by the issuer's shareholders?* This 

provision fills the gap. 

The information in the prospectus must be accurate as of the effective date of the 

registration. There is no direct requirement in the Law to update the disclosure in the 

prospectus if there are any changes. However, the requirement to disclose any changes 

mnceming the issuer's secwities and his financial and economic activity within five days 

of their occurrence>49 covers that deficiency. 

The disclosure requirements of the FSL are a good &ut toward creatiag an efficient 

securities market. However, there is also a contrary view. On the basis ofhis studies of 

the Russian securities market, Professor Brown has suggested that no legal refonn will 

bring order to the markets?' As an example, Brown uses the public offering by the Ail- 

Russian Automobile Alliance (AWA).~'  The A W A  prospectus bbaontained no specific 

discussion of the use ofproceeds, tnie nsks of the investment, the time b e  for when 

automobile production would begin, and the controlling shareholders of the shell 

company." It was, nevertheless filed with the Russian Ministry of Finance and was 

declareci effective. Consequently, even under the new disclosure requirements of the 

issuance, the FSC could not deny the registration of such securities pursuant to Article 2 1 

of the FSL, because imprecise infornation in the prospectus is not indicated as a ground 

for a refusal to register an issue of securities. Professor Brown suggested that the 

"' Russian Federation Law No. 208-FZ "On Joint Stock Cornpanid of 26 Decanba 1995, arts. 86,88 
[hereinafter, ISC Law]. A statutory audit is  pui id for dl open and closed joint stock compsniks k t  plan 
to make a public offering of their securities. Civil Code, supra note 1 1, art.. 97. 

For a discussion of the provisions of the FSL that require issuers of publicly offered srnuitics to file a 
current npon on occumace of significant events, see Section 6  continuou ou^ Disclosucc RequUemcnts" of 
this Chapter. 
Brown, "Order fiom Disorder", supm note 15, at 556-57. 



disclosure requirements containeci in Russian regulations, especially with respect to 

financial disclosure, are 'ïnadequate".2s2 

Article 20 states that both the issuex and those of its officers responsible for the 

registration submissions are liable for the completeness and accuracy of the 

submis~ions.~~ Experts and other p o n s  who prepan the prospectus and relatai 

publications are not obliged to certify it and accordingly they do not share responsibility 

with the issuer if it is determineû that the standards for filing a prospectus have not been 

foilowed. The form of responsibility is not provided for in any legal acts. Thus, investors 

have no causes of action if they become victims of dishonest and negligent companies. 

The registration demands, but does not guarantee, that investors receive true and full 

information. Prospectuses of the Russian cornpanies abound with "the absence of the 

presence"z4, with iwunfounded promises, and Mth ambiguous phrases. It-would be 

impossible to provide complete investor protection fiom dishonest issuers, but it is 

possible to strengthen such protection by binding those who assisted in the prepmtion of 

the prospectus to certiQ it. It would make sense to oblige issuers to involve outsider 

specialists - auditors, underwriters, engineers, geologists - to assist in the preparation 

of the prospectus and at the same time to oblige those specialists to sign and seal the 

opinion given by them on the matter of the examination, to provide for their 

responsibility. 

-- - 

lbid., at 540. 
Ibid., at 539. 

" FSL, supra note 2, art. 20. 
2s4 B. Alchin, "Pravovie Shiusi na Puri Emkii" ["nie Legai Fldgaies on the Way of Issuanceq, 
Economica I Urùn, No. 45 (Novcmber 1994) at 8. 



d) Delivery And Publicrtion Requirtmenb 

Once the FSC approves the registration application, it is a matter of public record. In 

offerings requiring a prospectus, within five days afier registration of its prospectus, the 

issuer must make a public announcernent of the offering. The FSL does not specificaliy 

require circulation of the prospectus itself, but only that the issuer "provide access to the 

idormation" contauied, in addition to publishing a notice about how such access is to be 

provided, in a publication with a circulation of at least 50,000 ~o~ies.~'' The public 

announcernent must state where potential investors may obtain copies of the prospectus. 

In practice, the issuer rnakes a prospectus available for review at the place of the selling 

agent. 

Placement mut  be completed within one year fkom the date of commencemeat of the 

issue process, but may not commence until two weeks &et al1 prospective investors have 

received access to the information about the issue which should have been discloseci 

under the tenns of the Federal Secuities ~ a w . ~ ~  Thus, the statutory scheme contemplates 

that securities may be sold no earlier than two weeks afier the effectiveness of the 

registration of the issuance, assurning that the issuer made the public momcement &er 

the registration and made the prospectus available to potential investors. The price of an 

issue need not be established until the day that placement co~nrnences.~' This two-week 

waiting period, combined with the earlier thirty-day period, compels an issuer to wait for 

FSL., supm note 2, art. 23. 
mi fbid., art. 24. 

Ibid. 



a total of forty-five days. During this waiting period, the FSL does not permit any 

publication conceming the issue to condition the market for receipt of the secur i t ie~.~~ 

However, it is unclear nom the FSL whether or not the issuers may make oral offers to 

purchasers during the waiting period. 

Under the recently issued regulation of the FSC, an issuer is obliged to publish 

information or notiw the existing sharehotders of its decision to issue securities a month 

before the issuer submits the documents to the FSC for registration. The purpose of such 

a requirement is to give potential investors and existing shareholders t h e  to participate in 

the placement of secUnties and to let investors/shareholders file a cornplaint if the terms 

and conditions of the distribution were contravened by the issuer (e.g., the price was 

lower than the market price, or securities were sold to insiders). These measures are 

designed to prevent jolatioqs of investors and shareholders rights during the public 

distribution, to resolve cornplaints before the registration takes place rather than to void 

the issuance after it was registered, to pmtect investors from abuses during distribution 

and generally to decrease the nsk of voiding the issuance of securities. According to the 

new regulation, an issuer is obligated to publish information on every stage of the 

distribution process of securities: (1) on corporate resolution of an issuer to issue 

securities, (2) on registration of securities, and (3) on cornpletion of the distribution. The 

information on the corporate resolution of an issuer to issue securities should contain, 

inter alia, the quantitytityofsec~.in the givenissue-and $(i indication as to whether 

arrangements for certain potentid investors to have any advantage over others Ui 



acquiring securities wiil be exercised (i.e., the existing shareholders are exercising th& 

pre-emp tive rights). 

The FSL, in the case of a public offering or circulation of an issue of secwities, forbids 

arrangement for certain potential investors to have any advantage over othem in aquiring 

the securities, excluding: the issue of state securities; a joint stock Company where the 

existing shareholders are exercising their pre-emptive ri@; and, the introduction by the 

issuer of restrictions on the acquisition of secMties by non-re~idents?~ Such an "equality 

provision" is an underlying therne of Manitoba securities legislation. 

AAer the public announcernent is made, the issuer may advertise the public offering. The 

new law codifies already established prohibitions against the overly optimistic advertising 

that made MMM famous. Article 34 specifically prohibits advertising in bad faith, 

including inclusion of untrue information about the issuer or its securities, projections of 

anticipated income, and unfair cornpetition in the fom of aspersions on competing issues. 

in accordance with Article 25, the issuer must present a report with the registering agency 

on the resuits of the issue, including revenues and the number of shares placed, within 

thirty days of completion of the offering. The reg i s t e~g  agency may review the report 

for up to a period of two weeks after its filing. If it finds no violations of law, it will 

register the report. 



The FSL requires issuers of securities to report periodically to theù shareholders, the 

FSC, and the public. Oddly, the contents of the reports are set forth in two difffeent places 

in the FSL, Articles 23 and 30. The two versions are not inconsistent, but neither are they 

identical. Both articles impose continuous reporting requirements on issuers of publicly 

distributeci securities, to disclose information concemllig its securities and its financial 

and economic activities in the fom of quarterly reports, and reports on significant events 

or developments of financial and economic activities? The FSC has not yet prescnied 

the foms or other requirements conceming quarterly and curent reports. In addition, the 

FSL does not expressly contemplate an annual report. 

a) Quarterly Reports 

Issuers of publicly offered securities must prepare quarterly reports that contain the 

following: (1) information about the issuer, includhg (i) a list of dùectors, officers and 

their shareholdings and the issuer's mbsidiaries, branches, and dependent companies; (ii) 

a list of the issuer's shareholders with more than twenty percent of its authorised capital; 

and, (iii) information conceming the reorganisation of the issuer, its subsidiaries and 

dependent companies; (2) information about the issuer's financial and economic 

activities, including (i) its balance sheets and profit and loss statements for the preceding 

three years26' and for the reporting quarter; (ii) facts resulting in an increase in the 

" FSL, supra note 2, arts. 25.30. 

Ibid., see ah 30 (2). It d w  noi seem mtional co requirc the submission of balance sheds and profit and 
loss account statemcilts-for the-kt three-complete years hquarterly reports. rIben. is no. casy woy tû . - .. . - . . -. - -  .-. 

interpret the necessity of such a nquinmcllt. 



issuer's net incorne or losses of more than twenty percent during the reporting quarter, 

(iii) information about the formation and use of the issuer's reserve h d  and other special 

hds;  and (iv) information about signifiant transactions; (3) information on the issuer's 

securities, including the classes of securities issued during the quarter and information 

about dividends; and, (4) other information, in particda, the minutes of shareholder 

general meetings during the quarter?62 

Quarterly reports must be prepared within thirty days der the end of each and 

submitted to the FSC or the registering agency. An issuer must provide its quarterly 

report to shareholders who request the report; however, the issuer may charge reqwsting 

9,264 shareholders for "the cost of producing the brochure . 

b) Curreot Reports 

Issuen of publicly offered securities also must file a report within five days if significant 

events affecthg the financial and economic activity of the issuer o c ~ u r ? ~  These events 

include: (i) any change in the list of members of the issuer's management, (ii) any change 

in management's shareholdings in the issuer, its subsidiaries and dependent firms, and 

changes in management's shareholdings in entities in which management owns more than 

262 fiid., m. 23. 
263 Ibid. 
'" fiid., art. 30. Regulation No. 78, supra no te 224, rquired joint-stock companies to "publish quafterly 
and circulate to stockholders the balance sheet of the company, the profit and losses accountt, and other 
current information." The Regulation, however, contained few specifics about how to disseminate the 
information or the contents of these reports. Presidential Decree 1233, mpra note 226, adâressed the issue 
in June 1994 at Item 6. The Daxce required open joint-stock companiea who üaâed their shares to publish 
quartcrly hancial information, specifically the disclosun of balances and profit-loss accounts, in "the 
papular press''. The Decree specified ihat the UiTormation had to bc publisheâ m a particular type of pchted 
medium and fieely distniutcâ throughout the temtory where the company was cegistered. For companies 
with more tban 5000 shareholdcr~, the mtdium had to have a ciraJation of at laut 50,000 and k haly 
distnbuted throughout ihe Russian Federatiotl, Ibid. at Item 7. Tbe preck publication was to bc detcrmined . . . - 
by the company's board of directors. 



twenty percent of the share capital, (iii) any change of control of the issuet with respect to 

shareholders who own twenty percent or more of the issuer's share capital, (iv) any 

change in the list of legai entities in which the issuer owns twenty percent or more of the 

authonsed capital, (v) any reorganisation of the issuer, its subsidiaries and dependent 

companies, (vi) al1 dividends declared, awumdated or paid on the issua's securities, 

(vii) the redemption by the issuer of its shares, (viii) issues of securities which are 

invalidateci or suspended, (ix) the acquisition of more than twenty-five percent of any 

class of the issuer's securities, (x) any increase or decrease by more than ten percent in 

the value of the issuer's assets, net income, or net loss or a single transaction completed 

by the issuer that involves consideration valued at ten percent or more of the issuer's 

assets at the date of the transaction, (xi) establishment of a record date for the exercise of 

shareholder rights with respect to a particular matter, (xii) acquisitions or dispositions of 

entities in which the issuer owns twenty percent or more of the share capital, (xiii) the 

acquisition by a shareholder of more than twenty-five percent of any class of the issuer's 

secunties, or (xiv) any increase or decrease by more than ten percent in the value of the 

issuer's assets, net income, or net loss or a singie transaction completed by the issuer that 

involves consideration valued at ten percent or more of the issuer's assets at the date of 

the transaction.266 



The report of significant events must be filed by the issuer with the registering agency and 

also published in printed mass media with a circulation "large enough to make them 

available to the majority of the ~hareholders"~', within five days of its occurrence?68 

The disclosure requirements on a timely basis by issuers of publicly distributed securities 

in Russia are different fiom those found in Manitoba. Filing reports on a quartedy basis 

versur annual and setni-annual reports in Manitoba, provide more timely disclosures for 

investon. The required information in quarterly reports is more extensive than that in 

semi-annual reports under the MSA because the former includes more than mere financial 

(e.g., shareholdings of directors and officen of the issueq a list of shareholders with more 

than twenty percent of issuer's authorised capital; facts r d t i n g  in an increase in the 

issuer's net income or loss of more than twenty percent; etc.). 

Besides the quarterly reporting, and in contnist to the MSA, the Russia's FSL provides 

continuous disclosure through reporting upon the occurrence of significant events 

affecting hancial and economic operations of the issuer. 

"Significant events" (in Manitoba referred to as "materiai information") are expressly 

specified in the FSL (e.g., inaease or decrease by more than ten percent in the value of 

the issuer's assets, net income, or net loss or a single transaction completed by the issuer 

that involves consideration vdued at ten percent or more of the issuer's assets at the date 

of the transaction), while under the N. P. No. 40, it is a responsibility of the reporting 

issuer to detemine what information is material and therefore should be reportai. The N. 

'15' Neither ihe FSL nor ngulatiolls of the FSC determines what constitutes "large circulation". 
FSL., supra note 2, ah 23. - -- 
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P. No. 40 lists several developments that are likely to give rise to material information. It 

notes, for example, changes in issued capital, redemptions, dividend decisions, changes in 

share ownership, changes in corporate structures (such as reorganisations and 

amalgamations), takesver bids and issuer bids, major corporate aquisitions and 

dispositions, and changes in capital structure. Being less specific is more eacompassing. 

An event that merely rnissed being reported because it did not meet the quantitative 

threshold of the FSL would be reported under the broder definition of the "materiai 

change" and "material fact" under the N. P. No. 40, which applies in Manitoba. 

Under the FSL, a person must report to the FSC information conceming its ownership of 

an issuer's securities, if it aquires twenty percent or more of any class of an issuer's 

secwities or, d e r  aquiring twenty percent or more of any class of securities, there is a 

materid change in such owner~hi~."~ In this context, a material change is the increase or 

reduction in ownership involving five percent or more of any class of an issuer's 

sec~rities?'~ 

The owner must disclose this information, which includes the name and titie of the 

owner, the type and state registration number of the securities, the titie of the issuer and 

the number of securities owned. The report must be filed within five days after the 

occurrence of the event or events triggering the reporting requirernent."' 

-- - 

'* Ibid., art. 30. 
270 fbid. - - 
"' ibid. 



Russia previously had no system of ownership disclomre."* Large shareholders had no 

obligation to disclose their interests afier crossing ownership thresho~ds?~~ This meant 

that large, sometimes controlling, blocks of stock could be aquired secretly. This was not 

a desirable practice. Shareholders lack sufficient information to make a rational 

assesment whether to purchase securities and, subsequently, whether to purchase 

additional securities or to sel1 those they have. 

d) Disclosure by the Securities Market Participants 

According to the FSL, professional participants in the securities market are obliged to 

disclose information concerning their operations with secuities in any case where a 

secwities market participant has concluded transactions conceming al1 of an issuer's 

outstanding securities of one class, or concluded a specific transaction involving at least 

fifieen percent of al1 of an issuer's outstanding securities of one class?" A professional 

participant must file a report with the commission within five days, either of the end of 

the relevant quarter or of the specific transaction, as the case may be. 

By the same article, a professionai participant is rquired to disclose al1 of the publicly 

available information in his possession which has been disclosed by the issuer of these 

The JSC Law aiso includes provisions designed to protect shareholders of widely-held joint stock 
companits, supra note 248, art. 80. These protections apply to companics with more than 1,000 common 
stockholders. Sec infia, Section B "The Russian SecUritics Law With Respect Take-Ovcr Bids" of Chapter 
5. " Sec Regdation No. 78, supra note 97; provisions of t6is ReguiaÉion wem in effect before the Federal 
Secufities tmv was passeb nie existhg legal disclosuic requircmcnts were with the governent and were 
not public. For example, "Purchasers of 15 % of the shares ofjoint-siock companies in Russia m u t  nIe 
with the Ministry of Finance. Those acquiring more than 35% of a company or where the s h m  npmented 
more than 50% of the totai voting shans, are requid to seek permission pnor to purchse of the RSFSR 
State Conmittee for Price and Support for New Economic Stnicture." For more details see Brown Wer 
From Disorder", supra note 15. 
'" FSL, supra note 2, art. 30. 



securities; or to indicate that he is not in possession of this information at the moment 

when he either proposes d o r  declares the price for the purchase or sale of securities. 

Dissemination requirements in the m o u s  and current legai acts have Little force without 

a mechanism for insuring an adequate level of disclosure. In the context of both primary 

offerings and secondary trading disclosure, the system has lacked qualitative standards 

designed to maximise the usefulness of the information to investors. The existing 

regulatory repimes have little impact until effective standards have been developed. For 

this to happen, however, demand must exist in the market. And as Brown fairly notes, 

"this meant that dynamics in the market had to exist to p m o t e  proper disciosure. 

Investors had to appreciate and want the information and companies had to see the 

benefits of di~closure.' '~~~ 

Article 23 States that, during a primary distribution, the issuer and professional . 

participants in any securities market involved in the distribution of securities, have an 

obligation to provide any prospective purchasers with access to disclosed information 

before they purchase these securities. This requires issuers to take practical steps to make 

certain that al1 purchasers have an equal opportunity to obtah a copy of a m e n t  

prospectus. Exactly how issuers and professional participants discharge their respective 

Article 23 obligations has to be developed by the FSC urgently. 

3. Liabüity with Respect to Conthuous DiseIosure Requirements 

There is no liability for failure to file or for misrepresentations in continuous disclosure 

documents under the Federal Securities Lw. Given that continuous disclosure is so 



important and relied on so heavily, and these requirements are central to the regulatory 

system and investor confidence, it is necessary to have a mechanism for enforcernent of 

disclosure requirements. Russian lawmakers should mate issuer's civil liability for 

continuhg disclosure. The investor's right to rescind a contract of purchase of a security, 

if the prospectus or other disclosure documents contain a misrepresentation, could be a 

powerfbl meam of investor protection. Similar provisions are found in the MSA?'~ 

However, considering the Russian Civif Code provision which puts the onus of proving 

that disclosure documents contain a misrepresentation upon the plaintiff,277 this provision 

will not have expected results, unless it follows the application of the same provisions 

provided in the MSA. It is important that, by providing for the nght to rescind on the 

basis of a misrepresentation, the lawrnakers exclude the burden of proof of 

misrepresentation tiom the purchaser-plaintiff?78 Cunently proposed drafl legislation in 

Canada (and Manitoba) would provide for a statutory liability for rnisrepresentations in 

*" Brown, nrpm note 15, at 548. 
Section 65(1) of the MSA provides a right of rrscission wherc the prospectus received by a pwhaser or 

his agent contains an untrue statement of a material fxt, or a fiilun to state a material k t  necessary to 
make a statement not misleading in the circumstances. D. Jobton, supra note 24, comrnented on the 
provision of section 65: "At conmion law, reliance on a misnpresentation would ordinarily be necessary to 
give rise to a right to rcscind. It seems that reliance on a misrepresentation need mt be proved by a plaintiff 
in the section 65 action. It would be helphl if the statute cxpmsed the concept of deemed reliance as it 
does in the paratlel provision, section 142. However, S. 65(7) expresses that the statutory right is in addition 
to and without derogation h m  any 0th right the purchaser may have at Iaw. Moreover tbe ri@ seems to 
be automatic on the condition of mistepresentation being satisfied. Fiaally, the polar extreme of deemed 
nliance - actuai hiowledge of the misrepresentation by the purchaser - is stated as a defcnce to ressissioa" . . . , 

" This $plies because the FSL does aot have a deemed reliance pro"sioa. 

As B. Alehin said "if the court proves ihat the prospectus contain an untme statement .. . or omits to 
state a material fact ... then a purchacer. .. has a nght to cesciad and to be compensated. And investors of 
Russian Securities Market wodd welcome such a cigh~ But idi courts of the world will not k enough to 
settie ihe legal pmeeedings on an investors' actions. ( Thae are 60 million shareboldcrs in Russia, whichis 
10 million more than those in the U.S.)", supra note 254. 



continuous disclosure documents279; and, this muid be a starting point for Russian 

lawmakers. The rationale for a provision for an issuer's civil liability for 

misrepresentations in continuous disclosure is that the Russian ernerging market has no 

background in idionnational efficiency or Ml disclosure of essential information. Undet 

the circumstances, the traditions of full and accurate disclosure of idonnation can be 

created and developed through the rigid enforcement of disclosure requirements. The 

threat of civil liability would have the effect of d e t d g  misrepresentations in continuous 

disclosure and faiture to disclose. 

4. Russian Legislition with Respect to Proxies 

There is no comprehensive proxy regulation h e w o r k  in Russian corporate or securities 

regulation. Although the Russian JoinfiStock Companies Law contains provisions 

perrnitting the use of the proxy in dealing with various procedural matters, these are 

largely restrictive in nature and confined to such matters as the provision of adequate 

notice of meetings and the fixing of the t h e  for closing the list of proxies depo~ited.~'~ 

The law is silent regarding even such a basic question as whether proxy solicitation 

should be required at dl, as well as when and how it should be c d  out. As a result, 

the proxy comrnonly ~ s e d  is deficient as a fomi of ballot and provides an alarmingly slim 

base of information upon which the absentee voter is to form a judgment. In view of the 

importance of the proxy systern in a period when large widely-held companies are 

dominant, this is a highly unsatisfactory state of df": Aiticle- 50 provides fo r  Mting on- - - - - .  

" For a discussion of tbe provisions of the "Proposed Dr& Lcgulation" in the Fiml R e m  of the TaE, 
see, supra notes 2 16-222 and accompanying tcxt. 

JSC Law, supm note-248, c h w  2 ofarticlës 48; -artiCi:lc 50, article 52: "- . - 



general meetings in a company by Wtue of a fom of ballot, the form and context of 

11 281 which, according to Article 60, are "to be prescribed by the Board of Directors . 

