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CTRAC to conduct an information and

Grant Thornton was retained by FI1
intelligence gathering exercise, in relation to industry sectors covered by the Proceeds
of Crime (Money-Laundering) and Terrorist Financing Act (the “PCMIJTFA”) and
regulations, in order to assist in preparing sector risk profiles for money laundering
and terrorist financing, including Grant Thornton providing a comparative analysis of

the sector risks.

The purpose of the exercise was to enable FINTRAC to have a better understanding of the sectors and with a
focus more on the structure of each sector in the identification and assessment of risk.

Our work involved accessing a number of different information sources, including obtaining privileged insights
and information from knowledgeable industry insiders and other sector experienced and expert individuals.
FINTRAC provided a prioritized list of the sectors and this was utilized to organize our efforts. This prioritized
list is detailed below:

«  Real Estate

«  Dealers in Precious Metals & Stones (DPMS)
«  Securities Dealers

«  Accountants

. Life Insurance

. British Columbia Notaries (BC Notaries)
«  Credit unions

« Casinos

«  Financial Entities

«  Lawyers

. Money Service Businesses (MSB’s)

This was not an exercise to simply document how money laundering was, or may be, occurring in each sector;
while in some cases we did seck and receive the opinions of persons we interviewed on this, the work effort
undertaken was broader. We really attempted to obtain a deeper understanding of how individuals and companies
within the sectors worked as potentially related to risk areas. The resulting sector profiles report reflects our
prioritized efforts, meaning simply that we conducted more interviews with people for the higher prioritized
sectors and this accordingly provided us with a greater amount of privileged insights and information. As well,
interviews resulted from the people available and willing to speak with us.

We understand that this resulting report will inform the work that FINTRAC does in several areas, including
possibly their work with each sector specifically.

A0000811_3-000251
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1.1

1.1.1

ethodology and approach

Information gathering: Methodology and approach

Our methodology involved information gathering from four primary sources:

1.

1.1.2

Review of relevant authoritative anti-money laundering (“AML”) guidance, e.g. Financial Action Task
Force (“FATE”) sector guidance; other country sector risk assessments;

Public records research including news media, Statistics Canada, market and sector economic data

industry statistics, etc.;
Interviews with Grant Thornton Canadian sector and international AML specialists; and

Interviews with industry insiders in each of the ten sectors.

Compilation and review of relevant authoritative AML materials

We conducted a detailed search and review of contemporary authoritative AML materials focusing on surveys, case
studies, typology studies, risk assessments and other reports in order to facilitate our development of a ‘Discussion
Tool’ to assist out interviews. We collected an extensive range of materials from around the world in order to
guarantee a broad reach and coverage in this aspect of the research; the materials were not restricted to Canada.

1.2

Public records research undertaken

Our public records research included the use of a range of specific tools which were used in a number of ways to

maximize coverage for each of the research phases. We conducted searches within Canada and also

internationally. Phase one of our research focused on identifying relevant information to build out data for each of

the following reported on sections:

General sector profile;

Economic and financial statistics;
Structure of sectort;

Size and segmentation of sector;

Entity population, primary and secondary;
Regulatory environment of sector; and

Description of any associations that exist.

Phase two of our research was more focused and concentrated on the following:

Products and services offered, including consideration for more cash intensive products/services;
Delivery channels;

Emerging trends, new products and services in future;

Types of customer, including consideration for proportion of high risk customers; and

Geographic considerations (operations, where business is conducted, where there is a presence (direct and
indirect), international transactions).
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A0000811_4-000252



Phase three of our research really focused on developing further the data obtained from the other research
sources, including determining:

. Any other relevant information;

. Commonly understood money laundering and terrorist financing risk and vulnerabilities;

. Typologies including: use of agents, brokers, cross border movement of funds, current vulnerabilities and
emerging/potential vulnerabilities; and

+  Understanding further any specific regulations/guidelines in place, matket entry barriers and controls.

These research topics mirrored closely the areas requested by FINTRAC and the section headings delivered in our

final sector profiles report. The research tools used were as follows:

. News media databases (Factiva, Lexis and Infomart);

«  Corporate information databases (OneSource, Factiva, Dun & Bradstreet);

. Litigation databases (Quicklaw);

« Industry classification codes and related tools;

« Internet based research including, Statistics Canada, market and sector economic data websites, trade and
industry publications, regulators and sector associations etc.; and

«  Library research (various ML/TF related books).