From the foregoing, the following cornparisons can be made between the Russian and 

Manitoba disclosure systems in the securities markets: 

1. Both have as their primary goal disclosure of sufficient information to enable investors 

to evaluate risks of invatment. In other words, an issuer is pexmitted to sel1 securities 

even if the securities are extremely risky and unlikely to be profitable investments d e r  

such facts are disclosed. 

2. The Manitoba system more clearly distinguishes between public and private o f f i g s  

and sales of securi ties, allowhg a greater degree of flexibility for issuers and investors 

while presenring reasonable protections for the ksophisticated" investor (e.g., 

exemptions of private oKering &om registration). By contrast, the Russian legal 

system does not provide for a meaningfùi distinction between private and public 

offerdsales; and, for purposes of registration of securities, disclosure requirements 

during the offering and periodic reporting, although this distinction is gradually being 

introduced. 

3. The MSA delineates the obligation to send by prepaid mail, or to deliver the 

prospectus ta the purchaser upon receiving an order or subscription for a publicly 

offered security, either before entering into an agreement of purchase or sale resulting 

'"' Ibid., art. 60. 



fiom the order or subscription, or not later than midnight on the second day after 

entering into mch an agreement. The Manitoba's system may not be truiy effective; 

therefore it should provide other alternatives to facilitate the access of investors to the 

-. - - disclosed information such as by electronic means (itemet, email, etc.) The FSL does 

not specifically require circulation of the prospectus itself, but only that the issuer is to 

"rovide access to the idonnation" and publish a notice about how such access is to 

be provided. The FSL should establish a detailed procedure for making the prospectus 

"publicly available". 

4. The FSL contrasts with the MSA in that it has no provisions binding experts who were 

involved in preparing a prospectus to certify it. Acding ly  they do not share 

responsibility with the issuer in case legal standards for filing a prospectus have not 

been followed. in order to strengthen investor protection from dishonest issuers, it is 

recommended that an issuer involve outsider specialists - auditors, underwriters, 

enpineers, geologists - to assist in the préparation of the prospectus and to oblige them 

to sign and seal their opinion on the matter of examination., as is provided in the MSA. 

Experts and other persons who prepared the prospectus and related publications are not 

liable for mors in these documents, which substantially differ nom the broad range of 

liability provisions provided by Section 136(1) of the MSA. 

5. The other fùndamental difference of the FSL fiom the MSA is that the FSL has no 

provision for a e  purchaser's right to rescind-the contract while still the owner of the 

security, if the prospectus contains misrepresentation. inclusion of the right for 

rescission in the FSL (and the requuement that every prospectus shall contain a 



statement of that right of rdssion) would provide a certain degree of investor 

protection. 

6. The absence of the obligation to update a prospectus for material changes during the 

offering period is a deficiency of the FSL in terms of providing investors with up-to- 

date information, which should be addressed by the law. 

7. In cornparison with the FSL, which is unclear about whether or not the issuers may 

make oral offers to purchasers during the waithg period, Section 38(2) of the MSA 

does not prohibit oral offers during the waiting period. Also, in recognition of the fact 

that the prices of securities change rapidly and carmot be known in advance, the MSA 

ailows issuers to deliver a prelirninary prospectus. This complex scheme of the MSA, 

as to delivery of the preliminary prospectus and publication requirements, is not 

contemplated by the FSL. Presumably any communication with prospective purchasers 

of a securiîy during the waiting period is illegal. This outcome was probably justified 

at the early stages of the deveiopment of a securities market when hudulent practices, 

rather than convenience of the issuers, should be the main concern of the regdators. 

8. As to continuous disclosure, the MSA requirements are different f h m  those of the 

FSL, in that the first requires a filing with the MSC of annual (audited) and semi- 

annual (unaudited) financial statements that have to be mailed to the shareholders; 

while the FSL goes further in requiring the issuer of publicly offered securities to file 

quarterly reports on financial and ecunomic activities of the issuer (unaudited) and- - -  -- - -- - - - - - - - .- - - 

reports on the occurrence of any "substaatial events affecting financial and economic 

activity of the issuer". The continuous disclosure under the FSL has its benefits, 



compared to those under the MSA, for the following reasons: (1) the required 

infornation is more extensive (quatferly reports other than financial statements contain 

additional information, e.g., changes in an issuer's directors, officers' shareholdings, 

etc.); (2) disclosure is more timely (e.g., quarterly disclosure compared to annual and 

semi-annual reporting); and, (3) reporting includes occurrences of significant events 

affecting econornic and financial activities of an issuer is provided. Quarterly fiiings 

are more appropriate in Russia because of the greater need for disclosure in emerging 

markets. 

9. While financial statements are required to be mailed by the issuer to shareholders 

under the MSA, the quarterly reports, under the FSL, are required to be provided by 

the issuer to the "requesting" shareholders, charging them for "the cost of producing 

the brochure". It should be recommended that Russia oblige the issuer tomail reports 

to its shareholders, as does the Manitoba Act, or to provide the access through 

electronic m e m  (internet, e-mail), in order to provide investors with an qua1 

oppomuiity to gain access to up-to-date information in the marketplace. 

1 O.The early waming report requirement is somewhat sunilar to the disclosure 

requirements related to acquisitions under the FSL, where an aquirer mut  report 

ownership of an issuer's secunties if it acquires twenty percent or more of any class of 

an issuer's seauities. After acquiring twenty percent or more of any class of securities, 

any increase or- reduction. in ownership hvolving fiue percent .pr more of any class of - . . 

an issuer's semities must also be reported. Bath, the Russian and Manitoba reporting 

requirements on acquisitions of an issuer's securities keep investors apprised of the 



activities of an aquirer who may be buying or seiiing a controlling interest. Although 

the Russian context does not require a deciaration of the acquirer's intentions, the 

Manitoba law does. 

1 1 .In coatrast to the proxy d e s  umler the MSA, the Russian securities legislation does 

not address proxy regulation provisions at dl. Recommendations should be proposed 

that substantive proxy replation in the version of Manitoba's proxy rules be inciuded 

in Russian securities legislation, as a part of a composite package of refoms 

emphasising continuous disclosure: narnely, the form of the proxy itself; the 

information which should be furnished by management or other shareholders, if 

proxies are solicited; the form in which such information should be represented; and, 

the requirement that foms of proxy are to be forwarded to shareholders when calling 

the shareholders' meeting. Such matters must be established in the law itself, rather 

than lefi to "the board of directors to determine''. 

12.By contrast, the Manitoba securities legislation provides for pend sanctions for a 

failure to comply with the continuous disclosure requirements, as well as for 

misrepresentation in the required disclosure documents. In addition, changes are 

proposed for statutory liability for misrepresentations in continuous disclosure 

documents. The Russian securities legislation has no enforcement arsenal to use 

against those who fail to comply with continuous disclosure requirements. 



V. CHAPTER 4 - INSIDER TRADING REGULATION 

This chapter examines the principal policy considerations behind insider trading 

legislation, and it reviews the relevant laws of Manitoba and Russia in detail. The 

common features of these laws are identifieci, as are the principal areas in which the laws 

of the two jurisdictions diverge. It identifies lessons that Russia can learn fkom Manitoba 

insider trading regdation. 

Insider trading '5s generally used to denote purchases or sales of securities of a company 

effmted by or on behalf of a person whose relationship is such that he is iikely to have 

access to relevant, matmal information concernhg the company which is not known to 

the general public.''282 

''The ideal securities market", said the Kirnber Report, "should be a free and open market 

with the prices thereon based upon the fullest possible knowledge of al1 relevant facts 

among traders. Any factor which tends to destroy or put in question this concept lessens 

the confidence of the investing public in the market place and is, therefore a matter of 

public c ~ n c e m . ' ~ * ~  Insider trading was considered by the Kimber Committee to be a 

"factor, which tends to destroy or put in question the concept of a '%ee and open 

market"." The Kimber Committee proposed a nurnber of changes to the Ontario insider 

trading laws, including adoption of a broad definition of an "insider" and increased 

Khber Report, supm note 37, para. 2.0 1, . .., 
283 Ibid., Part II. para. 2.01. The Kimkr Committee conducteci a thorough study of the law in the United 
States and many of its f~~~mmendat io~~~ wen derived fiom the Securities and Exchange Act of 1934. The 
Amencan approach adoptai was to utilise two branches to guard agauist impmper insider trading. Ineiders 
wcrc r cqu id  to report ail tmbg under the fîrst brmch and the second atabiishd a iiabiiity for c d  
types of insiâer trading. The Kimba Committee recommcudcd cnacimeilt of legisiation to d d  with bot6 
the reporthg and liability aspects of insida trading, to provide fairncss and asnrparri>cy in tbc Pnarlra. 



remedies for insider trading?" Subsequent changes to the Manitoba law in 1968 foilowed 

the example of the Ontario law? 

The Manitoba insider trading legislation is based on the view of the Khber Report, 

which ~tated:'*~ 

"[qn our view it is improper for an insider to use confidential information 

acquired by him b y virtue of his position as an insider to make profits b y trading 

in the securities of his company." 

The philosophy of the Kimber Report, in part, is that if securities legislation improves the 

interests of investors, the securities industry will benefit fiom inaeased public 

confidence. To the extent that the securities industry becomes an effective and efficient 

part of the economy, the general public will benefit. 

The notion on which the prohibition of insider trading is based is that trading should be 

based on qua1 access to information. Thus trading and infomiing with respect to 

knowledge of materiai infomtion is only prohibited where that information has not been 

generally disclosed. 

" S.O. 1966, c. 142, Part ?CI, in force L May 1967. 
283 R.S.M. 1970, c. SSO, as am. S.M. 1970, c. 23; 1971, c. 31, 1972, c. 58. 
On the subject of insider trading generally, J. Williamson, Securities Regulaiion in Canada, Supplement 
(Ottawa 1966) at 35 1; D. lohnston, supra note 24, at 275; E. Hretzay? "Market M o d i t y  A Developmental 
Analysis Of Iiwider Trading Legislation in Manitoba", ( 1975) 2 Manitoba Lmu Journal; M. Yontef, 
"hider Trading" in Anisman P., et al., (eds.) Proposu~s/or a Securities Market h v j o r  Canada? 3 vols. 
(Otîawa: Consumer and C o r p o ~  Maits Canada, 1979); 1. Lcwtas, "Directon', Officers and Insiders' . . 
Liabiiity," in Law Society of Upper Canada, (1972) Special Lectures: Corponte and Secunrtits Law 183.- . . 
On the developments and influences of common law, and Amcrican law, which shapcd the law relating to 
insider ûading, culminating in the Kimber Report whose recommcndations were enactcd in the 1966 
Ontario Securitiies Act, ibid., at pp. 259-65; Davies, "Canadian and Amefican Attitudes on Insider Tradiag)1' 
(1975) 25 University of Toronto Lmv Journal 2 15; Ha-, Lee & Robert, "hider Trading Law 
Developmen~: An lntcrnationd Adyh'', (1982) 14 Luw und P o k y  Iniemtio11aI335. 

Kimber Report, supra note 37, at piue 2.02. 



In cornparison with Manitoba, where the law of insider trading has developed over the 

past tbirty years:87 the regulation of insider trading in Russia has no history because 

insider trading has not historically been subject to regulation. 

The first question one should address before cornparhg different regdatory approaches 

toward the trading of securities is whether insider trading should be regulated at 

The ethical rationale offmd in favour of prohibithg insider trading is that allowing a 

select group of investors to aquire pecuniary advantages simply by vimie of their inside 

status is inherently rmfair. Furthemore, some faimess arguments mggest that al1 

investors owe a moral obligation to othas in the marketplace to negotiate opealy and on 

an equal footing. The economic rationale for regulating insids trading is that unequa1 

access to information will undemine the confidence of investors, the integrity of the 

market and deter prospective investors from entering a risky and capricious market. 

A number of commentators have dso arguad that insider trading should not be 

prohibited.289 Some authors have criticised the underlying fairness rationales as based 

only on the moral proposition that "it's just not ri@"? Attempting to remove the 

moralistic tinge h m  insider trading, these commentators shift the focus to market 

See E. Hretzay, supra note 285, at 257 (noting that auti-insider trading reguiatiom orighatd in the U.S., 
and the U.S. law has b e a  uscd as a mode1 in Canada). On this subject, Kimber Report, supra note 37; P .  
Anisman, Insider Trading under the Canadia Business Corporation Act, in Meredith Mcmoriai Lectures 
1975, at 170-75 (hereinafter rtferred to as "P. Anisman, Imider Trading). 

"One of the tntly intriguing aspects of the aitire problcm of insider ûaàing io the fact kt, despite its 
having k n  d e l y  written about a d  d i s c d  for many dccades, L w  have p a w d  to considei why insider 
trading should be regdatex!',': B. Berpuy ,  Ilnsie In/onnoln und Secu@ies TmdUlg (London: Graham & 
Trohnan, 199 l), at 99. - . - 

H. Mme,  "In Dcfence o k s i d ~ ~ ~ r a d i g g ~  (1 966) 44 Horwd Businerr Revinv 1 13. 
For the extendcd summary of a différent opinion on regdation of insider trading see, Mceka Jun, ''New 
Capitai Markets and Sccutitics Regdations in Huagay: A Comparative Andysis of the Imider Traâing 
Regdation in Hunlpry and tbc United States8* (1993) 19 Brooh'yn Journal of Intematio~f  lmv et 1068-70. 



efficiency rationales. For example, it has been argued that because inequalities are 

inherent in a capitalist market economy, and because unequat access to information is but 

one aspect of the risk factor, efforts to eliminate insider trading and equalise the 

availability of material information tend to destabilise the very essence of capitalism."' 

Despite this academic debate, the international condernnation of insider trading has 

s ~ r v i v e d ~ ~ ~  and the anti-insider trading policy, long established in the United States, has 

since been adopted in Canada, Japan, France, Hungary, Russia and elsewhere in the 

international ~ o m m u n i ~ ~ ~  Interestingly, the policy behind most restrictions has linked 

the f h e s s  and economic efficiency rationales, reasoning that unequal access to 

information undermines the confidence of investors, which in turn adversely affects the 

market. When enacting its FSL, Russia included a prohibition on insider trading. It 

temains unclear whether the purpose of including this prohibition in the law was to 

290 Gary Lamon, "The Ethics of Insider Trading" (1988) 1 IHarvurd Law Journal and Public Policy 727, 
730-3 1 ,  quoting H. Manne, h i d e r  Trading and the Stock Market, (providing the fint attempt to combine 
corporate law and ethical phiiosophy in the context of insider trading). 
"' A. Rider & H. Leigh French, me Regulation Ojlnrider Trading, (Dobbs Fnry, N.Y., Ckeana 
Publications, 1979), at 9-24, 
292 Meeka lun, supra note 289, at 1070. 
293 E. Hretzay, supra note 285, at 257-268 (on insider trading regdation in Manitoba); M. Jun, supra note 
289; J.J.A. Burke, "The Estonian Securities Market Act: A Lesson For Former Republics Of the Sovict 
Union" (1994) 27 Vanderbilt Journal of Tramnational Law 545; G.  Polcary, "A Comparative Analysis Of 
Insider Trading Laws: The United States, The United Kingdom And Japan - The Cuneat Intemational 
Agreemenb On Securities Regulation" (1989) 13 Suffolk Tramnational Lmv J o u d  167-199; H .  Pitt & D. 
Hardison, "Games Without Frontiers: Trends in The International Respnse to Insider Trading" (1992) 55 
Lmv and Contemporary ProbIemr 199-227 (on insider trading regdation in Austdia, France, Germany, 
Japan and Mexico). 

The relative novclty of anti-insider trading Iegislation around the world suggests a deeper uncertaînty of the 
extent to which insider trading is inefficient or unfair. See M. G. W m n  'The Regdation of insidtr 
Trading in the European Communitf' (199 1 )  48 Wmhington and Lee Law Reuiew L037,1052-38, arguing 
that in spite of supporthg the "market function objective", thcre is Little underlying thought behud the EC 
Directive. "The W g e  be- fhir play, enhancd cociodcact, a d  impmved maTktt fianctioa Qa not 
appar to bave beea intexueiy analyscd by the draAas of ihc directive. Apparenlly, the Iinirage was 
intuitively self4sîdent to tht Commission." 



protect domestic investors or to attract foreign investors. However, given the acute 

need for foreign investment and the relative inexpaieme with a f'unctioning securities 

market, it appears that Russia has adopted an insider trading ban as part of larger 

economic refonn which requires international recognition. 

A. Defintion of Inside for Reportng Purposes 

Insider trading legislation in Manitoba is found in Part XI of the MSA?'' Sections 108- 

1 17. The insider trading d e s  in Manitoba have two aspects. First, insiders must report to 

the MSC any trade they make in securities of the corporation in which they are insiders. 

Secondly, insiders, ''in a special relatioaship" with the corporation for secuities law 

purposes, rnay be liable if they trade in securities of that corporation with bowiedge of a 

material fact or material change that has not been generally disclosed. In addition, insiders 

may incur liability if they pass that information to someone else, commonly r e f d  to as 

a "tipee", who trades with knowledge of the Somation. The reportkg requirment 

effectively provides the public and the securities regdators with a method of monitoring 

whether or not a breach of the insider trading rules has taken place. It also gives the 

public an oppominity to see whether and which insiders are buying or selling the 

securities of the corporation. 

Ont would believe that the restrictions wcrc enacted with the conviction that the two c~c ia i  driviag 
forces behind a developd senintics market ae the operiass md conMeme of prospective invatom. 
ss MSA., ss. 108-1 17. 



nie terzn "sider" is de&& in the MSA?'~ An hider  of a company is (a).any director 

or senior officer of a corporation as defined,"' or (b) any shareholder (excluding 

underwriters in the course of primary distribution) beneficially owning, directly or 

indirectly, equity shares of an issuer carryhg more than ten percent of the voting shares of 

the corporation for the tirne being outstanding, or (c) a person or company exercising 

wntrol or direction o v a  securities of a corpontion canying more than ten percent of the 

voting rights of the issuer's outstanding voting s e c ~ r i t i e s . ~ ~ ~  Every director or senior 

o f f i d g 9  of a Company, which is itself an insider of a corporation, constitutes an 

insider?'' Affiliated companies, which are sister companies, or parent and subsidiary 

companies, are included in the definition of insiders for reporting purposes.M1 

The definition of "insider", for the purpose of reporting, excludes lesser executives, 

employees and professionals because the Kimber Committee felt that lesser ernployees or 

professional advisors would be subject to interna1 discipline by their supervisors or by 

their professional bodies, respectively. 'O2 However, for the purpose of liability against 

'% MSA., S. 108(1). 
" "Corporation*' is defieci in S. L08(1) of MSA to mean a company "(a) that bas issued equity sham ibat 
are distnauted in the course of a primary disûiiution to the public, in respect of which eithcr a prospectus is 
filcd with the commission.. .", or (b) any of whose shares an listeâ or pùstcd for trading on any stock 
exchange in the province ncognised by the commission, or (c ) which is a corporation as defincd in The 
Corporations Act and bas for the purpose of the Act, made a distriiution to the public of equity sham, 
other than a bank.. .". 

MSA, S. 108(l) (a), (c). 
"Senior officer" is de- to mean (a) the chairman or any vice-chaimiaa of the board of directors, the 

president, any vice-pmident, the secrem, the treasurer or the general manager of a company or any other 
individual who perfomri fuoctions for the company simüar to ihose n o d l y  pcrfomed by a ~ .   dif fi Qu al.. . . . . . . 
occupying any such office; and (b) each of the five highcst païd employecs of a company (including the 
persons referred to in clause (a)). MSA, S. l(1). 

MSA., S. 108 (2)(a). 
'O' Seo, cg., the Cana& Business Corporations Act, S. 100(2)(d). A subsidbry company would be deemed 
to own the securitics held by its parent. 
'O2 It was difficult task for the Cornmittee to dettrmine how fâr down the chah of employment and how far 
outside the link of permanent cmploymcnt the Icgislatwe should go in designahg insidem. The Kim& 



insider trading, the definition of "insider" does include employees or otficers under the 

9,303 phrase: "a person in special relationship with a corporation . 

In order to guard against impropei insider trading, the legislation provides that the public 

must be i n f o d  currently of the market activity of insiders in the security of a 

company? For bat purpose the MSA requires an insider to report to the Commission: 

(1) a person or company upon becoming an insider of a corporation must file a report 

with the commission within ten days afta the end of the month in which he becornes an 

insider of the corporation?os (2) insidm must report on their acquisitions of beneficial 

ownership, control or direction over securities of their company (that is, to disclose the 

Committce chose a fimitad and more certain ambit and the Act rcfltcts this choice. The Cornmittee's 
reasons w b  these: 
'The Cornmittee considercd the position of othcr employecs who rcceive co&dcntial information in the 
course of their cmploymcnt, and who might use the information to their private advantage by trading in the 
securities of the company which employs thcm. WC the use of such confidentiai information is impropef, 
we do not recommend any legislative cuits wiîh respect to this trading. As with junior officers, the poticing 
of any such abuse can be lefi to managcmen~" (Enber Report, supra note 37, at pam. 2.08.) 
"A similar conclusion was reached in regard to profwsioaal p«sons, such as lawyers, accountants and 
hancial agents. The impropcr ust of confidential information by professional advisers cannot bc codoned, 
but the disciplining of such pcrsom, who abuse thc confidence placed in than, must bc left to the 
companies who retain th«D and the professional bodies to which they bdong. The Cornmittee is preparcd to 
assume the principlcs of the proposed legisiation are at present or wii i  bc incorporated in the ethicai codts 
of the bodies governing such profasional advisers.'' (Kimber Reporf, at para 2.09). 
'O3 MSA., S. L 1 2(S)(c). Cf: i*, Section B. "Deanition of insidas for Liabüity Ricposes". 
'04 It was felt that tbc insider who knows thai hW oading will becomc public howledge will bc l e s  l k l y  to 
engage in improper trading, and such dîsclosure will &O l a d  CO greater invwtor confidence in the 
securities market. Sec Kimber Report, supra note 37, at para. 2.04. - 
'Os MSA., S. 109(1). When a person who holds securities of that corporation is appointeci to the board of 
thM corpocaîion, for.example,.or whenm eriiPting insider.acquitesSc,Curiti~of .the corpontion for the @t .. . 
the, that pason must file an initial report. [Obsc~ation: Wh.l isthe value to having insidas file ''Nil. 
rrpom since thcrc is no bendit to kuowing thaî an k i c k  owns no ocfuritics?] To trace the arguments, see, 
e.g.¶ D. lohnston, supra note 24, at 29 1 and P. Anisman, hider  Trading, supra note 287, at 109, n 3. It is 
submittcd that the COS& of obtaining "Nil" reports far excced the benefit of knowing who the insiders are. 
See M. Yonbef, supra note 285, for a compaison on ieporîing obügations by imidcn ktwccn Canada, the 
U.S. and the Commonwealth counûies, at 641-43. 



insider's holdings of securities of the c ~ r n ~ a n ~ ) ; ~ ~  and (3) insiders mut  report any 

changes in their holdings withîn ten days of the month following the change?'' 

The MSC is rquired to maintain reports on transactions of insiders and to make these 

reports available for public inspection? The MSC is also responsible for publishing 

summaries of those reports?0g 

B. Definition of Irasiders for Liabilily Purposes 

The second way chosen to guard against improper insider îrading is îhat the law imposes 

liability for certain types of insider trading. The MSA prohibits a person or a Company 

that is "in special relationship with a corporation" to (i) trade in securities of the 

corporation with knowledge of a material fact3'0 or material change3'' that has not been 

generally dis~losed'~~ or (ii) Uifomi ohers of a material fact or material change with 

9 313 respect to the corporation before it has been generally disclosed (hown as "tipping' ). 

'" MSA., s. 109(2). " Ibid., S. 109(3). 
ibid., S. 1 lO(1). 

'09 Ibid., S. 1 lO(2). in order for an observer to determine insider trading activity promptly, he mut attend at 
the office o f  the MSC and examine the reports. Those who are interestcd but more passive may await the 
periodic publication of results in reports of the MSC or rely on the limited and seleetive summafies of 
insider reports published by the financial press. 
' Io MSA, S. 108(1). 'hiaierial fact'means a fact that significdy affiécts, or would reasonably be expected 
to have a significant effect on, the &et price or value of securi ties Wsued or pmposed to ùe Usucd. 
"' Ibid., S. 108(1) 44material change" mcsas a change in the business, operations or capital of the . . . . . . . , 
corporation diat would reasonably be expcctcd to have a significant effect on ihc marlret price or value of 
any securities ofthe coipomtion and includes a daision to implemeût such a change madc by the board of 
directors of the corporation or by senior management of the corporation who believe tbat confirmation of 
the decision by the board of directors is probable. "' ibid., S. 1 12(1). "' ibid., S. 1 12(2), (3). 



Persons "in a special relationship with a corporation" are considered to be those likely to 

have access to confidentid information about the co~poration?'~ Thus, the definition of 

"a person or company in a special relationship with a corporation" includes (i) an insider, 

affiliate or associate of the (ii) an insider, affiliate or associate of a person 

proposing to make a take-over bid or proposing to becorne a party to a reorganisation, 

amalgamation, merger or arrangement or sirnilu business combination with the 

corporation, or to aquire a substantial portion of its propertr, "' (iii) a person or 

company that is engaging or proposes to engage in any business or professional activity 

with or on behalf of the corporation, or with or on behalf of a person or cornpany that is 

proposing to make a take-over bid or proposing to become a party to a reor@sation, 

amalgamation, merger or arrangement or similar business combination with the 

corporation, or to aquire a substantial portion of its property;:" (iv) directors, officers or 

employees of the corporation engaged in such business or professional activities, 

specified aboveYs (v) a person who acquired knowledge of material information with 

respect to the corporation while in any of the relationship desaibed aboveP9 and (vi) 

'tippees", that is, a person who knows of matexid information with respect to the 

cofporation fiom another pmon who was in a special relationship and where the tippee 

knew, or reasonably ought to have known, that the person comrnunicahg the information 

was in a special relationship with the reporthg i~suer.3~' The definition is such that even 

"' Ibid., S. 112(5). . . . . . . .. 
31' Ibid., S. 1 12(5)(a)(i). 
"' ibid., S. 112(5)(ii) and (iii). 
'" Ibid., S. 1 1 î(S)(b). 
"' Ibid., S. 1 1 ~(SXC). ' " Ibid., S. 1 l2(S)(d). 
' 2 ~  Ibid, S. 1 12(5)(e). 



a tippee of another tippee can be a person "in a special relationship with the 

corporation.'J2' 

C. Enfocement Of Insider Trading Regulation in Manitoba 

The prohibition of insider trading or infomiing is enforced through a wide range of 

sanctions. The MSA provides for pend sanctions, administrative sanctions, and civil 

actions for damages or for accounting to the corporation. 

1. Penal Sanctions 

Any person or company who is convicted of an offence under Section 136(1)," except 

where the conduct constitutes an offence under Section 1 1 1 is liable to a fine of not 

more than $1,000,000 or to imprisonment for a texm of not more than two years, or both. 

Every director or officer of a company or of a person other than an individual who 

authoises, permits or acquiesces in a subsection l36(l) offence is also guilty and on 

conviction liable to a fine of not more than $1,000,000 or to imprisonment for a term of 

not more han two years, or b ~ t h ? ~ ~  

"' The definition provides that the othcr person h m  whom the information wag acquired could be a person 
who had more dhct access to the information, such as a director or officer, or a person who obtaincd the 
information by way of a tip. 
'" For information on provisions of section 136(1) of the MSA, see, infra Chapter 6 "Enforcement of 
Securities Regulation", notes 420-432 and accornpaaying text. 

MSA., S. 1 1 l(1) provides that eveiy pmion or company that fails to file a report unda S. log is guilty of 
offence and is tiable to a f?me of not more than $l,ûûû., and where a company fails CO so report, cuay ..*-._ . . .. . .. . . . .. .... 

dinctor or officcr of the company who authorised, pemiitted or acquiesced in the failun is also guilty of an 
offence and is liable to a h c  of not more than $1,000. Section 1 1 l(2) provides thaï every person or 
company that files a report d e r  S. 109 that is hise or mis1eachg by m o n  of the misstaternent or 
omission of any material fact is guilty of an offence and is liable to a fmc of wt more than S 1,000.; and, 
where a company files a tiilsc or misleading report, mry director or officer of the company who athonscd, 
pennitted or acquiesced in the nling is also liable to a fine of not more than $1,000. 
j2' Ibid., S. 136(3). 



Where a person or company has contravmed provisions of subsection 1 12(1):= or 

(3)327 and as a result of it made a profit, the lower lunit of the fine to which the person or 

company is liable is the profit that was made, and the upper limit of the fine is the greata 

of S 1,000,000 or triple the amount of profit made by such person or company by reason 

of 

2. Civil Actions 

The MSA provides for an action for damages against a person trading on material insider 

information by the person with whom the trade was made.329 It enuaciates that an insider 

who traded in securities using mataial information with respect to the corporation that 

has not been generally disclosed is liable to compensate the seller or purchaser of the 

'2~ fiid., S. 1 12(1) states that: "No person or company in a speciai nlationship with a corporation shall 
pwcbase or sel1 securities of the corporation with the knowledgc ofa material fact or material change with 
respect to the corporation that has not been g d y  discloseci". 
'" nid., S. 1 12(2) statcs that: 'No corporation and no pcnon or company in a special nlationship with a 
corporation shall inforni, otûer than in tht noccssrvy course of business, another p m n  or company of a 
matcrial fact or material change with nsptct to tht corporation bcfon the materiai k t  or materiai change is 
gcnerally disclosed." '" Ibid.., S. I 12(3) States: "No person or company that proposes, 
(a) to make a takc-over bid, ... for the secUntics of a corporation; (b) to become a party to a rcorganisaîion, 
amalgamation, merger, arrangement or similar business combination with a corporation; or (c)to acquire a 
substantial portion of the property of a corporation, . 
shall infom awther person or company of a material fàct or &iterial change with respect to the 
corporation ôeforc the material fàct or m a W  change bas been generaiiy discloscd cxcept w h m  the 
information is given in the necessary course of business to cffcct the take-ovcr bid, business combination or 
acquisition." '" MSA., S. l36(4). For the purposes of provisions of subsection 4,  "profit" mcails, "(a) if the accuscd 
purchascd securities in contravention of subsection 1 12(1), the average market prke of the searity in the 
20 trading days f o l l o w j l l g ~ g ~  d i s e I o s u r c . o E ~ - ~ - h ~ w  matGtial cbangeks rhe ;~ount.that.lbc ..... . 
accused paid for the security; (ô) if& accusai sold secUntics in contravention of subsection I 12(1), the 
amount that accused received for the security less the average market price of the security in the 20 trading 
days following g e d  disclosun of tbc matenil k t  or mstcriai chauge; (c) if the accused informa3 
another person or company of a matcrial fact or material c h g e  in contravention ofsubsection i 12(2) or 
(3) and rcceivd any d h t  or indirret considauion for providiug such information, the value of the 
consideration recciveâ". Ibid., S. 136(5). 

fbid., S. 1 L3(1). 



securities for damages as a result of the The Act provides for a defence of 

reasonable belief that (a) the material information had been generally disclosed, or (b) the 

material information was known or ought reasonably to have been known to the seller or 

purchaser?3' 

Similarly, the Act provides that an action for darnages c m  be brought agaiast a person 

who iaformed another of the inside The action for compensation for 

damages can be brought by anyone who sold securities to or purchased secuities fkom a 

person who obtained the inside information fiom the info~mer?~' 

3. Administrative Sanctions 

There are also administrative sanctions provided by the Act that might be applied in the 

context of insider trading or infotming, such as cease üade orders?" A temporary order 

can be made pending a hearing on a cease trade order for a longer pexiod?3s 

The insider as well as his associates and affiliated companies also could be liable to 

persons who have suffered through the use of "specific confidential information" in a 

securities transaction. This is a double liability since the MSA specifies that insiders as 

3'0 Ibid. 
33 ' Ibid., S. 1 1 3(l) (a) and (b). The= are also speciac exemptions fiom liability in situatiom where the 
insider can generally be said not to have taken advantage of the informatioa The circumstances in which 
rrsons are exempt are set out in Man. Reg. at S. 44.1. 
'' MSA., S. I 13(2) 
'" IbUI., S. 1 13(2)(a),(b),(c). 
Tlq defences are the samc as those that apply to an action for damages against a person trading oa inside- . . 
idormation, with the additional defence that the information was given in the counc of business of the 
issuer or, in the context of a proposed iake-over bid, business c o m b ~ o n  or acquisition, where the 
idormation given was nccawy to effcct t&e takç-ovtr bid, busiags combination or acquisition. See, S. 

113(2) (4 to (gh 
'Y MSA., S. 148(1) according to which, The c o ~ i o a  may, wherc in iîs opinion the action is in the 
rublic intacst, order.. .that asding shall cease in mpcct of such sccurities. 2. " Ibid., S. l48(2). 



well as associates and affiliated companies are accountable to the company whose 

securities was the subject of the transaction. In other words, both personal and corporate 

rights of action arise h m  the same wrongful act. 

D. Insider In formation And Insider Trading h Russiu 

Russia, in 1996, joined the quest for fairness in the stock market by prohibiting insider 

trading.336 Legislation restncting insider trading was first adopted in Russia in 199 1 ,"' 
but failed to provide a signifiant deterrent to insider trading. The FSL extended and 

refined the prohibitions on insider trading set forth in Regulation No. 78338, which applied 

to holders of "confidentid information"?" Insider trading is govemed primarily by three 

articles of chapter 8 of the FSL that contain provisions designed to prevent trading on the 

b a i s  of inside info~mation?~~ hside information is defined as "any Somation about the 

issuer and its securities that is not generally available and gives the person that possesses 

it an advantage over other persons involved in the securities market, because of their 

ernployment, their responsibilities at worlr, or because of a contra~t.'"'~' For the purpose 

of the Iaw, insiders include (1) members of the management bodies of the issuer or of a 

" FSL., supra note 2, arts. 3 1 -33. No qlanaîious among schotars have - o f f ed  for the lack of 
concem with irwider trading or for demaads for restrictions on insider dealing in Russia. It is commoniy 
believed that widespread insider trading in Russia was making the nation's markets unattractive to fonign 
investors and was discouraging s d  investon h m  investing in securities. lasidcm wen able to engage in 
insider trading in Russia with no risk of pmsa,wtion or conviction. To maLe ita markeîs attractive for 
foreign investors, Russia extendeci and reheâ the probtbtiom on insider trading in the Federai Securities 
L m  formaliy banning insida trading, but Wcd to pmvi& for enforcement of thcsc der: Michel McFaul, 
"Why Russia's Politica MaitePi -Fongn-Affaimi (Jan./FebP - 1 I J b -  at 87.,89 (ibMmgulatcd stock ma&&. ... . . 
have led to abuses. En Russia's nascent stock markets, insider trading is the mlc, not the cxccption"). 
"' Regulation No. 78, supra note 97. 
338 Ibid. 
"' FSL., supra note 2, arts. 3 1-33. 

Ibid., art. 3 1 ("insider infomtiod'), art. 32 ("On pnom in possession of b i d c r  information''), art. 33 
("Transactions concluded using insider information"). 
"' Ibid., art. 31. 



professional participant of the securities market who are "connecteci by wntract with the 

(2) individuals who are professionai participants of the securititx market;M3 (3) 

the auditors of the issuer or the auditors of the professional participants who are 

connected by contract with the issu- or (4) employees of state agencies who have access 

to the inside idormation of the issuer by v h e  of their authority, including the authority 

to iaspect and supenise. 

Persons in possession of insider information may not use it to conclude transactions or 

pass it to third parties." 

It would seem that the insider trading regulations were set forth in the law for the sole 

purpose of malwig the nation's semihies markets aîûactive to foreign investors. In other 

words, the perception was that, without insider trading regulations, foreign investon 

wouid be reluctant to invest in ~uss ia?~* 

The s e d t i e s  legislation has failed to provide a signifiant deterrent to insider trading. 

Insiders are able to engage in insider trading in Russia with little risk of prosecution or 

conviction, because there are no sanctions provided against insider trading. The law 

merely states that persons who violate the provisions prohiiiting insider trading are 

responsible %der the law of the Russian Federation", without any specifics as to which 

Ibid., art. 32, pam.5. "By membcrs of the or- of management of the issuer and of a legal entity which 
is a professional participant in the securities market are meant peisons permanenily or tempoMy 
employed in the legal entities indicated in posts involving organisational cesponsibility and aiso individuais 
lùlnlhg such rtsponsibility by spccial authority." 
j4' fiid. article 32 in tbis part pmbably is intcnded to mean profiional participants who have access to 
inside information of  the issuer by virtue of a contract with the issuer. This dcféct mut be correctai. " Ibid, an 33 
'" My personal experiençe as a member of the legal team which directly participated in 6PAUig securities 
laws in Kyrgyzstan givcs me the basis to makc such a stattment, The policy of the Kyrgyz Governent was 
to attract foreign investors into its maricet. The same approach was taken in 0 t h  npublics of the 
Commonwealth of thc Independent Repubfics (“GIS'), inciuding Russia. 



law. The application of these provisions has yet to be established. " It is apparent that 

the failure to enforce insider trading regulation is a problem which persists under existing 

legis1ation.M7 

E. Cornparison Of Insider Trading Regulations 

1. Definitions 

In cornparhg diffkrent insider trading laws, defining what sort of information raises 

confidentiality concems, is as significant as delineating the scope of insiders who are 

prohibited nom using or discloshg that information. Briefly, the FSL dethes iaside 

information as "any information about the issuer and securities issued by him which is 

not generaily avai~able".~~ h contrast, the MSA requires that the information be valuable 

in some way and must ï'reasonably be expected to have a significant effect on the market 

price or value of a s e ~ m i t i e s . ' ~ ~  Both definitions require that information should noi be 

publicly known or available. 

The difference between the two jurisdiction's definitions of inside information is that in 

Manitoba the definition lies in an evaluation of materiality. In contrast in Russia, "any 

" As a rcsult of the law prohiiiting hider üading in Russia bcing so ment, the application of tbcsc 
provisions has not yet bccn established by the judiciary. There is no clear pattern developcd by tbe judiciary 
as to what elemenîs have to be proved in order to convict someone allegcd to be in contraverition of insider 
trading niles. The resuits of the mcatch on the subject of aiforcenient of insider trading mlcs shows that no 
rosecution for insider trading under the Federal Securiiies L m  bas yet taken place. ' The inteqretation of insidcr.cicaiing provisions cmc@ jn the Russian law rrquircs sepamte acadcmic 

research. Whac comtimtes inside Monnaiion besidcs just "any information about an issuer and s e c u r i i  
. . .Wch is not g e n d y  avaiîable'? Tbcrc is m dennition of whst constitutes the offhcc of insider trading. 
To be succcsstiil, tûe Russian scheme of iasidcr trading reguiation q u k  tnactmcnt of clMfying mlts and 
fegulations. 
" FSL, supra note 2, art. 3 1. 
U9 MSA., supra note 1, S. 108(1). 



iafomation" appears to be over-inclusive. The FSL law should expiicitly indicate that 

inside information should constitute that information which may have significant 

inauence on the market price or value of the securities. 

The consequences of a broad or vague definition of insider trading may be exacerbated in 

an underdeveloped market economy such as Russia's t o~ i a~?~*  The need for clear 

standards may be especially vital to the successful development of this emerging 

market?' ' 

2. Identif'ying the Scope of hsiders 

The s a p e  of insiders is definecl in the secuities acts of Manitoba and Russia. Russia 

identifies insiders only for the purpose of liability, whereas the MSA identifies two 

categories of insiders: one for the purpose of reporthg the second for the purpose of 

liability. There is no comparable provision in Russia to the reporting obligations for 

insiders in Manitoba 

In contrast to Manitoba law, the scope of insiders for the purpose of liability under the 

Russian law is limited to persons who possess inside information by virtue of their 

'31 "A vague definîtion of inside information may produce unpreâictable patterns of exoneration and 
üability, *ch may <baiuclves discourage investon, h m  entering ihc market. It may &O inconi%tiritiy. ' ' "- ' ' 

deter the cautious and honest while encouraging the risk-talters and dishonest to make insi& dcals. Finally, 
iacomistencies may hindcr hir and effective dorctmcnt, and vague standards arc unfàir to honest and 
naive investors who may be vulnerable to liability without mtice" in S. Sdbu, "Regulation of larider 
Trading in a Global Marketplace: A Uniforni Statutory Approach" (1992) 66 Tulane Lmv Review, at 856. 
"' Mecka lm, supra note 289, at 1073 (stating that "a pmper capital market d l  never mcmerge unless the 
b e w o d c  is k t  in place"). 



employment, their responsibilities at work, or con tract^?.'^ Because provisions of this 

article require the existence of some sort of working contact with the issua, which gives 

them access to non-public information, the provision is roughly anaiogous to the fiduciary 

duty approach; but it expands the scope of Iiability by not requirhg that the relationship 

be one of trust and confidence between the insider and the issuer. The requisite Link that 

is contemplated by the statute is to establish the presence of some level of trust shared 

between the insider and the issuer, as for example the issuer does with auditors, tax 

consultants, and employees of state agencies, d l  of whom routinely review confidential 

documents. 

Manitoba extended the sape of insidm to persons who are in a "special relationship 

with the issuer" and who obtain confidential information in any manner and knowingly 

have access to inside information. This elernent, which covers anyone in possession of 

inside information which he knows is not public, is rnissing in the Russian law when 

detamining the scope of insiders. 

By limiting the scope of insiders to those who are in working contact with an issuer, 

Russia leaves out a large group of insiders who have access to infomation h m  the 

issuer, such as beneficial owners of ten per cent or more of the seninties in question, a 

person or company exercising control or direction over equity shares of the issuer, a 

person or company that is affiliate or associate of the issuer, or a penon or company that 

l e m  of inside-information. about .the issuer. f b m  any other. pason who. has,-b-y-yirtUtz o f .  - , . _.. . - . 

contact with the ismer, corne to the possession of inside infomation. 

FSL, supm note 2, art. 32. Its legislaiive history does aot contain my thmtical discussion justifyiig the 



Russia, under the scope of insiders, includes employees of state agencies who have access 

to inside information by virtue of their authority, including authority to inspect and 

supervise?" Nothing of this sort exists in Manitoba's insider trading reguiations. Even 

though it should be expected fiom the regdators to rely on the state agencies to control 

their employees, as it is in Manitoba. 

Both the FSL and MSA acknowledge that persons with a special relationship with the 

issuer should be defined as insiders and prohibited from trading on the basis of 

information obtained by vimie of their relationship with the company. 

However, the foregoing cornparison shows that the scope of insiders encompassed by the 

Manitoba definition is broader than that of Russia. 

3. Enforcement 

Persans found guilty of insider trading in Manitoba face criminal fines and 

imprisonment?" Even though Russia subjects insider trading violators to responsibility, 

as the FSL States, 'Tn accordance with the law of the Russian Federation", penalties for 

violations of the insider trading provisions have not yet adopteâ in the Criminel Code of 

~ u s s i a ? ~ ~  Therefore insiders in Russia cannot be charged with criminal ~iabii i t~ for such 

violations. 

limitation of the scope of insiders to only those who corne to possession of inside information, by way of 
their cmployrnent with the issuer, responsibilities at thcir wotk place or a contract with the issuer. 
' ~ 3  Ibid., ah 32, para. 5. To e x p h  the pu~pose oftbis provision would nquire sepamte rcsearch 
'" MSA., S. 136(1),(2). "' The absence ofpublicity smtinding possibk insider trading violations in Russia, makcs it impossible 
to j d g e  whethm ihe crimi& sanctions &ihst insida trading are urgcntly ncctssary at ihis point. 



Another diffaence between enforcement of insider trading laws in Russia and Manitoba 

is the absence of civil liability for insider trading in Russia. The Russian law does not 

expressly gant a private cause of action against persons who have breached the insider 

trading prohibitions. It merely states that violators of an insider trading regulation are 

subject to liability "under the existing legislation." Conversely, the MSA specifically 

provides for an action for damages against a person trading on material inside information 

by the person with whom the trade was made?' Although the deterrence value of civil 

liability would irnprove the effective enforcement of secutities regulations in Russia, it is 

highly unlikely that courts in a civil code system like Russia's would have the discretion 

necessary to create derivative private rights of action. An express cause of action for 

insider trading should be established by the FSL. Penalties for violations of the law must 

be explicitly establisheâ by the Civil Code. It certainly would facilitate the enforcernent of 

insider trading prohibition. 