1.3 Experienced sector knowledge

We were fortunate to be able to have discussions with many individuals who spoke freely and frankly with us and
who provided valuable insights into the work and reality of the sector they were involved with. These individuals
understood that we were undertaking research on the sectors in regards to money laundering and terrorist
financing risks and that we would keep their input anonymous. We completed 57 interviews as follows:

Apnountans 5
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1.4 isk factor identification and assessment

Based on the research completed, we developed and documented specific risk factors for each of the sectors. The
factors were determined in large part from the interviews undertaken, our own experiences with different clients,
projects and investigations within the sectors and our review of the other sector profile information. We had the
opportunity in some cases to review the risk factors initially identified with sector expertise, specifically we were
able to have Grant Thornton sector experts review the risk factors developed to obtain their further input.

The risk factors identified were generally organized into the following headings for each sector:

«  General market;

«  Product and service;

«  Delivery channel;

«  Geography;

+  Business relationships/linkages with other sectors;

«  Transaction methods and types; and

«  For Accountants and Lawyers, as service providers to other sectors, client type and characteristics.

Once identified, the risks by sector, grouped according to the list above, were pulled together in a schedule format
for further review and to assist with the assessment and comparative analysis. At this point we then conducted a
global review of the identified sector risk factors and this level of review enabled us to identify risk factors which
had been identified specifically in one sector and were also applicable to others.

Based primarily on the privileged insights information gathered through the interviews and our own experiences,
each risk factor grouping was rated. A four point scale (low, medium, high, and very high) was used for the rating;
the rating was determined primarily through the consideration of the probability or likelihood that the risk would
materialize and the impact of it materializing. Our assessment, while subjective, was based on the information
known and available to us and we exercised our professional judgment.

g4
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As indicated, key risk factors were identified for each of the sectors researched and we then determined a
rating for each risk factor grouping by sector and this is documented in the attached Table 1. A number of
our obsetvations are noted below.

2.1 General market and delivery channel risk factors

Market competitiveness and the structures in place to support the quality of services provided and the ethics
of individual persons working within the sector are of critical importance. This became clear both as a
general market condition and when trying to understand how the size of the party within the sector impacted
their vulnerability to abuse for money laundering and terrorist financing. Based on the research performed,
these areas are of critical importance for the real estate and money service businesses sectors. Our research
indicates that at the smaller end of the market there is often no quality and ethics infrastructure in place for
these sectors. This is also the case for the securities, accountants, lawyers and credit union sectors except that
while there is no or limited infrastructure in place at the smaller end of the market, there is a regulated
environment for these sectors which to some extent mitigates the vulnerability.

These factors were given a higher weighting for the determination of risk for these sectors.

2.2 Geography risk factors

The putchase of Canadian real estate assets with offshore money and/or by offshore persons was noted as a
significant risk factor. Similarly, the purchase of investment assets whether the Canadian or other markets,
through Canadian securities firms with offshore money, particularly through the use of off shore companies,
in some cases institutional accounts, was noted as a significant risk. These factors were given higher
weighting in the determination of risk.

The ability to access global markets through Canadian sector participants, particularly via dealers in precious
metals, credit unions, financial entities and MSBs was rated higher for money laundering and terrorist
financing vulnerability risks.

2.3 siness relationships/linkages risk factors

The use of legal trust accounts was noted specifically as an area of concern, particularly for the real estate,
accounting and legal sectors.

The concept of the ‘gatekeeper role’ came through in our research for each of securities, accounting, life
insurance, MSB’s and the legal sectors.

These factors were given higher weighting in the consideration of risk.

i 4
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24  Transaction methods & types risk factors

The use of corporate vehicles was specifically noted as a higher risk factor in the real estate and securities
sectors and is generally seen as a method to conceal ownership, source and purpose of funds/transaction and
adds to the opacity of the environment. Given the lack of accessible resources in the Canadian market (to
research corporate ownership) this was assessed as a higher risk factor.

2.5  Customer types and characteristics risk factors

This category and grouping of risk was seen as generally applicable across all sectors and it was not one we
concentrated on in conducting the research as the focus was intended to be more on the structured risk of the
sector rather than the user of sector services. However, in reviewing the sectors researched, it was noted that
the accounting and legal sectors are both ones which provide professional services across and within markets
and also to participants of the other sectors researched. For each of these two sectors, our knowledge and
experience indicates a wide range of customer due diligence and acceptance policies and procedures and that
at the smaller end of the market, practices varied considerably. Accordingly, these risk factors were rated
higher when assessing risk.

i 8
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The focus of our work prior to the completion of the comparative analysis was the identification and assessment
of 1isk factors, and was aimed at understanding and assessing the inherent risk of each of the risk factors.