IM MSA., S. 1 13(1). Asyiih penai sanctio4 the elements that the plaintiff must show are: (i) the 
defendant was in a "special relatioa@ipW with the coqorarion, (iî) î& defendant purcbascd or sold 
secutities of the corporation, (iii) the defendant made the purcbast or side with knowlcdge of material 
information ("matcrial fact" and "materid change" togcl&r constitute "maîctial iiifomatio;r") about the 
corporation, and (iv) that the -al information had not been gmcraily âiscIosd M. GiIIcn, supra note 
27, at 277, This private right of action is wmplicated by clifferhg judicid sîmdards of the ~ I a c n t s  k t  
must be pmved: maitriality, rcliance , causation, and scienter. For mort information on pmbkms ofpmE 
M. Yonief, "Insider Trading", mpra note 285, at 679495. 



VI. CHAPTER 5: TAKE-OVER BID REGULATION 

This chapter briefly analyses the existing take-over bid regdations in Manitoba and d e s  

with respect to take-over bids in Russia. In Manitoba, a "take-over bid" constitutes an 

offer to aquire outstanding voting or equity securities made to any person or company in 

Manitoba, or to any security holder of the off- issuer whose lest address as shown on 

the books of the offeree issuer is in Manitoba, where the securities which are the subject 

of the offer, when taken together with the offeror's presentiy owned securities which are 

the subject of the offer, will exceed twenty percent of the outstanding voting securities of 

the c ~ r n ~ a n ~ ? ~  

A take-over bid can be either a "share exchange off&" a "cash offer", or a combination 

of a share exchange and a cash offer. In a share exchange offer, the offeror offers shares 

of the offeror in an exchange for shares of the offeree. In a cash offei, the offeror offers to 

pay cash for shares tendered under the bid. It is also possible to have a combined cash and 

share offering in exchange for shares of the target. 

' ~ 7  MSA., Part M, S. 80(1). The defuii<on otutakei>ver b i q  given in section 80 (1)  of îhe MSA is similar 
to the one specified by the Kimber Cornmittee. The Kimber Cornmittee &fiacd take-ovec bid as ". ..an offier 
(other than by way of private agremnent or by way of purchage on a stock exchange or in the over-the- 
couatm market) made to any number of the holders of any c b  of o u t s ~ g  voting sbarcs of a coqsny,  
other than a private company, to purchase a numba of such s h  wbich, togeiher with the number of such 
shans beneficially owned, directly or iiidirectly, by o f k m  anci any oiha person or company asrociued 
with the offeror ai the time of malriDg such off i ,  wiil mount in the aggrcgatc to more than 20 percent of 
the outstanding voting shans of such class." Sec Kimber Report, supra note 37, para. 3.1 1 ., p. 23. 



A. TaRe-Over Bids Under the Manitoba Securities Act 

The primary objective of the statutory regulation of talcesver bid transactions in Canada 

is the protection of the bonafide interest of shareholders in the target company. The 

secondary objective is to provide a regdatory âamework within which take-over bids 

may proceed in an open and orderly en~onrnen t?~~  

The Kimber ~ o m m i t t e e ~ ~ ~  suggested problems associated with cash take-over bids that 

fa11 into the following categories: 

Corporations and their shareholders need to be protected fiom corporate raiders and 

looters who seize control of and ofien liquidate corporations. 

Offeree shareholders lack sufficient information to decide whether they should tender 

their shares 

The shareholder can, by tendering early in the offeror period, have his shares locked- 

up such that he could not deal with the share until the offeror, under the temis of the 

offer, decides whether to take up the shares tendered. 

The shareholders need time to assess the information that should be provided by the 

offeror. 

'" National Policy No.38, 'Takc-Ovcr Bids - Recipmçai Cases Trading ûrders", Cadian Scnuiies fuw 
Repom (CCH) P 470438. at 57,67057,671 (1990); also, Kimber Repon, supra note 37, at para. 3.10. '" For a detailcd revîcw ofthe misons for the iIlte-over bid regdation, sec Kimber Report; also M. Gillai, 
mpra note 27, at 308-3 12. 



The practice of taking up tendered shares on a "flust-corne, h t  served" basis as a 

technique for encowaging the early tendering of shares was considered to be 

inequitable by off- (target) shareholders. 

The practice of increasing the offer price as the offei period progressed in orda to 

attract the tendering of fùrther shares, and then only paying to the increased pria on 

those shares tendered after the inmase in price, was seen as inequitable to the offeree 

shareholders, 

In 0 t h  contests for control, such as share exchange offers, the offeror was required to 

make a disclosure of information. The lack of disclosure in cash take-over bids 

represented a gap in regulations?60 

The concems expressed focus on the protection of target shareholders, and legislation 

which would protect shareholders with respect to these concerns was recommended. 

in Manitoba, the legislative response to concerns for protecting target shareholders is in 

Part IX of the MSA and Part XIV of the M S R ? ~ ~  The legislation provides for: disclosure 

requirements; tirne to assess that information; the preclusion of first-corne, f i r s t - s d  

'" Kimber Report, supra noie 37, at para 3.10. 
361 Ibid. Take-ovcr bid regdarion responded to problcms raised in those situations where the acquira would 
make a hostile take-over bid which was open for oniy a short period of time. The hostile take-over was 
oflen d e  in a manner euphemistically referred to as a "Sarurday Night Special". Notionally, the idea was 
to make a bid on a Satwday ~ g h t  when the market was closed anâ Say that tenders uadct thc bid would be 
accepted only until 12:00 Monday moming. The acquirer's broker would open a book for the receipt of 
tenders on the Monday morning. Those sharehoIders who had tendered their shares by 12:OO would have 
thcù shares taken up. While bid penods were not typicaily this short, they were commonly not open for 
more than a few days. This ùaâ two main advantages for the acquirtr: (i) it cut out compcting bids; and (ü) 
it precludd target management h m  engaging in defensive tactics designcd to pnvent the taktsvcr. Al1 
cash offen were typicaily usd to avoid the deiay that would be caused by the n d  to clear a prospcais in 
ordcr to offer shares in a share exchange offer. 
362 MSA., supra note 1, Man. Regs. 49 1/88 R (as amendcd by Man. Reg. 159/89, S. 5) (C.C.S.M.. c. SSO). 



offers; rights of withdrawal of tender by target shareholders, to avoid the lock-up of 

shares; and provisions for equal treatment of target shareholders. 

2. Disclosure Reqwernents 

First, the MSA requires that a disclosme document, referred to as a take-over bid circuiar 

containing information specified in the MSA and MSR be circuiated to all holders of 

secUnties subject to the bid who are in the province?63 The takesver bid circdar must 

also be filed with the commission and sent to the off- i s ~ u e r ? ~  A take-over bid 

circula, must contain the information prescribed in Fom 29 of the ~e~ulat ions . - '~~ 

This information includes: inter alia, beneficial ownership of the offeree company 

securities held by the offeror, its associates, directors, and senior officers, and insiders; 

the ternis and conditions of the offeror; the rnethod and t h e  of payment for the shares 

and rights for withdrawal; whether the offeror is aware of any material change in the 

financial position or prospects of the target company since its last filed financial 

statement; whether the offeror intends to purchase shares subject to the bid in the market; 

rights of appraisal and aquisition; if there are any arrangements between the offeror and 

directors and officers of the offeree issuer, valuations if required or included; a statement 

" MSA., ss. 86(a), 89 (L), 9qI) and Man. Regs., S. 101 and Form 29. It should be notcd that hem is 
similar iake-over bid legislaiion in al1 provinces and territories of Canada. 
" MSA., S. 9 1. "Off' issuei' means an iswr whose secUntics are the subjtct of a take-over bid or an 
offer to acquirc. W., S. 80(1). 
''* Man. Regs., supra note 362. S. 10 1. 



of the right to rescission or damages for misrepresentations contained in the-circular, and, 

appropriate prospectus information needed if it is a share exchange offer?' 

Contents of the circular must be approved by the directors of an offeror, and no expert 

reports may be used therein without th& written consent?67 In addition, the chief officers 

and two directon must sign a certifiate to the effect that full, true and plain disclosure of 

al1 material facts relating to this take-over bid has been made, which must be inciuded in 

the circular.)" 

An offeror cannot sel1 any of his shares which are the subject of the bid during the period 

of the bid,'69 and if it offers to pay a price that exceeds the offer, the bid is d-ed to be 

vmied by increasing the consideration to the higher pnce.'70 Where a significant change 

has occurred in the information contained in the circular, or where the t m s  of the bid are 

varied, a notice of the change must be sent to al1 off- whose shares have not been 

takm up. In such a case the period during which secunties may be deposited shall not 

expire before ten days afier the notice of variation has been delivered. 

b) Directors' Circulan 

Upon receipt of a take-over bid circular, the directors of the target company must prepare 

a response and circulate it to the target's shareholders within ten days. This document is 

called a "directon' circular". In adding comments about the bid, it must recommend that 

'" Ibid., S. 89(7). 
j6' Ibid., F m n  29, item 22. 

Ibid., fom 29, item 24. 
'@ MSA., S. 85(8). 
"O W., S. 88(3). 



the shareholders either accept or rjecî the take-over bid and the reasons thkfor."' The 

contents of the circuiat, wwhich are prescribed in Form 3 1 of the Regulations, must be 

approved and the delivery thereof authorised by the direct~rs?'~ 

Within the circular, the directors must disclose their direct and indirect beneficial 

ownership in the offeror and offeree campanies, whether any director, senior officer or 

their associates, or insidas of the off- company, has accepted or intends to accept the 

offer and the number of securities uivolved, the existence of remuneration or 

compensation agreements to be entered into as a result of a successful bid, details of 

trading by directors and officers in securitia of the offeree company, and particulars of 

any material change in the financial prospects or operations of the target company, since 

the last published interim or muai financial statement. Considerations must be given to 

the making of a recommendation to accept or reject a take-over bid, with rasons 

disclosed, even where the directors cannot make a recommendation. If the offerees are 

advised not to tender until fiutha communication is received, then that communication 

must be made at least seven days before expiration of the bid?73 In addition, an individuai 

director or officer may recommend the offeree's acceptance or rejection of the take-over 

bid, if a circular similar to the directors' cirdar is de~ivered?~~ 

3. Procedural Requùements 

The MSA details various provisions applicable to al1 take-over bids, hcluding: delivey 

ofke bid, the minimum time for which a bid can be open (twenty-one days); resûictiom 

"' MSA., S. 90(1), (2); Man. Regs., supra note 362, S. 103 and Focm 3 1. 
Man. Regs., Form 3 L, Item 16. 

'" MSIL, S. 90(5). 



on taking up the securities; rights of withdrawal (before twenty-one days and af ta  forty- 

five days and an additional ten days whenever the ternis of the bid are varied); pro rota 

take-up in the event of over-tendering; effect of market purchases on the bid; take-up 

provisions and timing of paymeat; restrictions on extensions of the bid; and requireâ 

press release where al1 ternis and conditions of the bid are complied with or wai~ed?'~ 

Section 86( c) of the MSA provides that securities cm be deposited under a take-over bid 

for a minimum of twenty-one days fiom the date of the bid, with the bid period's 

extension by ten days &er the notice of variation has been delivered, where there is a 

variation in t m s  of the bid?76 However, where the variation is sirnply a waiver of a 

condition on a bid for which the consideration consists solely of cash, there is no 

mandatory extension of the bid period?77 

Where the bid is for less than al1 the outstanding securities of the class of securities 

subject to the bid, and where a greater number of secwities than requested are deposited 

under the bid, they must be taken up pro rata?78 For example, if the bid was for 1,000 

shares and 2,000 shares were tendered, then half of the shares tendered by each 

shareholder would have to be taken up, regardless of when shares were tendered. 

To protect those shareholders who tender early, there is a withdrawai right nile to prevent 

Lock-ups of shares. Shares deposited withiii the twenty-one day period can be withdrawn 

at any time prior to the end of that p r i ~ d ? ~ ~  If there is a variation in the bid,'80 the 

'74 Man. Regs., Fom 32, Item 13. 
"* MSA., S. 86. '" MSA, S. 89(5) 

See MSA., S. 89(6). 
'" nid., S. 86(g). 
'" Ibid., S. 86 (d)-(f). 



withdrawal right is extended by tea days, unless the shares have already been taken up3*' 

or the variation is simply an iricrease in the consideration ~ffered>'~ or a waiver of a 

condition on a cash bid?" 

In response to the concern that a conûoiiing shareholder or group of shareholders might 

be made an offer tu the exclusion of o u ,  the MSA requires that a take-over bid be 

made to al1 holdem in the province of the securities sought?" The MSA also rqWres that 

equal consideration be offered to al1 holders of securities of the class s o ~ ~ h t ? ~ '  Where the 

consideration under the bid is increased, it must be paid on d l  securities talcen up, 

whether deposited before or after the in~te8se.''~ 

Similarly, the bidder, or anyone acting jointly or in concert with the bidder, is not allowed 

to enter into a collateral agreement, cornmitment or understanding with any shareholders 

of secwities of the offeree issuer, the effcct of which is to give one or some shareholders 

a greater consideration than other shereholders would receive?" For example, in a take- 

over bid, an offeror is not allowed to offer a principal shareholder a consulting contract in 

addition to the compensation for the shares, which may efféctively constitute a 

consideration greater than that offered to remainiag shareholders. 

The take-over bid legislation also provides some protection to shareholders of a target 

company/corporation against a forced take-over sale of their shares at less than fair 

"O Ibid., S. 89(5). . . 8 

'" Ibid., S. 86 (e)(i).* 
'" hü., S. 86 (e)(ii). '" Ibid*, S. 89(6). 
3U Ibid., S. 86(a). 
'" Ibid., S. 88(1). 
" fbid., S. 88(3). '" Ibid., S. 88(2). 



market value, by way of requiring that a %orna1 valuation" of the off- issuer be 

provided in the bid circ~lar?~~ A formal valuation is quired in two circumstances: (1) 

where the offer anticipates that "a going pnvate transaction" wül follow a take-over bid, 

and (2) where the offeror in a take-over bid is an insider of the issuer or any associate o 

the off- i s s ~ e r ? ~ ~  

The 'Yormal valuation" is a vaiuation carried out by an independent valuer as of a date 

more than 120 days before the date of the take-over biâ, with appropriate adjustments for 

material intewening events and without any downward adjustments to reflect the fact that 

the offéree shareholders do not or will not fom part of a controllhg i ~ ~ t e r e s t ~ ~ ~  This 

allows the offeree shareholder to compare the bid price to the price that might be offered 

in a post-take-over amalgamation. 

The concems that offeree shareholders may end up as cnditors of an offeror, who has 

failed to finance adequately a t h v a  bid that includes cash consideration, is addressed 

by requiring that the offeror make adequate arrangements, prior to the bid, tu ensure full 

payment for al1 securities that the offeror has to acquire. 39' 

"' Ioid., S. 94(2). 
"' In these circumstances, referreâ to as "insider bids", there is concan rhat minority shareholders may be 
unfairly dealt with due to a conflict of interest or idionnational or 0th advancage that the offeror may 
have, by m o n  of a relationship to the issuer. 
'90 Man. Regs., m p  note 362, S. 94(4). The formal vahiion can be made up as of a date more than 120 
days bcfore the cakeover. as long a3 the valum has no reasonablc p l o d  to believe dirn bas becn any 
intcrvening event materially & h g  the value of îhc securitits: ibid., S. 94(5). 
"' MSA, S. 87. 



The potential for delinquent takaup of and payment for tendered shares is dealt with by a 

requirement that shares be taken up within ten days of the expiry of the bid."* Shares are 

to be paid for not more than thne days after they are taken up?93 

To assist target shareholders in assessing the likelihood of a mccessftl bià, and to prevent 

the bidder h m  infiuencing the mccess of the bid h u g h  open market purchases, the 

bidder's purchases of shares during the bid pdod is restricted. The bidder can only 

purchase a maximum of five percent of the outstanding o f f i  issued shares of the class 

subject to the bid. The intention to make such purchases mut be aunouced in the take- 

over bid circular, the purchases mut  be made through the facilities of a recognised stock 

exchange and a press reiease with respect to the pwchase must be made at the close of 

business at the exchange on each &y on which shares have been purchased. This conhoi 

over and disclosure of purchases parnits the market and target shareholders to keep track 

of the biddei's ownership of offeree issuer shares, thus facilitating assesment of the 

likelihood of success of the bid?94 TO dlow the market to adjust a f k  announcement of 

the take-over bid, the bidder cannot commence purchases until the uiird day following the 

date of the bid?" To deal with cbncems about sales during the bid period, bidders are 

restricted during the bid period from selling, or tendering unda a cornpethg bid, shares 

taken up under the bid?% 

392 Ibid., S. 86(i). 
jg3 Ibid., S. 866). 

Ibid., S. 85(2). 
''' fiid., S. 85(3). 
'% Ibid., S. 85(8). 



4. Defensive Tactics 

As a result of take-over activity, some Canadian public corporations have adopted 

schemes, called "shareholders rights" plm, characterised by those who oppose them, and 

now generally known, as "poison pills". As one of a number of defensive tactics available 

to directors and management of a target corporation, this is designecl to ward off hostile 

take-over bids. There are nurnerous shareholders' rights plans available to the directors 

and management of a target corporation. For instance, an arrangement where managers of 

a target corporation are compensateci if the takeover succeeds ("golden pmchutcs"), 

seeking so-called "white knights" or "white squires" (an aquirer who is more acceptable 

to the target often because the white knight will not replace target management), issuing 

warrants as a dividend to shareholders that give them the right to buy additional shares at 

a bargain prke in certain circumstances (poison pills), issuing shares with multiple 

voting, subordinate voting or no voting rights, providing staggered ternis for directors, 

issuing shares or options (the "lock up" arrangement), the target may attempt to 

discourage the bidder by selling off the assets or the assets which the bidder is pr imdy 

seeking (the "scorched earth" or "crown jewei" defences), or taking simila. defence of 

action commonly known as "shark repellent" ta~tics?~' 

A common purpose stated by a board of directors in adopting poison pills is to protect 

shareholders fiom coercive, abusive or unfiiir take-over tactics and to encourage potential 

bidders to make 'permitted bids" or negotiate take-over proposais with the board.0 f . .-. . .- . . .- - . -. .. . - 

M. Gillen, supra note 27, pp. 332-3 34; also, M. Lipton, cd., Tde-over Definces and Director's 
Liabilities (Philadelphia: Americau Law InstitUk, 1986) at 95-96; For a policy discussion on poison pill 
pkns sec, for orample, G. Coleman, "Poison D i b  in CSllsdOn (1988) 15 Canadian Business Lmu Journal., 



directors of the target company. Some poison piils effectively empower the directors of 

the target company to veto a hostile takeover bid by giving existing shareholders, other 

than the hostile offeror, the nght to aquire additional shares at a hction of the market 

price, e.g., fifty percent. The right is triggered when a person, who by design is excluded 

fiom the shareholder rights plan, acquires a tbreshold percentage of the corporation's 

shares, ag., five percent, fifieen percent, twenty percent, etc. If the rights an exercised 

the r d t s  would be a substantial dilution of share values, making a take-ova bid 

uneconornical. Exclusion of the aquiring person fiom the rights may possibly be 

discriminatory and subject to attack under the oppression remedy in corporate legisiation 

in many provinces. 

Some consider that management has a w d i c t  of interest in the face of a take-over bid: 

the interest of management and the directors in retaining their positions versus the interest 

of shareholders in maximising their share value and making th& own decisions 

concenthg the takesver bid. 

On the other hand, there are commentators who support the idea that the directors should 

be able to assess a take-over bid and, if in their business judpent it is not adequate, to 

bargain with the potential offeror with a view to impmve the offer for the benefit of the 

shareholders, or to seek a '%hite Imight" to obtain a better offer. 

It would be wrong here to agree with one notion and unquestionabiy disagree with 

another, beeause botkare based on-positive and negative prsctices. that haY_e-occmed as a - - 

resuit of the use of defensive tactics by management of target wmpanies. To agree with 

at 1-2; J. G. Machtosh, 'The Poim Pill: A Noxious Nosûum for CmPdiri ~hanbolders"(l989) 15 



the f h t  idea would deprive the target companies' shareholders of professional assistance 

h m  theu management as to offers made in the course of take-over activities. Aiid 1 am 

opposed to that. To reduce the possibility of directon misusing "poison pills", even 

beyond the fiduciary standard required of directors by corporate law, 1 recornmend that 

regdators develop general principles as to how to deal with requests by takeover oEen>rs 

to put an end to the operation of the poison pill as regards a particular bid. 

Most poison pills are structured with "permitteil bid" provisions whereby, if the bid meets 

certain criteria (ag., no shares may be taken up until ninety days following the bid, the 

bid is made to al1 shareholders wherever resident, etc.), the dilutive effect of the right to 

purchase additional securities (or other defensive tactic) would not be triggered. In some 

instances shareholders, other than the offeror, may be given the right to vote to decide on 

acceptance or rejection of the bid. A permitteci bid is designed to meet a predetennined 

set of criteria, the effect of which is to give the directors of the target company time to 

consider alternatives. With respect to the poison pi11 itself, shareholder approvd will 

likely be required by the relevant securities regulator. 

An offeror faced with a poison pill, must either negotiate the terms of the bid with the 

target company directors (who are invariably given authorisation to waive the pill), make 

a pemiitted bid, or commence proceedings to have the pi11 dissolved on the basis that the 

directors of the target company have breached their fiduciary duties to shareholders, by 

not lening them make their own decision; and on the bais that, in relation to the offer, 

the pi11 is discriminatory, oppressive and unfairly prejudicial, and also that the directors 

actd  for an irnproper purpose, i.e., to entrench their control. 

C.B.L.J. at 276. 



' . The CSA have enacted a policy which deals with takesver bids and defemive tacti~s?~' 

The policy confinns the fiduciary standard required of directors of a target compaay by 

corporate law. In addition, the policy identifies the inappropriateness of developing a 

specified code of conduct in take-over bid situations for directors of the target 

c ~ r n ~ a n ~ ? ~ ~  

However, the administraton identify specific defensive tactics which will be scruthised 

in a take-over bid situation, which include: the issuance or the granting of an option on, or 

the purchase of, securities representing a significant percentage of the outstanding 

securities of the target cornpans sale or acquisition, or granting of an option, or agreeing 

to sel1 or acquire, assets of a material amount; and, entering into a contract other than in 

the normal course of b ~ i n e s s . ~  

The policy concludes by stating that administrators redise that defensive tactics, 

including those that are specificaily mbject to scnitiny, may be legitimately taken by a 

board of directors in genuine search of a better offer. It is only those tactics that are likely 

to deny or severally limit the ability of the shareholders to respond to a take-over bid or 

competing bid, that may result in action by the administrators, according to the policy. 

'* Nationai Policy No.38, supra note 358. 
'* Ibid., S. 2, at 57,671. 
400 nid., S. 3, at 57,671. 



5. Recent Decisions on 'iPoison Pillsn 

With the increased adoption by public corporations of Shareholder Rights Plans, they 

have been the subject of much discussion."' An analysis of the decisions made by the 

OSC on three cases  o or ex,*^ Lac Minerai's ~ t d >  Re& Greetings and Gijis ~ n c . ~ ) ,  

and a tecent case decided in 1997 before Manitoba Court of Queen's Bench (United 

Grain Growers Ltd. v. 333935 1 Canada ~td."3, al1 dealing with 'Mison pills", give the 

business comniunity and its advisors some guidance as to how the regulators are likely in 

funue to deal with requests by offerors to put an end to the operation of the "poison pili" 

as regards the bid!06 Each case involved a challenge by a bidder to a "poison pili" 

shareholder rights plan, by way of application for a cease trade order to prevent the 

continued operation of the plan in the context of a contestai take-over bid. The following 

" Robert Yalden, "Controlling the Use anci Abwe of Poison Püls in Canada'* (1992) 37 McGill Lmv 
Journal. Sec also P. Anisman and C. McCall, "Poison Pill Rigtits Plans: A Chccklist of Cumnt Issues" Vol. 
6, No. 5, Coiporate Governance Review (AugJScpl. 1994); M.& Giilen, bbEconomic Efficiency and Take- 
Over Bid Regdation" (1986) 24 Osgood KafUav Journal 9 19; E.J. Waitztr, "Rights Plans - Separating 
the Poison fiom the P W  (1994) 17 Ontario Securin'es Commhion BuIIetin, at 4630. 
" In the Matter of Canadian Jorer Ltd. and ManvilIe Oil & Gus Ltd. (1 992) 1 5 O.S.C.B. 257. 
*a Lac Minerais Ltd. (1994), 17 O.S.C.B. 4104, No. 39/94. 
401 Regul Greetings & GL* fnc. (Re) (1994), 17 O.S.C.B. 4497 1, No. 42/94. 
40' United Grain Growem Ltd. v. 3339351 Ca& Ltd. (1997) 1 17 Man. R (2d) 267, or [1997] M. J., No. 
111. 
in both Luc and Regal, the OSC concluded that the Sharcholdn Rights Plans couid not continue in place 

indefïnitcly and that it was appropriate that tbey bc temhatcd. in Luc, the OSC was not prcpami to aiiow 
the pi11 to h v e  in tk event that al1 of the conditions of cither of the two outstanding bids were met and, 
in particuiar, in the event that 66 33% of the Lac shares were deposited to eithtr bid la Regal, the OSC 
was prcpared to allow thc pi11 to continue in piace for a thrct-week @od beyond the stated cxpiry of a 
sin& outsrandhg otfcr to enablc the directors of the target CO develop an altemative transaction. 
Thc rcasons do not suggcst that the directors of thè target, in e i k  case, wcn acting impmpcrly or failing 
to hUil theif statutory and' fiduciary mandateScThe rcasons do mot comment on th- legality of brights -. - - -  - - - - . . - --- - ---L* 
plans, deferring to the courts in that regard, and arc confincd to a discussion of whcn it is in the public 
internt for securitics regdators to intervene to taminate a plan. Sa, McCarthy Tetrault Legal Updute: 
"OSC Relcases Reasons in Poison Pi11 Cases" (Novcmber 1994): A c m t  commtnEary publbhed by The 
Securities Law Group of McCarthy Teüault in & a l  Update pp. 26-302 to 26304. Also, John A. Geller, 
Q.C., OSC Vice-Chairman, "Sbarcboldcrs Righfs Plans" (Rcmark9 to tbe Annuai Dinner of the Caaadian 
Institute of c b a r k d  Business Valuaton) 30 Novembcr 1994, (2 Deccmber 1994) 17 Ontano Securities 
Commiwion Bulletin, 5759. 



important principles may be of general application after the findings in the 

aforementioned cases: 

A shareholder rights plan will not s d v e  indefinitely in the face of a bid that is not 

supported by the target board. 

The regulators will defa to the legal and fiduciary duties of the target board and will 

allow a rights plan to continue to operate for a reasonable period of tirne, where there is a 

substantial possibility that an alternative transaction can be developed to enhance 

shareholder value wiless: 

it is clear that a majority of shareholders oppose the plan; or 

it is likely, and not merely possible, that an existing offer will be withdrawn. 

The more advanced the bid process, as evidenced by the nurnber or age of outstanding 

offers, the more likely the regulators will be to impose an immediate case trade order on 

the basis that the shareholder rights plan has outlived its purpose. 

The reasons in the decided cases make it clear that the regulators will only interfere with 

the judgment of the met board where there is evidence that the interests of shareholders 

could be hanneci by the continuai existence of the plan, or where shareholdérs appear to 

want the plan teminated. 

in determinhg w h e k  to cease trade a shareholder rights plan, the regulators will weigh 

answers to the foilowing questions: * 

1) 1s it likely that a better offer will ernerge within a reasonable period of time, if the pi11 

is not terminated prior to the expiry of the current offers? 
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* 

Is it likely that an existing offer will not be extended for that period, thereby depriving 

shareholders of the opportunity to eiect between that offer and a transition that may or 

rnay not emerge? 

Do the majority of shareholders have a view as to the continued application of the 

rights plan? 

6. Civil Liability in Takdhrer Bids 

The MSA provides civil liability for violation of take-over bid provisions. The MSA 

provides for the right of action for rescision or damages against the offeror, in case the 

take-over bid circular contains a mi~representation."~ It is similar to defences as to the 

right of rescission given to purchasers of securities in the course of distribution to the 

The law introduces a liability provision with respect to directors' circulars, 

thereby providing for an action in damages against every director or officer who signed 

the circular that containeci the rni~re~resmtation. The remedy is confïned to damages 

and the range of potential defendants is restricted to directors and officers of the offeree 

company. The offeree company itself is not liable. Apart fiom this, there is no difference 

in the d e s  applicable to the two types of circuiars. Similar defences, as the analogous 

action for material false statement in the prospectus, are provided in this section. 

The MSA provides that, where a t h v e r  bid circular contains a misrepresentation, 

every offeree is d v e d  to have relied on the misrepresentation q d  has a nght of action . 

for rescission or damages against the ofleror, or a right of action for damages agakt 

" MSA, S. 97(1). " Ibid., S. 6x1). -. 



k e e  possible categories of parties: the offaor, the directors of the offeror at the time the 

circular was signed, and ai l  other persans who signed a certifiate in the offending 

c i m i l d 1 0  

B. The Russiùn Securitis L a w  Wth Respect to T'îake-Over Bids 

Cunently, the FSL has no binding rules govemïng the take-over process in Russia, 

although other provisions of the federal legislation have some impact in this area. Article 

80 of the Russian Joint-Stock Cornpunies Law includes provisions designed to protect 

shareholders of widely-held joint-stock companies.'l1 These protections apply to 

companies with more than 1,000 common stoclcholder~?~ 

Article 80 provides that if a person acting alone or jointly with affiliates intends to 

aquire thirty percent or more of the outstanding common shares of a company, such 

person must notify the company in Wtiting at least thirty days before the aquisition takes 

place?'3 Once a person has aquired thuty percent or more of outstanding a>mmon 

shares of the company, it must offer to purchase al1 comrnon shares of the remaining 

shareholders at an average price per share calculated on the bais of the company's share 

price for the preceding six months, unless the disinteresteci shareholders amend the 

* fiid., S. 97(2). 
'Io fbid., S. 97(1). 
"' See Law "ûn Joint-Stock Companies", supra note 248, art. 80. 
'" Ibid.., art 80, clsuse 1. 
4U Ibid. 



company's charter to provide other~ise!'~ The offer has to be made to al1 holders of 

common shares in Miting and contain the name and address or business location of the 

person making the offer, as weU as the quantity and the price offered to the shareholders, 

and the period designated to perfonn the aquisition?' The offerees have thirty days to 

accept the offer fiom the date that they teceive it. The original transaction and the offer to 

the shareholdas must be cornpleted witbin 120 days der  the acquiring party's written 

statement to the c~rn~an~.~'~ 

There is no liability provided for violation of this nile except that, as stated in clause 7 of 

Article 80: "if a person acquires 30 percent or more of the outstanding cornmon shares of 

a company without complying with provisions of this article, it may only exercise its 

voting rights at shareholders' general meetings with respect to th* percent of the voting 

shares of the company". In other words, an acquirer-shareholder who fails to comply with 

provisions of the article would have voting rights restricted to thirty percent of voting 

shares, regardless of the number of shares he actually holds. 

Considering that the provisions of this article apply to companies with more than 1,000 

common shareholders, then the shareholders of smaller companies are not afYorded the 

same protection as those of large cornpanies. 

The "30 percent rule" is the only provision that could be seen to parallel the Manitoba 

legal technique of aquiring control of the company. In fact Russia's rule is even more 

ngorous than Mzinitoba's'take-over bid'ruiek. in Russia, once yoit have a-contrcskhg - - - .- - -  -- -- :- -*- 

'" Ibid., art 80, clause 2. 
"' ibid., art. 80, clause 5. 
"%id., art. 80, clause 6. 



intaest in a company (30%). you have to offer to purchase ail of the other shares, which 

gives dl shareholders of a company the opportwiity to sel1 theix shares. In this case, all 

shareholders are in an equal position. This certainly discourages anyone fkom 

accumulating a large stake in a company, which may be the intention of die de?' 

Unfortunately, there is no material available to illustrate the fiequency of occurrences of 

take-over bid types of transactions nor the application of the "aquisition of 30 per cent" 

rule in practice. 

At this stage of development in the Russian s e c d e s  markets, when take-over bids 

remain less common than in canadq4'* making their regulation panemed &er provisions 

in Manitoba might be a less urgent concem. However, acquisitions are occmhg and are 

likely to increase in both size and fiequency in the fiiture; therefore take-over bid 

regulation is required. 

"' It should be wted that secUntics ngulation in Ruuia is largely pattemed after US. securitics laws and 
any omissions h m  the U.S. teguiatory schemt that can be found in the Russiau regdations prove to be 
damaging for understanding the purposes for which somc  les were laid down in iaws. Thus, 1 canwt teii 
precisely what is the intention of mpking h m  a person who a c q W  thirty percent or more of a company 
shares to make the off= to buy the rtst of the sharts. 1 suspect, howevcr, that the primary objective of 
lawmakcrs was to provide al l  shareholdm with an equal oppo-ty to dccidc what they want to do with 
their shares, whether to se11 thcm for the 6x4 pnce or hold on to them and sec if îhey can bcncfit more in 
the fùture. It is diflïcult to suggcst what arc the othcr intentions of such a nquircment. As to the absence of 
speciai legislation with respect to take-ovcr bids, in the U.S., as suggcstad in the Kimber R e m  thme 
appear to be ". . . the reasons: kt, a take-ovcr bid which takes the form of a s h  exchange offer is 
subject to the elaborate tegistration srnement ancl prospectus requiremcnts of the Securitics Act of 1933; 
secondly, section 10(b) of the Securities Exchange Act of 1934 and the mlts promulgattd thercunder have 
been held to be applicable to the take-over bid type of tnuisaction (for the contents of section IO(') - sec, 
Kimber Report, mpro note 37, para 3.05. p. 2 1); and, thirdy, the disclosure requircments of ihc Unitcà 
States federal securities legislation and, in particdar, the provisions requiring disclosure of security 
transactions by directors, officers and subsiaatial sharehoIden of corporations subject to sucb legislation, 
have pmnated the vcxuig question of insider trading.. .fiom becomiag a conirovmiai iw". For more 
idonnation with respect to the absence of specÏai legislation on talrc-over bids in ihe U.S. sec, ibid., para. 
3 .OS, 
"%fiomration about how the process of taking over conml of companies in the Russian markets worb in 
practice is not available; therefore, it is impossible for me to staic how kqunitly the pmcss of ~ v m  
occurs, and how efficient the ruk of article 80 of the JSC Law on "acquisition of 30 pcr cent of outstanding 
cormon sharcs" is. 



C Coniparàson of Take-Over Bid Regulation 

From the foregoing, the following cornparisons can be made between the Manitoba and 

Russian reguiatory systems for take-over bids: 

1. Whereas the MSA contains cornprehensive take-over bid rules, the Russian FSL does 

not address the regulation of such transactions. 

2. Although the Russian Joint-Stuck Cornpanier L m  sets forth provisions as to the 

acquisition of thirty percent of a Company's shares, their application is limited to 

companies with more than 1,000 shareholders, which presents a regulatory gap for 

abuses of shareholder's interests in oornpanies with fewer than 1,000 shareholders. 

The information that an aquirer is obligated to provide shareholders is not sufficient 

for shareholders to decide whether to sel1 theV shares. As a result, the current Russian 

legislation is deficient to govern take-over bids in any fom of transactions. This 

provides an alamingly slim base of Uiformation upon which the oEeree is to fom a 

judgrnent. Tn view of the development of the Russian securities market, when 

acquisitions are likely to increase, Russia needs wmprehensive regdation of talcesver 

bids (1) to provide protection of shareholders in the target company, and (2) to provide 

a regulatory h e w o r k  within which take-over bids may proceed in an open and even- 

handed environment. In order to do that, Russia should adopt al1 attributes of the 

Manitoba take-over bid regulatory scheme, which are: (1) define of a talcesver bid, (2) 

set forth procedural and disclosure requirements, and (3) prescribe the form of a iake- 

over bid circular and the information contained therein, as well as the fom of a 



director's cirdar and the infomiation containecl therein. the FSL must also stipulate 

the liability measures to promote the enfoccement of take-over bid regulations. 



W. CHAPTER 6: ENFORCEMENT OF SECURITIES 

LEGISLATION 

"Only if the standards of conduct laid down by the Act are obeyed will the goal of 

investor protection and other related objectives be atta~ied.'*'~ 

The objective of this chapter is to provide a comparative summary of the variow 

sanctions provided under securities legislation in Manitoba and Russia, with an overview 

of the respective administrative mechanisms for enforcing secinities laws. It presents a 

broad view of the types of sanctions and dorcement procedures used by regulatory 

agencies, to ascertain which procedures might be useful in Russia, with or without 

modification. 

A. Enforcement Linder the Manitoba Securiries Act 

1. Sanctions 

Enforcement of the provisions of securities legislation in Manitoba, and in Canada 

generally, is achieved through a variety of techniques. These include pend sanctions, 

administrative sanctions, and statutorily created civil causes of actions. 

The primary focus of pend and administrative proceedings are deterrence and prevention 

of wrongdoing. The pnmary I-pose of civil liability is compensation to Uivestors for 

h m  suffered, but the availability and likelihood of civil remedies rnay dso deter 

impmper conduct. All of these means may thus serve, in part at least, to encourage issuers 



and others to comply with statutory requirements of securities laws. Thus, I ' believe, al1 

regdatory proceedings talcen as a whole are likely to improve the quality of cornpliance 

with the securities laws, as well as the protection of investors. These types of proceedings 

have complementary goals. 

a) Pend Sanctions 

Secwities legislation in Manitoba expressly specifies a range of offences for which pend 

sanctions are provided. 

(i) False Statement 

According to the MSA, it is an offence if a person420 or a c ~ r n ~ a n ~ ~ ~ '  makes a statement 

in any mataial, evidence or information required to be submitted or given under the MSA 

and its regulations, to the commission, its representatives or director, or to a petson 

appointed to make an investigation or audit, that, at the tirne and in the light of the 

circwnstances under which it is made, is false or misleading with respect to any material 

fact or that omits to state any material fact, the omission of which makes it false or 

misleading." 

(ii) Misrepresentation 

4'9 D.L. lohnston, supra note 24, a i  357. . .**.  . - * .  .. * .-. . . * - .  ..+.. ..- .++** .  

"Pason" meam an individual, pattnership, unincocporated association, unincorporatcd organisation, 
unincorpocated syndicate, tnistee, executor, administrator or other legal p e n o d  rcpresentative, xe M S k .  
S. l(1). 
"' "Company" msias any incorporated corporation, incorporated association or other inc~porated 
organisation, sec MSA., S. l(I). 
'* MSA., S. 136(1)(a). 



Making a statement in any application, report, prospectus, r e m ,  financial statement or 

other document required to be filed or furnished under the MSA or regdations that, at the 

t h e  and in the light of the circumstances under which it is made, is false or rnisleading 

with respect to any material fact, or that ornits to state any materiai fact, the omission of 

which rnakes the statement false or misleading, also constitutes an offence. 423 

(iii) Contravention of Act or Regdations 

Any contravention of the MSA or its regulations constitutes an o~ence.4~' The 

provisions, contravention of which constitutes an offence, include, for instance, the 

failure (a) to register for trading, undemurithg or advising, (b) to wmply with restrictions 

on registrants such as calling or telephoIling at a residence or rnaking prohibited 

representations, CC) to file a prospectus as required, (d) to report material changes or 

provide insider trading reports, (e) to comply with the take-over bid requirements, or (9 

to solicit proxies as required or to send required proxy circdars. 

(iv) Failure to Comply with a Decision Made Under the MSA 

The MSC is given a wide range of powers to make decisions. The MSA sets out that a 

failure to observe or comply with any order, direction or other requkement made under 

the Act is specified as an offence? 

b) Sanctions 

The MSA at thesame thne expressly.proYides for-pend sanctiow, including fin@ and, ., - .  

W., S. 136(1)(b). 
" Ibid., S. 136(1)(c). 
" Ibid., S. 136(1)(d). 



in case of indi~iduals>~~ i ~ n ~ r i s o n m e n t ~ ~ ~  Any person or company convicted of an 

offence under Section 136(1) of the MSA, except where m d u c t  constitutes an offence 

under Part or w'29 or Section 1 1 laM, is liable to a fine of not more than 51,000,000. 

or to imprisonment for a t m  of not more than two y=, or b ~ t h ? ~ '  NO minimum 

penalty is provided under the same section. Provision of serious penalties indicates that 

public policy emphasises the importance of complying with securities regdation in 

Manitoba. There has been a shift in these policies in Manitoba The Searity Frardî 

Prevention Act, 1930 provided for injunctions, pend sanctions of up to $2000 for 

individuals and $25,000 for companies and the seizing of assets of offenders. Since then 

the limits of penalties as well as the size of average fines have been inc~eased. Although 

the seriousness of the $ 1,000,000. fme for companies has some inherent limitations 

(because such liability, if imposed on the Company, will ultirnately be paid at least in part 

by other investon, most of whom are not culpable), the availability and likelihood of a 

fine and up to two years of imprisonment for individuals, 1 believe, shouid deter potentiat 

violators fiom contravening these regdatory requirements. 

'*' "1ndividlia.l" means a naturai penon, but does not indude (a) a partnership, uiuncorporated association, 
unincorporated organisation, or unincorporated syndicate; or (b) an executor, adminisûaîor, or other 
personal representative, or a mistee, acting in that capacity, see MSA., S. l(1). 

MSA., S. 136(1). 
Subsdons 101(2), 102(3), 102(4) of Part X of the MSA specify offences and provide saactions for a 

fdure to comply with the provisions regulaiing proxies and proxy solicitation or for misreprescntatioas 
concained in the fil& or nquired îo be filed documents. 

Part XII of the MSA sets out hancial disclostue rcquirements and provides liabilitics for a f'ailure to 
comply with any provisions of this Part. 
"O Part XI sets out requkmenis for insider trading. Section 1 1 1 of Part XI specifies offcnces and provides 
liability for a failm to nle repom thaî are requrcd to be filed, s.lll(l), or for a filhg a reports that 
contain a f h  or misleadhg information. 
"' Ibid., S. l36(l). 



The statutory offence provisions also provide that, where a company or a person other 

than an individual commits an offénce under the Act, every dùector or officer of the 

company that authorises, permits or acquiesces in the commission of the offence, 

prescribed in Section 136(1), is also @lty of an offence and on conviction liable to a fine 

of not more than $1,000,000. or to imprisonment for a term of not more than two years, 

or botl~?~ 

For an offence cornmitted by a company, the statutory provisions provide double-sided 

liability of a cumpany itsel f and its directors and officers, unless the "did not know or 

could not have known" defence is available to the accused individual. 

C) Due DUlgcace Defences 

The MSA provides for due diligence defences to some of the specified offences?' The 

prosecution has the burden of proving that a statement made in the material, evidence or 

information submitted to the commission, its representatives, investigators and auditors, 

appointai by the commission, in an application, report, prospectus r e m  , financiai 

statement or other document required to be filed or furnished, is false or misleading? If 

established, the accused is guilty of an offence unless he can prove that he "did wt know 

and in the exercise of re850nabIe diligence he could not have known that the statement 

was false or misleading", and if, 'hpon bbecming aware that the statement was false or 

"' ibid., S. 136(3). 
Ibid., S. l36(2). 

"' Ibid., S. 136(1)(a), @). 



misleading, he forthwith took steps to notifjr the commission that the statement was false 

or mi~leadin~"."~ 

d) Limitation Periods 

The MSA also generally provides for Limitation periods that apply to the enforcement of 

the offence provisions. According to the law, proceedings to prosecute a person or 

company for an offence under the MSA may be commend at any tirne within two years 

after the facts upon which the proceedings are based first corne to the knowledge of the 

MSA; but proceedings to prosecute a person or company for an offence under the Act 

shall not be commenced after eight years after the date on which the offence was 

~ o d t t e d . " ~  

e) Administrative Sanctions 

Under the MSA the MSC is given the power to make a wide range of orders to enforce 

cornpliance with the securities act or regulations. 

(1) Cornpliance Orders 

Under the MSA, where any person or cornpany has failed to comply with or is violating 

any provision of the MSA and its regulations, or any order of the commission, 

notwithstanding the imposition of any penalty in respect of non-cornpliance or violation, 

the commission rnay apply to the Court of Queen's Bench for an order directing the 

"' Ibid., S. 1 36(2). 



person or oompany to comply with the provision or order, or may apply for an order 

restraining the pason or company fiom violating the provision or order. The court may 

grant the order or such other order as the court thinLs fit."' 

The MSC may, where in its opinion the action is in the public interest, order that al1 

persons, class of persons, or any particular person mut  cease trading in specified 

sec~rities?~~ 

(3) Denial of Exemptions 

important exemptions are provided h m  application of the MSA with respect to 

registration, prospectus filing requirements and t h v e r  bid regulations. The MSC has 

the power to remove these exemptions "where in its opinion such actio~ is in the public 

interest", with respect to the persons specified in an order by the co~nmission~~ The 

rernoval of these exemptions can have a significant impact on, for instance, the business 

of a registrant, on bancing by an issuer, on a p a o n  or persoas involved in private 

placement, or on persons engage. in acquisition. 

(4) Suspension, Cancellation, or Restriction of Registration 

'" Ibid., S. 137. 
437 Ibid., S. lS2(1). 

Ibid., ss. 62(1), 63(2) "orda to cepse trading". ''' Ibid., S. 19(5). 



The MSA makes certain provision for imposition of administrative sanctions. These may 

be imposed either in conjunction with criminai or civil prodings ,  or alone, which the 

MSC may impose on brokerdealers and 0 t h  persons, ranging fiom an order that a 

registrant be reprimanded to a person's registration being suspended, cancelled or 

resüicted. The MSC has the power to order that a person's registration be suspended, 

cancelled or restricted where in its opinion to do so is in the public intere~t.~ Generally 

the MSC may, under this section, impose sanctions after notice and opportunity for 

hearing. 

The administrative orders noted above can generally be made on a temporary basis 

without a hearing, where the commission considers that the length of time required to 

hold a hearing could be prejudiciai to the public interest. The application of a temporary 

order is limited to fifieen days in both situations, but the commission can order an 

extension of the order until the hearhg can be held. A hearing is required before the 

imposition of any final order.«' 

f .  Civil Sanctioas 

In Manitoba, civil damage actions are regarded as a necessary means of enforcing the 

securities laws. 

The MSA sets out extensive provisions concerning civil darnage actions such as right of 

action for rescission of a contract and damages for a misrepresentation in a prospectus.'42 
, . .  

* Ibid., S. 8(1), S. 7(3). 
ibid, S. 148(2). 

U2 Iaid., S. 65(1) (right to cesciad a contract on the base that a prospectus contains an unme statement of a 
matcrial &t), S. 14 1 (civil right of action for &mages if a prospectus contained a faise or misleading 
material idonnation). 



The MSA gives a right of action for rescission and damages in oomection with 

misrepresentations in a take-over bid c i r ~ u l a r . ~ ~  The action Lies against the offeror, its 

directors at the relevant tirne and each person who signed a certificate in the circuiar. 

Liability in damages is also stipulated against every director or officer who signed a 

director's ckular sent to the offerees of an offeree ~ r n ~ a n ~ . ~  Note that in Section 98 a 

security holder has a right of action for rescission or damages against the offeror who 

failed to deliver required circuiars when a take-over bid is made. There are also civil 

actions for compensation or an accountingUS in respect of insider tradingu6 or 

informing."' There is an action for rescission with respect to a failure by a registered 

dealer to make required disclosure in the context of margin cunûacts, or a failwe of a 

registered dealer to make required disclosure with respect to acting as the principal in a 

tracle.** 

2. Investigations and Audits 

Provisions under the MSA are made for investigations and audits to facilitate the 

administration and enforcement of the securities laws. The MSC is given the power to 

make or by order to appoint a person to conduct an investigation and make a report on the 

MSA., S. 97(1) (a right of action for rescision or h g e a  against the offeror if a cake-over bid circular 
contains a misrepreseutation), S. 97(2) a right of action for damages if a dincton' circular disiributcd to a 
holders of securities contains a misrepresentation). 
" Ibid., S. 97(2). 
"* Ibid., S. 1 13(4) (accoptabil& qf an hider iq a corporation for any-bencfit or a d ~ t a g c  reccivcd by 
him as a d t  of transactions conducted witb knowledge of a matcriai infoxmation that has not been 
gcnerally disclosed). 
" Ibid.. S. L 13(1) (an insider is liable to compensate the seller or p u r c k r  of a sccurities for damagcs if he 
oadt with knowledge of a matcrial inforniion with respect to a corporation that bas not kcn genctally 
disclosed). 
447 Ibid., S. 1 13(2) (liability of insidm to cumpcnsatc for âamags for tipphg). 
" Ibid., ss. 77(1) and 7 1(1) ctspectively. 



result thereof?' Section 22 of the MSA sets out broad authonty, powers, nghts and 

privileges that are given to the MSC or investigators appointed by it to conduct their 

investigation, including summoning and enforcing the attendance of witnesses, 

cumpelling wiblesses to give evidence under oath and to produce documents and 

records,"' as well as seizing and taking possession of any documents, records, secufities 

or other properties of an investigated person or c ~ r n ~ a n ~ ? ~ ~  

3. Orders To Freeze Property 

The MSC has the power to direct any person or company to hold any h d s ,  securities or 

other propdes that it has on deposit and which belongs to the person subject to an 

investigation, order or proceeding?2 The MSC can also direct a person or company, 

which is subject to the investigation, order, or proceeding, to r e m  fiom withdrawing 

any fbnds, securities, or other properties or to hold al1 ibn&, securities or other properties 

of clients or others in trust for an interim receiver or tmstee4", appointed by a judge of 

the Court of Queen's Bench, upon application made by the MSC?~ 

B. Enforcement of The Federcl Seeurilies Law of Russia 

In general, the FSL neither provides remedies for statutory violations, nor does it provide 

definitions of offences against provisions of its law. It relies on criminal, civil, and 

" Ibid., SS. 22,23,25. 
" Ibid., S. 22(4). 
451 ibid., S. 22(6)+ 

Ibid., S. 26(1). 
'* Ibid., S. 26(1). 
' ~ 4  Ibid., S. 27. 



administrative remedies outside the law to enforce violations of its provisions?5s The 

reliance on other laws to provide remdes  for statutory violations has its roots in past 

Russian legal practices. However, this is an unfortunate policy choice with regard to its 

secuities laws. The decision to place the rernedies for civil and criminal violations of the 

FSL in the appropriate sections of the civil and criminal d e s  requires a level of CO- 

ordination among diverse statutes that is unlikely to occur during Russia's perîod of legal 

refom. The revised civil, administrative, and criminal codes do not address market 

offences. Many articles of the FSL refer to the criminal, administrative, and civil codes 

for penalties for violations of its provisions. For example, the wording of Article 18, 

paragraph 8 is that ''the issuer is liable for any divergence between the information 

containeci in the certificate of the security and the information containeci in the decision to 

issue securities, in accordance with the law of the Russian Federation", or the wording of 

clause 4 of Article 5 1 ''the officers of the issuer who have taken a decision to issue 

secmitics which have not undergone state registration bear administrative and aiminal 

liability in accordance with the legislation of the Russian ~ederation"?'~ These refaences 

do not contain specific citations to the civil, administrative, and criminal codes and, as a 

r d t ,  do not help identify the range of penalties and remedies. The refaence is absent 

because the present law does not contain expressly provided rernedies for securities 

violations. 

'" FSL., supra note 2, c h  1 of art. 51 scaics thai persotls bear respomibility for violations of the FSL 
and other legislative acts conecrniag sccuritia in ihe casa and to the extent spceined by civil, 
administrative or ctimiaal kgishtion. 

'IL Ibid., art. 18 and art. 5 L, nspectively. 



The FSL should be amended with penalty provisions for market offences and at the same 

tirne to ensure that the Civil Code, Administrative Code and Criminal Code contain a fidl 

statement of Iiability provisions consistent with provisions of the FSL. The absence of 

comprehensive liability provisions is a problem for the FSL or, more precisely, for 

investors. The securities laws of Manitoba, that expresdy specify both criminal and civil 

liability for violations of its provisions, can be a guide regarchg penalty provisions. 

The FSC enjoys broad regdatory powen enumerated in Articles 44 and 5 1 of the Law. 

Under Article 44, the FSC is ernpowered to develop and present to the Parliament 

(Duma) any legislation on securities and conduct registration of newly issued securities. It 

also oversees industry professionais by issuing broker-dealer and other professional 

licenses, establishing necessary qualifications for securities professionals, and controllhg 

the industry thmugh periodic reports by industry mernbers. in that respect, the powers of 

the FSC are much like those of the MSC. 

1. The powers of the FSC in the enforcement area are, however, more limited than those 

of the MSC. The FSC has no prosecutonal power under the Law. The FSC has a right 

to conduct investigations, after which it may either bring a civil suit against violators 

of the secuîties laws or, where the violations are criminal in nature, report the 

violation to the prosecutor~s7 Unlike the MSC, the FSC of Russia in the course of 

conducting an investigation, has no authority to enforce the attendance of witnesses 

and compel them to give evidence on oath, or to produce documents, records, and 

artefacts, as is vested in the MSC."~ If a person under investigation fails or refiises to 

-- - - -  

' ~ 7  Ibid., ciause 3-7 of article 51, clause 8 of art. 44. 
"' Sec section U(4) of ihe MSA, supra note 1. 



attend, to answer questions, or to produce documents or records in bis custody or 

possession, he, according to Section 22(4) of MSA, is liable to be oommitted for 

wntempt by a judge of the Court of Queen's Bench. Although the licetlsing and 

registration authorities of the FSC of Russia imply the power to deny, suspend or 

revoke the license of any industry rnernber4'' or deny the registration of securitiesyW 

as well as compulsory liquidation of the participant who f d s  to obtain a license within 

a prescribed time period,461 this probably is dl that the FSC cm do to fight violations 

of its secuities laws. Unlike the MSC's authority to assess monetary penalties, the 

Russian legislation does not give the FSC direct ability to fine violators of the 

securities laws. Without that power, the FSC will have to refer every infraction, 

however small, to the prosecutorid organs or to litigate every violation of its secuities 

laws. For purposes of efficiency and heightened respect for the agency, the FSL should 

be amended to add these important powers to the FSC's enforcement arsenal. Proper 

enforcement of the Russian securities regdation is aucial for the orderly development 

of a securities market. 

1. Private enforcement of the Securities Laws 

Certain liabilities and rernedies can be found in the new Civil Code of the Russian 

~ederation.4~~ The FSL aiso expressly recognises the possibility of civil liability for 

violations of securities legislation in such cases and to the extent allowed by the Civil 

459 FSL, supra note 2, art. 42 clause 6 and art. 44 clause 4, ~speetivcly. 
'"O ~bid., art. 21. 
" fbid., m. 5 1, c 1 a w  6. 



code? However, the presence of suitable legislation does not guarantee securities 

enforcement in the Canadian style. Unfomuiaely, there is not sufficient information 

about the Russian court system to predict the attitude of the Russian judiciary toward 

enforcement of secwities laws. 

Because Russia is a civil law country, afl remedies and liabilities are created by statutes. 

Under Chapter 1 of the Civil Code, a person whose rights have been violated is entitled to 

fully recover losses, unless provideci otherwise by contract or  la^?^ A person is mtitled 

to be indemnified for expenses incurred in enforcing his rights as weli as losses for 

damages to his propexty and lost profits; in the wording of the Civil Code: "expenses that 

a person whose right has been violated has incurred or mut  incur in order to restore the 

violated right, the loss or impairment of his property [actual damages], as weU as incorne 

that this person could have received under ordinary cimimstances of civil intercourse if 

his right would have not been violated [Le., lost profits]''.465 In deteminhg the affectecl 

person's lost profits, courts are to consider the profit made by an alleged violator as a 

result of the alleged violation?' Chapter 59 of Part Two of the Civil Code concems 

liability for da~na~es?~'  

It is clear that the right of defence for any violation of securities laws &ses out of specific 

legislative provisions that expressly give an individual such a right. The question remaias, 

whether under the Russian civil law system, the Bght of defence may arise for those 

" Civil Code, supm note 1 1. 
'63 FSL, supra note 2, art. 5 l(1). 
" CM code, .supra note I I ,  art lS(1). 

Ibid., art. 1 S(2). 
* nid. " Sec ibid., a r ~  1064. 



provisions of the FSL that do not expressly give a private plaintiff a ngbt to sue, but 

simply make unlawful certain activities that have injured the plaintia 

For the purposes of this chapter, a l l  provisions that may give nse to liability are 

discussed. 

A so-called "dishonest issue" of secirrities, Le., one that violates the procedures for an 

issuance under Section III of the F s L , ~  may result in the issue being declared invalid or 

the issuer being stopped fiom completing the placement of the issue?9 Violation of the 

issuance procedures aiso is a ground for refbsing to register an issue?70 The FSL limits 

the temedies depending on the character of the violation in question. Thus, if procedural 

violations are discovered, the registering agency may stop the placement of the issue until 

the procedurai violations are remedied, and then may decide to resume the placement?1 

According to the broad definition found in Article 26 of the FSL, an issue is invalid if the 

issuer violates any Russian law during the issue or if the issuer's registration material is 

inaccurate. However, Article 5 1 follows a narrower approach. Thus, if in conneetion with 

a dishonest issue, the purchasers are signiScantIy misled or if the objectives of the issue 

conflict with a fiindamental principle of law, or are immoral, the FSC may apply to a 

court for the issue to be declared invalid. When an issue is declared invalid, the issuer 

" FSL., suprci note 2, arts. 16-29 (Section UI ofthe Fdcral Securities Law dacnbing the msnncr in which 
an issue of securities m u t  be eflected by a mmpany, including registration, pmspactus content 
requiremcnts, procedm for the disclosure of idormaiion about an issue, continwus disclosurc rrporting 
requlltments, and rcqWemcnts afkcting placement). 

Ibid., art. 26. 
'70 Ibid. 
"' Ibid. 



must refund al1 proceeds d v e d  h m  the purchaser of its sec~rities?'~ The FSC may 

seek an injunctive order to compel refund if an issue is declared in~alid?'~ 

Unfortunately, requirements of this clause have limited force because the secunties 

legislation does not provide a procedure for recovering the money in such a case. Rather, 

it leaves itself limited by refaence to Article 24, paragraph 4, that states "When an issue is 

invalidated fbnds are retumed to investors unda the procedure established by the Federal 

Commission for the Securities Market". "Procedures" are yet to be established. 

Going back to Articles 26 and 5 1, which provide that an issue may be invalidated, clause 

3 of Article 12 of the Civil by implication gives purchasers of secuities, the 

issuance of which is invalidated by the court, standing to sue the issuer for rescission, a 

remedy similar to that contained in Manitoba. Provisions of Articles 5 1, para. 5, and 26, 

para. 5,  do not expressly provide for a private cause of action; but such an action cm be 

found if those articles are read in conjunction with Articles 8,9 and 12 of the Civil Code. 

A combined reading demonstrates that Articles 5 1 and 26 give rise to civil rights and 

duties that can be effectuated through the rîght of defence? exercisable in part by bringing 

a lawsuit for darnages. 

The FSCYs resources for oversight and enforcernent are limited, and its staffs efforts are 

more concentrate. on the regdatory aspects of its mission than on enforcement. The FSC 

is much las experienced in the enforcement of securities Iaw than in Manitoba. Also, the 

" Ibid., art. 26,s l(5). 
'" Ibid., art. 26. 

"' The wording of article 12, clause 3 is: "Civil rights are protected by means oE . . .- declaring a voidsbk 
miosaction to be invaiid and imposing the consequenccs of the invalidity of a void transaction". Civil Code, 
supra note I L ,  art. 12, clause 3. 



FSC is fa& with a tremendous regdatory task. The whole regdatory scheme is yet to be 

created. Under these circumstances, the FSC's enforcement activities will either be 

limited or done at the expense of regulatory work. 

If the liabiiity of issuers in p h a r y  distriiutions is more or less provided under the law, 

the civil liability of securities professionals for miscunduct in sacondary trading is 

limited. An industry professional may lose his license for violation of the trading 

but revocation of a license is of little value to the dehuded investor who has lost bis 

money. Besides, the enforcernent abilities of the FSC are certainly not enough to uncover 

and investigate each and every case of secutities hud.  There is a need for various private 

remedies to provide relief to those harmed by a securities law violation. More 

importantly, the existence of a pnvate remedy is a powerful incentive for individuals and 

companies to comply with the secwities laws. Certallily, clear delheation of the express 

civil liabilities of market participants in the law would be helpful, and the law should be 

amended to that effeçt. In the meantirne, the articles of the FSL that outlaw certain 

activities should be intexpreted as authorising private rights of action? 

The FSL does no? specifically grant a pnvate right of action against market participants; 

but it contains limitations on a market participant's activities. niese limitations relate 

mostly to insider trading. 

'" FSL, supra note 2, art. 5, clause 2. 
" The absence of applicable materid does not allow me to illustrate instances of the application of such 
requircments OC the laws. There are no authoritative commentarks ad interpnîations ofrecord made by the 
Suprwe Arhation Court and by the Plenum of the Supnme Court oC&e Russian FcdaPiion on the 
application of îhc legislaîion for the sccuritics markct, which is a traditional technique for the use o f f  th 
legislation in a civil law system country. 



As noted, the law does not expressly gant a private cause of action agauist insider 

trading. It merely states that violators of an insider trading reguiation are subject to 

liability "under the legislation of the Russian ~ederation"!" A private cause of action 

can be founà, however if the article is read in conjunction with Articles 8.9, 1 1 and 12 of 

the Civil Code. 

Russian secwities regulators should not rely on gmeric civil liabilities, but rather should 

add anti-manipulative and anti-hud provisions to the FSL, specifically tailored to fight 

securities fiaud and market manipulation in the secondary market. Russia needs to define 

and outlaw specifidly, rather than in general terms, manipulative and fiaudulent 

practices in its semities industry. 

a) Limitation Periods Under the Russian C i d  Code 

The discussion of remedies and liabilities under the FSL would be incomplete without 

mention of limitation periods. The Federal Securities Law itself does not contain any 

statutory limitations, but the general limitations period under the Civil Code is three 

years?78 The parties may not, by any agreement or otherwise, change the duration of the 

limitations period. The commencement of the limitations period is subject to a discovery 

rule: the limitations period begins to run when a person knew or should have known that 

his or her rights were violated. Thus, a limitation period under the Russian Civif Code 

may be longer than most limitation periods under the MSA!?' 

" FSL, supm note 2, art. 33. 
" Civil Code, supra note 1 1, art. 196. 
479 Sec MSA., s.137. Sec supra note 436 (on Iimitriion wods d e r  the MSA) and accompany@ text 



2. Criminal Offences and Sanctions 

The Criminal Code, which came into effect on 1 January ~997:'~ provides for 

criminal sanctions for specific violations of securities legislation."' nese violations and 

related sanctions include: (1) unlicaised activities on the securities market authonsing 

penalties up to 500 times the minimum wageY2 (2) wilful misrepresentation in a 

prospectus mbjecting the issuer and its officers and directors to penalties up to 500 times 

the minimum wageta3 (3) fraud during share issues allowing penalties of fines or 

compulsory l a b o ~ r ~ * ~  and, (4) fabrication of countdeit banknotes or securities, which is 

punishable by imprisonment fiom five to eight years?85 

The Criminal Code does not, however provide for violations of the FSL provisions as 

they are, although under the FSL the issuer must state true and accurate infoxmation in its 

prospectus. 

Speaking about administrative sanctions of a rnonetary nature, there exists in the Moscow 

Law, "On the administrative liability for violations in the sphere of securities market" 

[hereinafter , the Moscow Law], penalties applicable only in Moscow region!" It 

"O Ugolovnyi Kodelcs Rossiyskoi Federatsü [Criminai Code of the Rwsian Fedcration], Sobr. Zakonod. R. 
F. 1996, No. 25, Doc. 2954 [hereinaRcr, Criminal Code]. "' The Criminail Code of 1964 did not have such provisions, since ai the t h e  of its adoption Russia did not 
have, and did not expect to have, any secwities markct. 

Criminal Code, supra note 480, art. 17 1. "' Ibid., art 177. 
fbid., art. 185. "' ibid., art. 186. . . . ... . . . . . . . .,. . .  - 

" Zakon goroda MOSCM Wb Administratirni Otvetstvennocti za Pravonanishcniya v Sphcn Rida - 
Ts& Bumag" [law of Moscow City on Adminisûative liability for VioIationr of the Securitics Law"] 
(1 1 June L997) No. 17, fionornika I &Un No. 20,4 Juiy ,1997 pp. 6-7. The F c d d  Securitia Law 
c o n t a  hdamcntal (basic, pimary) prohibitive nom. For instance, the pmhition of combination of 
cerîain types of pmfèssional activitits on ihc sccurities market (art 10); the prohibition of the i s s u i ~ ~  of 
securities in excas of the number deciarcd in Ibc issue pmspectus (art. 26). Howevcr, the iiom that 
pmvide eaforammt of thesc phibitive provisions providai in the FSL arc absent Thc nomu whkh 



provides for sanctions in relation to organisations violating the securities market, which 

are: 

a a warning with an order to eliminate an uncovereû (detected) violation by the time 

appointed in the order, 

a waming with an order to eliminate an uncovered violation, followed by publication 

in the mass media; 

fines. 

Other sanctions provided by legislation of the Russian Federation and by the Moscow 

Law wuld be imposed on organisations for violations on the securities market. According 

to Article 3 of the Moscow Law, "cases of violations, provided for by the present Law, 

are considered by officia1 persons of the Moscow regional division of the Federal 

Commission to the extent specified by the present Law and legal acts of the Moscow 

regionai division of the F e d d  Commission for the Securities Market.. . . The chairman 

of the Moscow regional division and his deputies appointed by him have a right to 

investigate violations on the securities market and to impose sanctions on behaif of the 

Moscow regionai division". 

guaranty the pcrformancc of provisions of the FSL pddly arc provided in the new Criminal Code. As to 
administrative liabilities, the FSL provides for one and only fomi of punishment for violations of the 
established rules of the conduct of professionai participants and of the rights of investors, which is 
revocation of the lictase of a professional participant in the securities market (art. 44(4)). Al1 of these are, 
of course, extreme measutes. They allow '?O rctaliate" but not "to educate" (prevent). The primary 
objective should be, on the one band, to caution the possible violations, on the other hanâ, to promote 
elimiiiption ofdetected Mingexnenîs. The FSC made comsponding proposais to the Staie Duma to amend 
the AdnrinLstrutiwe Code, and unfortunately none bas corne into effect so k. For this exact rtason the 
Govemment of MOSCOW and the Moscow municipal Duma, with direct participation of the Moscow 
regionai division of the FSC, took appropriate masures to pmvide the Moscow ~ecurities markets with the 
Law on administrative liability for violations in tbe saurities merlra According to this Law, the Moscow 
ngiond division of the FSC is in charge of coirpidtration of c a ~ s  h order that ~ û a t i v e  ismtivemeanms may 



The Moscow Law provides for ceriain types of offences in the sphere of the s e d t i e s  

market, such as a violation by the issuer of procedures and standards for issuance of 

securities (Art. 7); iiiegal combinations of various types of professional activities on the 

secwities market (Art. 8); accomplishment of deals with securities in violation of the 

requirements of the legislation (Art. 13); the use of insider information (Art. 15); evasion 

fiom providing the disclosure of compulsory information or reports by professional 

participants filed with the Commission (Art. 17); and, infiingrnent of the procedure of 

idormation disclosure (Art. f 9). Thus, this law specifies practicai sanctions for violations 

of provisions of the FSL, though only in the city juridiction of Moscow, which means 

that investors whose investments are placed outside of Moscow are deprived of the 

protection provided by the Moscow Law. 

The subject of administrative liability according to provisions of the Moscow Law is 

agaimt the issuer itself. Penalties are imposed on the issuer, not on persons whose d e f d t  

led to breach of the law. This means that an issuer takes the burden of liability when a 

responsible person has escaped fiom liability. In my opinion, the Moscow Law should be 

amended in order to I h i t  the imposition of sanctions to a particdm person who fails to 

comply with it, who authonses, permits or acquiesces in the commission of the offence, 

rather than to the entire ismer-cornpany, so that harm would not be done to innocent 

shareholders of that Company. 

Law refom proposds should be made to provide sufficient penalties for - .  

rnisrepresentations in a prospectus and insider trading. There are stringent, strict liability 

be taken against violators, such as by a deciaration of waming, wiih an ordcr CO eiiminatc detccted 
violations, and by the imposition of penalties. 



crimes in the Manitoba statute book, generally made subject to due diligence defences 

and this seems a suitable precedent upon which to act. 

The same strict liability approach should be advocated in respect ofother serious 

violations of important regdatory provisions and obligations, such as the duty to 

supeMse salesmen and others working for a registered petson. Again, the activities of 

such persons are crucial to the maintenance of an orderly market. Where duties of 

supenision are commonly neglected, opportunities to defiaud investors will be taken. 

This seems to be another area in which Russian legislators ought to pmvide for adquate 

penalties. It is, of course, not necessary that a fine or imprisonment be imposed in every 

case, for example, for filure to supervise. Most cases can no doubt be d d t  with 

administrative1 y. 

Where, however, there appears to be an unexplained and sexious neglect of supervisory 

responsibilities, criminal proceedings may well be thought appropriate. In relation to 

registration offences, there ought to be strict üability in order to enforce an affirmative 

duty. There ought to be a due diligence defence. niere ought to be the possibility of 

imprisonment in cases where the fadure to supervise is egregious. Such cases would 

include those where management was, in fact, aware of circumstances which ought to 

have caused it to discharge its mpenrisory responsibilities. 

Such provisions are signifiant to îhe scheme of regdation and ought to be regarded as 

hdarnental. A deterrent stnrctiire of potential penalties sh'oiild be'provided; Iii respect to 

particularly serious iafrsictions, tlris would prove to be a meaninfil approach to the 

problem. 



In addition, Russia should provide for a judicially Unposed disqualification of persons 

h m  acting in the secuities industry or acting in the management of a company, where 

the person concetned remaias presently in default of the reporthg requirements of 

securities or joint-stock companies legislation. Power to apply for a disqualification 

should rest in the FSC. The power could be exercised by the court either consequent upon 

conviction or upon imposition of an administrative sanction by the FSC. 

C. Comparàson of En forcement Provisions 

From the foregoing, the following cornparisons can be made between the Russian and 

Manitoba systems of enforcement of securities legislation: 

1. While in Manitoba the primary rcsponsibility for regulation is granted to provincial 

secunties commissions, in Russia the regulation of the securities market is a 

responsibility of the federal commission. 

2. The MSC is granted broader powers to issue normative acts and ensure cornpliance 

with securities legislation through administrative proceedings anci 0 t h  means. 

3. In cuntrast to the MSC, which is given broad powers in the enforcement area, the 

FSC's powers are limited. Whereas the MSC's powers include: (i) to apply to the 

Court of Queen's Bench for an order directing a person or company to comply with the 

provision or order of the commission, or for an order restraining the person fiom 

violating the provision or order, (ii) to order to case  trade where in its opinion the * 

action is in the public interest, (iii) to remove exemptions, and (iv) to impose 

administrative sanctions in the form of cancellation, suspension, or restriction of a 



person's registration where in its opinion to do so is in the public interest Presently 

the powers of the FSC are limited to the authority to suspend, cmcel, or restnct a 

person's registration on the grounâs laid down in the law. ünlike the MSC, the FSC 

currently has no direct ability to impose monetary penalties on violators of secuities . 

laws, unless by amendhg the Administrative Code of Russia, the FSC wili be 

authorised as a body to impose monetary penalties for violations in the market. n i e  

FSC does not enjoy the broad authority, powers, and rights that are @ven to the MSC 

in conducting investigations and audits, such as: (i) summoning and enforcing the 

attendance of witnesses, (ii) campelhg witnesses to give evidence under oath, and 

(iii) seizing and taking possessions of any documents, records, securities and other 

property of an investigated person or company. Under the Russian legal system, these 

powers are available only to the courts and the prosecutorial organs. The FSC's rights 

as to investigations are confined to %quiring issuers and professional participants to 

present documents required to resolve questions.. ." (Art. 44, clause 7) and to bringing 

a civil suit against violators or where violations are criminal in nature, report a 

violation to the prosecutonal organs. The authoritative power of the FSC shodd be 

extended in order to facilitate enforcement of provisions of the Federal Securities Law. 

4. While the MSA expressly provides the range of offences, as well as to pend, 

administrative, and civil sanctions, the FSL itseif neither provides for rernedies for 

statutory violations, cor does it provide definitions of market offences. For the most 

part this diffaence is the d t  of the Russian civil law system under which al1 

remedies and liabilities are created by statutes (i.e., the Civil, Ch ina l  and 

Administrative Codes). 



5. Unlike the MSA, which provides extensive provisions conceming civil damage actions 

such as: right for tescission for failure to deliver the prospectus, or when there is 

misrepresenbtion in a prospectus, or in a takesver bid circular, nghts for rescission 

and damages in comection with rnisrepresentation in a take-over bid circular, etc., the 

FSL does not contain such provisions. However, under the Russian civil law system 

the right of defence may arise out of those provisions of the FSL that expresdy give a 

person a right to sue. Therefore, clearer delineation of the express civil liabilities of 

market participants should be provided in the Russian law. 



VIII. CHAPTER 7: SELF-REGULATION 

"Self-regdation" is a system unda which al1 or a major portion of the responsibility for 

policing the conduct of participants in an industry is undextaken by an industry 

organisation, rathei than directly by a govermentai agency:87 

Why has sel'regulation, which is found in few other industries, been so pervasively 

accepted by governments and participants as well, in the securities field? The amwer, 

D. Ratner believes, lies in the nature of secondary trading in securities. Unlüce other 

goods produced and rnarketed by cornpethg enterprises and consumed by their 

purchasers, securities, once rnarketed, continue to trade actively fkom hand to hand in a 

secondary To make this market efficient, there must be a central facility 

through which the secwities can be quoted and traded That facility must have d e s  to 

govern the conduct of individuals and fkms entitled to use it. Stock exchanges began 

providing these facilities, and imposing these des,  almost two hundred years ago in the 

United States and ahost a hmdred and fi@ years ago in Canada, long before 

govemmental regdatory commissions came into exis ten~e?~ 

This rationale has been enunciated for preferring a system of supewised self-regdation to 

direct regulation. it is assumed that self-regulation is less expensive and more flexible 

than governrnental regulation, and that it can be more effective in controlling undesirable 

. .- - .  

'*' D. L. Ramer, "SelfiRegulatory Organisations", (198 1) 19 Osgtwde HaIf lmu J o m i ,  p. 368.. . . e. 

'" P. Dey & S. Makuch, " G o v ~ n t  Supmhion of Self-Regdatory Organisations in the Canadian 
Setaritics hdustry" in P. Anisman, et.aL, (ah.) 3 ProposaLsfir a h B t i e s  Market Law/or Cuncrrla 
(Ottawa: Minister of Supply a d  Semice, 1979) [harcinafk 3 PmpuIs] at 1433-35. 
489 D. L. Ratncr, supra note 487, a 368. 
'90 fiid. 



ptactices. Furthemore, people administering the system shouid have both a better 

understanding of how the business works and a pecuniary interest in eliminating unfair 

methods of competition. Self-regdation has r d  advantages for the public at large. For 

one, it is much less costly than govemmental bureaucracy. Right now the industry 

shoulders the high cost of regulation and compliance. If it did not pay these costs, the 

taxpayer would have to. Secondly, it generally works better. Those who know the markets 

are more able to make practical d e s  and are more aware of potential loopholes and 

compliance problems. In tum, the industry is more likely to comply with d e s  of its own 

making. 

Some people will always be suspicious of self-regulaton who may depend on their view 

of a particular practice, and whose niles and enforcement activities rnay be tainted by a 

self-interest in eliminating competition and protecting their own way of doing business?g1 

However, al1 regulatory responsibilities are carried out under the watchfbl eye of industry 

regulators. Every by-law and rule created by a self-regdatory organisation ("SRO") is 

reviewable b y provincial securities commi~sions~~~ This ensures that the public interes t 

"' P. Dey & S. Malcuch, supra note 488, at 1439-40. 
492 E.g. MSA., S. lB(Z)(re: stock exchanges); OSA S. 20(2) and S. 23(2). 
The provincial secwities commissions rnay also review and maice decisiotis on the proceduk or practices 
of a SR0 or stock exchange, or rnay rcview and make decisions on îhe rnanncr in which a stoclc exchange . .-- - - -. --- . . .* ~~ on b w h s ,  the trading of securities on or thmugh ihe facilitics of a stock excbange, a security listed 
and posfcd for tradllig on a stock exchange, or issuers whose securitics are listcd and postcd for Pading on a 
stodc exchange to ensure ihat issuers eomply with the securities acis and regulations. While a securities 
commission enjoys regulatory and supewiso powm over the stock exchange within iis jurisdiction, a 
commission will gtnecally not interfixe with the normal operations of the exchaage. E.g., MSA, 4s. 32,33, 
139; and Confiicts of Intcrrsc Statcmttlîs of Policies, S. 22, Can. Sec. L. Rep. (CCH) P 450-324, at 55, i25; 
Ibid., S. 22(3), P 450-323, at 55, 125-55, 126. 



is paramout. In addition, public govemors sit on the boards of directors or goveniors of 

al1 the SROs to rnonitor the public interedg3 

To protect the public, SROs have two major responsibilities: to oversee the markets and 

to oversee the brokers and investmett dealers who operate in the respective markets. 

They do that in a variety of ways. First, they aeate standards that participants must meet 

prior to employment. They also mate d e s  governing how markets m u t  operate and 

they extmsively investigate suspected inhctions. And, they audit brokerage fimis and 

dealers on a regular basis to ensure that f h s  are solvent and following the d e s .  

There are several self-regdatory o r@sa t i~ns~~~  whose des, policies and decisions are 

an important part of securities regulation, which include the Toronto Stock Éxchange 

(TSE"), the Montreal Stock Exchange ("ME"), the Vancouver Stock Exchange ("VSE"), 

the Winnipeg Stock Exchange ("WSE") and the Alberta Stock Exchange ("ASF'), as the 

five principal exchanges, and the Investment Dealers Association of Canada   IDA)?^* 

These exchanges are non-profit organisations created by statutes to facilitate trading in 

securities thugh  members of each exchange. The exchanges pass by-laws and d e s  to 

govern admission of new mernbm and continueci fitness of members, set out 

requirements for the listing of semiries of issuers, the conditions to be met by Iisted 

'" E.g., S. 10.1. By-law No. 10 of ihe IDA "Board of Directon, National Advisory Cornmittee and 
Meetings", S. 13.4. o f  by-law No. 13 "Election of Officers of the Associaiion and of District Council 
Memben": S. 2.0 1 of by-iaw No. 2.00 "Board of Govemon" of the Winnipeg Stock Exchange. 
'% The subjcct of self-rtgulation- is more 6illydetaiied.in.DtiL. Jobnston,.supra note 24,38WQ3 SecB ..- - . -- - - - - - . 
hchcick, "canadian Securitics Law", (1992) 20 Denver JournaI of h t e m u l i o ~ [  h w  curd Poky, at 360- 
6 1; R. Goulet, Public Share Oflerings and Stuck fichange Lhtings in Canada, (CCH Canadian Limitcd, 
1994) 89-9 1. See also SeERegulation G d l y ,  S. 19, Can. Sec. L. Rep. (CCH) P 45049 1, at 55.124 
(1987); Ibid., S. 20, P 450-492, at 55, 124 (1987); ibid., S. 2 1, P 450-294, at 55, 124 (audit requirements). 
R Lachcick, "Canadian Senntks Law", supra note 494, at 358. Sec also M.R GilJcn, supro note 27, at 

72. 



issuers to maintain theU listing, and govem the manna in which trading in listed 

secunties is to be conducted by mernbers!% These by-laws and rules of the exchanges are 

important sources of applicable securities regulations for issuers who have their se-ties 

listed on the exchange and for mernbers of the exchange. Their f'unction is to ensure that 

the qualifications, financial conditions, and standards of business and corporate conduct 

of both members and listed issuers are sufficiently maintained so that the market in listed 

securities is both fully informecl and orderly. Exchanges also issue policy statements 

providing guidelines as to how they will exercise the discretion left to thern by their by- 

laws or rules. These stock exchange policy statements are also important sources of 

information for listed issuers and exchange members. 

Apart £ion establishing niles providing for disciplining members for violations of the 

applicable legislation or by-laws, the important role of the exchanges is to regulate the 

trading that occurs on their floors or "through their facilities" (Le., electronic trading is 

becoming more popular). To place public investors on an qua1 footing, the stock 

exchanges require, in conjunction with the securities commissions, timely and continuous 

public disclosure of materid information concerning a listed company and its securities. 

The exchanges make stock quotations available for publication by quotation services and 

the financial media. The exchanges also look to the quality of management of applicants 

for listing, monitor members of the exchange and conduct market surveillance with a 

view to integrity and faimess in trading. 

pp -- 

" Sec, e.g., Toronto Stock Exchange Act. S.O. ch. 27 (1982), ac amcnded; G e n d  Byiaw, IV Con. Sec L 
Rep. (CCH) P 80 1-00 1. 



The procedures and standards for recognition of an SR0 with the commissions are not 

formalised?" Thexe are w foxmai criteria to be applied in deteminhg whether an SR0 

meets requirements for registration. The securities legislation in each province in which a 

stock exchange exists prohibits a person or company h m  carrying on business as a stock 

exchange in the province uniess it is recognised in Wnting as such by the securities 

commission of the province in which it is based."'' Every stock exchange must employ an 

auditor acceptable to that province's securities commission." As for the IDA, the MSA 

expressly "recognises" the IDA only for purposes of auditing their members' financial 

affairs? h y  such recognition may be granted if the province's commission is satisfied 

by the p h u l a r  organisation and subject to its terms and conditions. 

'" nie MSA does not define bbsclf-regulatory organisation". For the definition sec Section l(1) of the OS& 
according to which "self-regdatory organisation*' means a person or company that reprwcnts registrants 
and is organisai for the purpose of n g d a ~ g  che operations and the standards of practice and business 
conduct of its mtmbers and thcir representatives with a view to pmrnoting the protection of investors and 
the public iatcrest. 
" For example, according to S. 139 of the MSA, a stock exchange, mut be " recopkd  in-writing as such 
by the commission". Tht Winnipeg Stock Exchange is the only r e c o p i d  stock cxchange in Manitoba 
4* MSA., S. 32 States: 

"Each stock exchange in the province recognized by the commission, and the Manitoba District of 
the invesûncnt Deaiers' Association of Canada, shall 
a) select a panel of auditors, cach of whom is satishtory to the commission and shall k hown 

as a pancl auditor or members' auditor; and 
b) cmploy an exchange auditor or a district association is subject to the approval of thc 

commission." 
* MSA., S. 32. Section 33 States: 

"Each stock exchange in the province rtcognized by the commission and the Manitoba District of 
the invatment Dealers* Association of Canada shall cause each mernber of such class or classes of 
their m e m h  as the commission may designate in wciting to appoint an auditor h m  the panel of 
auditon selecttd under section 32, and such auditor shall make the examhiion of the hancial 
affairs of such member as called the by-law, rules or regulations applicable to members of such 
class or classa and &ail rcport-thercoa-to the exchangeauditor or distnot aseooiation auditor, as- - -  - ---. - -  - - A  - -----. 
the casemaybe " . _ 

Section 33(2) of the MSA provides tbat, 
*'The by-laws, niles and regulations of evcry stock cxchange in the province rrcogoizcd by the 
commission and the niles and regdations of the Manitoba District of the Investment Dcaler's 
Association of Canada in rrspcct of tbc pnctiw and p r o c h  of th ~ O U S  imda 
subscction (1) and the actual coiduci oftk e n m h a t i o ~ ~ ~ ,  a d  any amCLLdmCllts thcicto, SM k 
satisfhctory to the commission.'' 



A. The Investrnenï Dealers Association of Canada 

The IDA is an example of a SRO that is national in scope, thus comparable to the Russian 

NAUFOR., which is also national in scope. 

The IDA is the Canadian investment industry's major national trade association and is a 

SRO?" Formed in 19 16, it is an unincorporateci, non-profit, decentralised national 

organisation which is M e r  divided into regional District Councils in various provinces. 

Business is conducted through an extensive structure of national and regional conunittees, 

composeci of industry rnembers representing a diversity of business and geographic 

perspectives. In particular, a mss-country network of ten District Councils, representing 

each of the provinces, is invaluable in providing regiond insight and input into a national 

decision-making process. 

The IDA exists to protect the investing pubiic and its members by: (1) establishing 

hancial requirernents for its membem; (2) promoting and maintaining high standards of 

business ethics, conduct, and cornpetence; (3) organising and administering educational 

courses for members, employees, and the public; and (4) sponsoring the Canadian 

9 502 investor Protection Fund ("CPF ). The IDA brings together under one roof the 

" As the industry's national vade dation, du IDA rcpresents approximately 1 15 member nniis - big 
and smaii - employing more than 23,000 people in al1 provinces aud a b d  As the industry's national 
SRO, the IDA regulates the activities ofiîs mmba f m  in al1 p e  of the country. The IDA was fomed in 
19 16, but had its genesis in 19 1 1 whcn a p u p  of Toronto bond dealers created the B o d  Deaitrs' Section 
of the Toronto B-oard of Trade. Thcy ôclieved that, by associating an a fonnal bais, they could improve the 
savings and invamient pmcess and provide protection to the investor. As well, rhcy could edorce the 
discipline of self-regulation and takc raponsibility for investor education. Ovcr the pmt eighty years, these 
pcinciples have fernaineci intact. 
" The four principal stock excbapges togethcr with the Toronto Futures Exchange and the D A  sponsor the 
Canadian Invator Protection F d  CIPF protects, witbin Lunits, public invator cclieats of a sponsor who 
d e i .  financial lasses due to the iiraolvcllcy of a mtmber fïrm of one ofthe sponsors. The cumnt loss limit 
by the ClPF in a client's general rceamt is up to $500,000 in cash and securitits, wiîh a $60,000 cash limit. 



member regdation hctions of SROs. Consolidation ensures a uniform approach to the 

development and enforcement of des. Its members handle most of the securities trading 

in Canada. The IDA seeks to maintain high ethical standards in the securities industry to 

protect the investing public and to promote a framework which encourages the raising 

and effective allocation of capital and efficiency of capital markets. It makes investment 

education availabie to industry members and to the public, interacts and CO-operates with 

securities commissions, regulates capital and performance standards for its members, and 

makes public policy representations to govemment. In its Policy No. 2, issued on 1 March 

1 993, the IDA established minimum industry standards for retail account supervision. 

The Policy No. 2 deals with establishing and maintahhg procedures by a manber of the 

DA,  opening of new accounts, supervisory standards and client complaints. One 

principle of the Policy is to provide supervisors with a check-list to monitor cornpliance 

by registered representatives with the "lcnow-your-cliént" d e  and the suitability of a 

client's investrnents. 

The IDA has a constitution, by-laws, regdations and policies that, among other ma-, 

require its mernbers to maintain adequate capitai and insurance, and to meet presmied 

standards of conduct. Members are required to file interim and audited annual hancial 

statements with the IDA. The IDA has the nght to examine and investigate the &airs or 

conduct of any member, officer, directon and salesperson, and may fine, suspend or expel 

a member or sales representative for due cause. A nurnber of provincial Securities Acts 

specifically authorise an appeal to the securities commission fiom a SR0 decision and 

empower the securities commission to recognise a SR0 and to make binding decisions in 



a number of respects, subject to court appeal. The MSA, however, does not cover an 

appeal to the commission of a decision of a SRO?'~ 

Member regdation involves formulating national regulatory policies and d e s ,  and then 

enforcing these standards. Financial cornpliance is carrieci out by the IDA'S Compliance 

Department, while conduct of business cornpliance is performed by its Investigations 

Department. In him, the IDA'S regulatory actions are reviewed by provincial securities 

commissions. 

The Compliance Department audits investment dealers on a regular basis, to ensure that 

h s  are maintainhg adequate capital in accord with the nature and volume of business 

they conduct. If a fh suddenly cimot meet its minimum capital requirement, the IDA 

can require action to correct the deficiency or suspend the member's trading privileges. 

The IDA, as a M e r  safeguard, screens al1 investment advison who are employed by its 

members, to ensure those entering the industry are of good character and have 

successfblly completed dl the required industry cornes. 

Providing educational programs to irnprove the professional cornpetence of employees of 

member firms' drives another critical stream of the IDA activities, which is also designed 

to protect investors and improve marketplace integrity. Historically, the IDA has been 

involved in educational matters, developing the industry's first professional courses in the 

-- - 

MSA., S. 29, siates-th& "Any pmon or Company affated by a direction, decision, ordn or nilPig of the 
director given or made under this Act or any other Act of the Legislaturc may.. ..rcqucst and bc entitled to a 
hearing and review thcteof by the commission.** Section 33.1. of ihe By-law No. 33 "Review by Stcurities 
Commissions" of the IDA states that: "Any Membcr or othcr person directly affected by a decision of the 
Board of Directors or a Disûict Council ...-y tequest any securitics commission given jurisdiction in the 
matter under its enabling legislation to rcvicw such decision and notice in Wthg of such appeal SU bt 
given fortburith to the Secntary." Tbenfore, dtcisions of a SR0 that dircctly affect any mcmbn or o k  
person are not subject for review and appeai by the MSC under the MSA. 



1940s. In 1970, the IDA, with support of the TSE, ME, VSE and ASE, created the 

Canadian Secunties Institute (UCSI"), a major public education initiative, to offer courses 

to both the indusûy and the public. For example, a person wishing to become registered 

to sel1 securities in a Canadian province must take the CSI's Canadian Securities Course 

and pass an examination based on the CSI's textbook, entitied Conduct and Practices 

Handbookfir Securities I n d m  ~rof~sionu~s? 

The IDA has also established the Investor Leaming Centre which is a charity devoted to 

improving the public's knowledge about investing. The gcal of this project is to make 

hi& impact educational programs available to the general public, prograrns that will build 

basic understanding and confidence in the investment process and explain, among other 

matters, how capital markets work, the basics of the fixed income and stock markets, and 

the safeguards provided by the self-regulatory system. 

Beyond education, the IDA'S communication with the public, govemments,. regdators 

and other related bodies, at home and abroad, play an important part in developing and 

maintainhg confidence in the integrity of the Canadian marketplace, and in subsequentiy 

encouraging participation in the swings and inveshnent processes. As a result, the IDA 

maintains on-going contact with the news media on substantive industry issues, and 

releases relevant infornation to reporters, such as the industry's quarterly profitability 

reports and any disciplinary decisions taken by the IDA. 

pp 

Over îhc past thirty yan, o v a  150,000 Cadians, both in and out of the hdustry, have eiudled in the 
Canadian Sccuritics Coune, which is rcquiral for rcgisüation to sciî secwitits in d provinces of Canaâa. - 



B. SeIf-Regulation In the Russian Securities Markets 

The Federal Secunties Law also provides for a system of self-regulation, somewhat 

different fkorn that of  anad da.^*^ Accordhg to the FSL and regulations enacted by the 

FSC, SROs established by the professional market participants exercise their activity on 

the basis of a liœnse issued by the FSC? The FSC has established proceàures for 

issuing licenses to exercise activity as a SRO." 

Under the FSL, SROs regulate professional securities market participants, protect their 

clients, and determine d e s  and standards for securities tramactions that will enhance 

market e f f ic ien~~.~~*  

Each SR0 must adopt rules and regulations goveniing its operations and its mernbers. 

Such niles must provide for professional qualifications of certain persons associated with 

the SROs' members, minimum capital requirements, standards of conduct, price 

manipulation prohibitions, sanctions of SR0 members and persons associated with 

mernben, and nondiscriminatory procedues for the application of sanctions?0g The d e s  

and regulations must be submitted to the FSC and fom a base on which the FSC may 

gant a p d t  authorking the formation of an SRO?' SROS are prirnarily concemed 

with policing their manbers and persans associated with their members, adopting niles 

governing trading in securities, and settling disputes among their members. For the most 

50s FSL, supra note 2, Chapter 13, atts. 48-50. . .... --.---..-.---.-*.- -.. . 

IO" Ibid., arts. 48-50, and "Regulation on Self-Regdatory ûrganisaîions - Professional Participants of the 
Securities Market", approved by Raolution No. 24 of ihe F o d d  Securities Commission (1 July L997). 
~0' "ReguIation on Licauing of Self-Ebgulatory ûrganisaîions - Proftssional Participanu of the Securities 
Market", approved by Rwolution No. 24 of the Fedcrai Commission (1 July 1997). 

FSL, supm note 2, art. 48. 
'09 ibid., art. 50. 
IiO Ibid. 



part, SROs are not cuncemed with disclosure requirements nor with substantive 

regulation of the companies traded by their members. Each SR0 establishes the 

requirements for listing on its exchange and, in the case of the NAUFOR,~" for quotation 

outside the stock exchanges. 

in the summer of 1994, secwities h s  in Moscow fonned the Professional Association 

of Stock Market Participants P PAU FOR)?^ The incentive was that securities finns 

recognised the need to organise and differentiate themselves? They also began to see 

the advantages of the retd markets and the need to attnict more investors. The 

organisation developed ruâimentary forms of self-regulation: the trading rules and 

disciplinary measures for violations of the trading rules were developed and an electronic 

trading systm was put in place.5i4 By early 1996, PAUFOR had enlisted 1 80 mernber 

h s ?  Self-regulation arose in part out of fear of a more onerous bureaucratic solution. 

It also occmed as secwities h s  rediseci the growing sophistication of investors and the 

"' Until rccently, NAUFOR was hown as the Profasional Association of Seeuritics Market Participants, 
or PAUFOR See Adam Smith Institutc, Capital Marlrct Report 2,2 p. 12 (4 July 1996). "' Liam Halligan , "Russia Cornes in h m  the Cold" Euromoney, ScpV 1995, avaüablc in LEXIS, WORLD 
Library, ALLWW) File. "' Exchanges in Rwian  market wcre wt well-rcgulated and abuses by brokm wcnt unchcckcd. As a d t  
the exchanges for the purpose of governing conduct ofbrokers bccame iargely imlcm;  secitririis tïms 
executd most stock transactions ovcr-the-cornter. This devclopmtntai proctss had othet adverse 
conseq~tncts. In general, passive investors had limitcd interats in the markets. Those invcsring sought to 
accumulate substantial, sometimes controllhg, blocks of sharcs. SeCuritics füms acquircd s h  for 
specific invcstors, taking thcm iato inventory and rrselling them as a block They therefore actcd more likc 
dealers thsn brokers. As a rcsult, securities fkms paid Little attention to the cetaii market, ignoring the simple 
matching of buyen and sellers that is a pmquisite for an active secondary market. By mid-1994 the 
picturc had b e p  to change. 
For more idonnation on the subject of unrcguiattd broken' activitics and on the motives of the 
establishment of the PAUFOR, setE;R, - B m - f  B a n k s . d ' e  Gase for-Rqjdatory- - .- - - .-- - ---  --  -. - - - - 
intervention in The Russian Secwitics Markets", (1996) 32 StanfordJoumal of infemutiomzal LUW, at 190- - .. 
93. See also P. Thomson & R Sharipov, "SecUntics Rcguiation in the Russian Fcdtration", (1995) 25 
Denwer Journa[ of Intenatio~t Law and Po&, at 1 13; M.I. Steinberg, "Emcrging Capital Markets: 
Proposah and Rccommendati011~ For irnplcmcntalion", (1996) 30 Ine Intemationut Lawyer, 7 1 5438. 
*" &id. 



importance of reputation in attracting clients. In effect, PAUFOR was a group of 

prominent securities h s  that wanted to signal to investors, both foreign and domestic, 

that they adhered to higher standards of behaviod6 Becoming organised had practical 

advantages as well. An increashg percentage of trading took place over the electronic 

trading system. Consequently, üansactions settled more quickly. The typical transaction 

settled in days instead of weeks or months, as was f o d y  the case?' By late 1995, 

Russian capital markets were becoming increasingly organised, suggesting the possibility 

that Russia would develop a central trading market. A NASDAQ-style electronic system, 

the Russian Trading System used by PAUFOR, has gradually become more effective 

since a faster version was installed in the summer of 1995? It allows f h s  to conduct 

negotiations over the cornputer screen. More important, by making the system more 

effective, the trading association has developed a mechanian for ensuring improved 

behaviour by members. To the extent members engage in unacceptable conduct, they C~II 

be forced out of the association and denied access. Because the biggest part of the trading 

volume takes place within the system, expulsion threatens a significaat loss of 

bus in es^?^ 

The unification of brokers in professional associations was taking place not only in 

Moscow but also in other regions. A number of regional investment companies in 

-- 

sis Naîasha Mileusnic, "But Looms for Bmktrs as Market Slows", Moscow Times, 20 Febniary 1996, 
available in LEXS, WORLD Library, Wii&D File. initially the systcm liiiLcd in one ne& the fau .-. +- - - + . - - - - - 
big over-the-counter mafkets in Russia: at Moscow, St. Petersburg, NovosibusL and Ekatcrinburg. 
*16 Neela Bancrjee, "Russian Secwities Trading: A Business with s Pa& Best Future on Regdation", 8 
Wall S.-eet JoumaI, February 1995, at All. '" Peter Lee, ''Sitting Out the Russian Winter", Eurornoney, Imuary 1996, at 50-55. 
"' See g c d l y ,  Julie Tobheva, "RTS to Sp@ S p d  T W ,  M m w  Tmes, 21 Junc 1995, availabk 
in LEXIS, WORLD Library, ALLWLD File, 
'19 Ibid. 



NovosibVsk, St. Petersburg and Ekatainburg fonned associations, analogous to 

PAUFOR WodMg together similar trading d e s  in time brought t o g e k  PAUFOR and 

the independent regionai organisations of brokers. In the Autuma of 1995 it was obvious 

that the unification of al1 associations of bmkers in Russia into one nation-wide 

association would allow betta CO-ordination of their joint efforts. Consequently, on 30 

November 1995 representatives o f  the four regional associations of Russia gathered and 

declared the foundation of an interregional association of securities market participants 

with PAUFOR, a prototype of the fbture nation-wide self-regdatory organisation in 

Russia known as NAUFOR?~~ The introduction of the Russian Trading System, a 

computerised quotation system operated by NAUFOR, has provided the natural impetw 

for self-regdation and made the OTC market more similar to a stock exchange. 

NAUFOR, an SR0 with authority over its members, is analogous to the IDA in Canada 

It has d e s  and regulations that govern the conduct of its members and aim at the 

protection of investors. One primary objective of NAUFOR activity is the organisation of 

professional education and üaining of secwities markets' participants, as well as 

participation in accredi ting of secun* ties market's specialists programs. 

Until recently, NAUFOR combinai two fiuictions, as a SR0 and an organiser of the over- 

the-counter market. In 1996, when the FSL and the interim resolution of the FSC "On 

Requirements to Organisers of Trading on the Securities Market" came into force, the 

. . 
NAUFOR was rquired-ta separate- the-two fbnctions. and to.ob--fait.mch . . . . - - 

professional activity separately. In order to fùlfil these requiremmts, in 1997 NAUFOR 



excluded ail matters concerneil with the organisation of trading in securîties fiom the 

jurisdiction of NAUFOR and delegated authority over these matters to a newly 

established nonammercial partnership: 'The Russian Trading System" C'the RTS"). In 

March of 1997 "the non-commercial partnenhip "RTS" was granted a license and it 

became the first officially recognised organiser for over-the-counter market trading. 

Any securities market participant with capitalisation over S 100,000 U.S. may become a 

NAUFOR member?21 Admission decisions are made by the NAUFOR board of directors 

upon recomrnendations of an existing mernber and the NAUFOR membership 

c~rnmittee.~*~ A nominal admission fee for new membershipS2.' with a nçiming, nominal 

monthly fee is required.s24 Members may be expelled on the following grounds: payment 

default of membership fees during any three-month period, violation of the NAUFOR 

Membership Rules, or dissolution of the membership. Expulsion requires a seventy-five 

percent majority vote of the NAUFOR board of directors. 

Al1 NAUFOR members must submit disputes among themselves related to s e c d e s  

operations to the NAUFOR arbitration t r i i d .  Any operation agreement between 

members must include an arbitration provision.5zs 

According to Mcle  39 of the FSL, a stock exchange must be liceflsed by the FSC upon 

its written application and fomed as a non-commercial partnership.s26 The FSL requires 

NAUFOR Membership Rula as approved on 2 1 Aprü 1995, att. 1.1 [bcni9oAer, NAUFOR . .*, 

Mcmbership Rules]. 
NIbid.,arts. 22,2.3,3,4.1,43. 
ru U.S. $5,000 is payable wilhin fivc days after the decision of the board of dinctors. Ibid., art. 5.1. " AU m c m h  of the association are also rsp* to meLc pcriodi~ payments in the amount 0fU.S. $500 

month. Ibid., art. 5.2. 
Enid., art. 6.3. 



a stock exchange to adopt trading d e s  and listing requirements527 and to maintain and 

publish a pricing system? Also, pursuant to Chapter 3 of the FSL and M c l e  9, a stock 

exchange is required to adopt and enforce regulation of its members, and may impose 

monetary penalties for the violation of these reg dation^?^^ It also may suspend or rwoke 

membership of a violator on the basis of its intemal rules and procedures?30 

As mentioned above, in addition to the regdation of stock exchanges, the FSL provides 

some framework for a systern of self-regulation in the securities ind~try?~' 

In order to aquire a license issued by the FSC, the FSL explicitly requires the SR0 to 

submit its niles and regulations to the FSC, which must include the following: (1) the 

professional qualifications of personnel (excluding technical personnel); (2) the rules and 

standards for engaging in professional activitr, (3) rules limiting the manipulation of 

prices; (4) documentation, accounting and financiai reports; (5) the d e s  governing the 

admission to membership of a professionai participant in the securities market, and also 

his withdrawal or exclusion; (6) the protection of the rigbts of clients, including 

procedure for review of a client's cornplaints by membeis of the organisation; aad, (7) 

sanctions and other measwes applied to members of the organisation, and many 0th- 

enumerated in this article.532 

The systern of self-regulation adds efficiency to the enforcernent of the securities laws. 

The SROs are most closely involved in the day-to-day ruming of the market and 

- - -- - - 

R6 FSL., supra note 2, art. 11, pam 2. 
" Ibid., art. 13, para 4. 

Ibid., para. 5. and a 9. 
" Ibid., para. 3. 

Ibid., art. 12, para. 1. 
hid.., Chapter 13, arts. 48-50. 



therefore are best situated to perîom the bulk of seninties regulation. Even though the 

govemmental agency shodd assure a disinteresteci position."' 

From the foregoing, the foilowing cornparison can be made between the Russian and 

Canadian systerns of self-regulation: 

1. Both systems of self-regdation have the same objectives and goals. 

2. In both systems, secunties commissions have the power to review and make decisions 

respecting the by-laws, niles and other regulatory instrument or policies, or a direction, 

decision, order or ruling made under a by-law, rule, regdation, or policy of a self- 

regulatory organisation or stock exchange. 

3. An important feature of the FSL with respect to SROs is that it fornalises the 

procedures and standards for registration of an SR0 with the FSC,"" establishing 

nlteria to be applied in detennining whether an SR0 m m  requirements for 

regisûation. This contrasts with the present situation in Manitoba, where the MSA 

provides sunply that a stock exchange must be 'kcognised in writing" by the MSC, 

and expressly "recognises" the Invatment Dealers Association of Canada only for the 

purposes of auditing th& members' hmciai affairs. 

4. The FSL provides a finite list of gmunds for iefusal to issue a license to SROs, unlike 

the MSA?" 

"' Ibid., arî. 50. 
"' See N. Poser, International Secunties Regufatlon: London 's "Big Bang" and European Securities 
Markets, (Bostoo: Little, Brown, 199 1) at 83-90 (discwing the Gower Rcpo* see L.C. Gower, "Review of 
Invcstor Protection" (1984), and the British govemmmt's "White Paper". 

FSL., supra note 2, art. 50. 
~bril, 



M. CONCLUSION 

A fundamental policy objective underlying securities regdation is '%e protection of the 

investing While the intention is not to provide a paternalistic level of 

protection for the investor, every effort must be made to easure that the public 

understands the nomal business risks associated with investmen ts in s e c ~ r i t i e s . ~ ~ ~  

"[tlhis is not to suggest that the public must be protected against itself; rather, it is a 

matter of ensuring that the investing public has the fullest possible knowledge to enable it 

to distinguish the different types of investments activity available. In nich circumstances, 

the public would have reasonable assurance that its losses are genuine econornic losses, 

tc 538 just as its gains are genuine economic gains . 

Thus the investor is to be pennitted to incur a loss. However, the loss should be a genuine 

economic loss. In any case, the price at which an investor purchases or sells a security 

should be a fair estimate of the value of the W e  cash flows it will generate.s39 

However, the goal of protection must be achieved while taking Uito account a diverse 

range of other objectives, such as developrnent of financial institutions which assure 

rational and sensible allocation of financial resources in the e c o n ~ m ~ : ~  promoting 

confidence in the rn~ket.5~' 

n6 Khber  Report, supra note 37, at p a n  1 .O6. 
M. Gillen, supra note 27, at 60. 

n8 Kimber Reporî, supra note 37, at para. 1.12. 
539 M. GiUen, supra note 27, at 63. 

Kimber Reporr, supm note 37, ai para 1 .O6. 
%l Ibid., para. 1.1 1. 



The history of modem capitalism analysed by Robert Clark has several stages?42 h the 

kt, the economy was dominated by entrepreneurs who managed their o ~ n i a ~ i t a l . ~ ~ ~  

This stage lasted into the twentieth century, characterised by enactment of general 

incorporation statutes and "enabling" 1 a ~ s . S ~ ~  AS western economies developed M e r ,  

new ventures requinxi extensive instruments of capital in amounts beyond the resources 

of even the richest entrepreneurs. At this point, "the entrepreneuxial f'unction was split 

into ownership and control," and capitalism entered its second stage of professional 

management.s4s This stage "required the legal system to develop stable relationships 

between professional managers and public investors, ostensibly aimed at keeping the 

former accountable to the latter, but also at placing full control of business decisions in 

the managers hand~."~~ The third stage has m e r  sepmted ownership into capital and 

investmeat and professionalized investment management?47 

The development of fiee market capitalism in Russia does not fit this model. Although 

capitalism is undergohg the early stages of development, the lines between these stages 

are blwed and the transition h m  one stage to another is ocamhg with near lightning 

speed. Today we already see a growing class of people who have accumulated significant 

capital and are now willing to invest this capital by using the senices of professional 

managers. Governments of former cornmunist wuntcies do not have the lwury of 

evolutionary, slow-going development. The speed with which capital flows between 

. - 

542 kC. Clark, 'The h u r  Stages of Capitzlism: Refkctiom on Invatment Managenient Tccatists", (198 1). . - . . . - ,  

94 Harvard Law Review 56 1,56249. " Ibid., at 562. 
Ibid. 

" Ibid., at 563. 
546 Ibid. 
" Ibid, at 564. 



competing investment opportunities does not allow for evolutionacy development in any 

emerging market, including Russia's. Russian capitalists did not get a chance to learn the 

basics h m  their own experience, so they have scores of acadrmic works and dozens of 

mentors available. And these Western mentors teach them not only the p~ciples  of 

honest business and fair deaiing, but also the tricks, legal fictions and deceptive devices 

perfécted throughout the history of capitalism. In fact, fraud and deceit are so common 

among these new capitalists that the govemment of Russia cannot afford mere responses 

to economic changes; they have to anticipate these changes and act accordingly. 

For that reason, securities regulation in Russia must be developed as quickly as possible. 

It is tnie that Russian securities regulators and the Russian judiciary do not have 

sufficient expertise and exposure to handle complex secuxities matters. Countless 

regulations need to be adopted to assure proper fiuictioning of the market. For example, 

regulations on take-over bidq insider trading, proxies and enforcernent are al1 needed 

now. Al1 these problems must be resolved before, not after, the securities market in 

Russia has reached its full capacity. In other words, the Russian securities legislation 

rnust be proactive rather than reactive. 

In a short period of the ,  compared with the developed s&ties market of Canada, 

Russia has successfully provided the beginnings of the framework necessary for îhe 

proper functioning of their securities market. Basic, essential legislation is in place. 

Certainly, the Russian market has a great deal to offei to both western and domestic 

investors. Whether this potential will be reaiised depends to a large degree on the market 

regulators. Investors want to have a high degree of confidence in a market, and only 



govemmental or effective self-regdation crm give them that confidence. To induce 

investors to enter these markets, an oversight authonty must be in place to help engender 

much needed confidence in market integity. Where questionable practices prevail, or are 

so perceived, mechanisms must be implemented to enforce the applicable law and to 

deter h u d .  Nobody expects the government to guarantee the economic value of 

investments; but at the very least, investors want to be sure that they will not be cheated 

out of their life savings by crooked brokers ninning sham opérations. This assurance is 

something that government can provide. 

At present, the Russian securities market and its regulation is becoming a reality. Russia 

is ready, willing, and able to undergo the process of transformation h m  a securities 

market in theory to a securities market in reality. The process may take a long time, but 

the basic legislation reviewed in this papa demonstrates that Russia is rnoving in the 

right direction. 

The securities markets in Canada wae  initiated by merchants; governrnent intervened 

only decades later. In the process of studying Russia, we observe a completely different 

phenornenon. The govemmental regulation of semrities in Russia is designeci primarily 

fiom the centre of power to develop and build the market. Whether or not this experiment 

will succeed rernains to be seen. 

Even a cmory look at the FSLshows that it lays d o m  basic rules for any emerging 

securities market. At the vwleast, Uie law gives anWestor in the Russian marketthe - * ..- - 

ability to purchase a registered security, accompanied by a disclosure statement through a 

licensed securities professional, where both the issuer of a security and the secwities 



professional are subject to liability for fiaudulent acts. Even though these d e s  may be 

irnperfect, they do bring a basic fom of investor protection. Without that protection, a 

secdies market in Russia would be impossible, regardles of its economic conditions. 

The d e s  of the Russian securities market have been developed, however enforcenent 

measures remah unfulfilled. A system of sanctions for infingement of secMties laws, 

legal procedures of administrative proceedings, criminal proceeûing against market 

participants who violate the law and civil liability for violation of stock market laws are 

urgentiy needed. 

Having analysai the substantive provisions of the MSA and securities legislation in the 

Russian Federation that relate to investor protection, we cm see that Russia, in a short 

period of time has provided a general legal framework for its securities market. Without 

enforcernent of such provisions it is doubtful that an adequate regime for protecting 

investors and creating investor confidence can be achieved in the next century. 
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