In performing the comparative analysis we have tried to consider further elements, including:

. Levels of awareness within each sector of money laundering and terrorist financing issues and compliance
activity/engagement with the PCMLTFA;

. Interplay and linkages between the sectors including awareness of risk and consideration of this by other
sectors of sector participants;

«  Sectors where the participants have gatekeeper roles;
. Attractiveness to potential money launderers; and

«  To some degree, (based on our knowledge and experience) the mitigating controls in place by sector
participants, and in some cases, controls which are starting to be viewed as “best practices”. A best
practice example would be a financial institution’s requitement for, and review of, other entities’
independent compliance regime review reports.

Accordingly, this analysis provides a comparative rating of the unmitigated sk, as
either higher, medium or lower. Provided below is an outline of our reasoning as to

the sector ratings.
3.1 Sectors rated with higher comparative risk

3.1.1 Real Estate

This sector is rated as higher as it is our understanding that significant portions of the sector are apparently
unengaged (specifically the smaller end of the market) in AML compliance, and other sectors (e.g. banking and
securities) are not sufficiently viewing this sector as one with higher risk transactions, meaning that higher degrees
of scrutiny are not being applied.

Of concern was an example shared by an interviewee wherein Canadian banks would not be involved in
transactions between parties and accordingly, transaction activity could not be identified and monitored by
Canadian regulated entities even though Canadian real estate was involved.

There are many participants in the marketplace and they are not necessatily seen by other sectors as high risk or
having the potential for high risk; e.g. real estate companies, realtors, property owners and finance companies.

In general, it is understood that real estate transactions involve lawyers and their trust accounts, and this assistance
can knowingly or unknowingly provide legitimacy and/or obscure the source of illegally sourced funds. As well, at
the smaller end of the market there reportedly continues to be a high number of cash transactions.

A0000811_9-000257
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3.1.2 DPMS

This sector is similarly rated as higher, as the levels of awareness and AML compliance engagement by sector
participants was cited as lower. As well, there reportedly continues to be a high number of cash transactions and a
higher number of smaller players.

The barriers to entry are generally low, except for the diamond industry, and can attract illicit funding. While it is
evolving in the right direction, scrutiny of this sector’s participants and transactions has not been as rigorous by the
banking sector as it has been with other sectors (e.g. MSBs).

3.1.3 Securities

This sector is rated as higher as the exempt market products and dealers were cited as significant risk areas for
illegal funds; and as well, it is our understanding that other sectors (e.g. banking) are not sufficiently viewing
transactions within this sector as having the potential for higher risk.

Specifically, while the larger and/or bank-owned participants are highly regulated, by other regulators (e.g. IIROC,
provincial securities commissions), one particular segment exposes the entire sector — the exempt market. Exempt
market dealers can access capital funding privately and often these transactions are not scrutinized as high risk by
other participants in the securities sector and by banks and other financial institutions. While there is high
interaction amongst participants (e.g. a securities broker can be a client of another broker), the market does not
generally see this as a risk, as there is an expectation that other sector participants and regulators are doing the
work that needs to be done (background checks and other know your client procedures for example). The focus
of know your client is primarily to support investor protection and not on the risks of money laundering and
terrorist financing.

Transactions in this sector can involve large dollar amounts, conducted by accredited investors who are typically
individuals with a high net worth. Clients may be international and the transactions activity, movement of funds

are not always well understood.

3.1.4 Accountants

Risk for this sector is rated higher given the breadth of services provided, the value of the services to facilitate the
movement of funds and particularly the inherent risk at the smaller end of the market. While PCMLTFA regulated
activities performed by accountants are considered fewer (as a portion of the activities of accountants as a whole)
and are not expected to occur on a large scale; the accountant in the gatekeeper role is a higher risk. Accountants,
through association, are often perceived to provide legitimacy to transactions and the individuals and organizations
involved with the transactions and businesses; most of the setvices provided by accountants to their clients are not
subject to PCMTLFA regulations.

The sector self-regulation is seen as a mitigating control, although these primarily consider professional standards
and the delivery of client work as opposed to the risks of money laundering and terrorist financing.

Effectiveness of the sector’s self-regulation is understood to be dependent upon the sector being well aware of its
vulnerability to money laundering and terrorist financing risks and abuses. While some are aware conceptually of
the risk of how a gatekeeper role might assist money laundering and terrozrist financing objectives, this is not
generally considered or well understood, except where there are specific client acceptance procedures designed to
address this. We note that while there are some cases of specifically designed procedures, this is not understood to
be occurring generally throughout the sector.

4%
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3.1.5 Lawyers

Risk was rated higher for this sector. Not only was the use of a lawyers’ trust account cited as a risk factor for this
sector (this was expected and generally is a known risk factor), the use of legal trust accounts, sometimes in
conjunction with solicitor/client privilege, came up in our research of the banking and accounting sectots.

Specifically, individuals interviewed as part of the research conducted, shared that they had been confronted with
the challenge of not being able to obtain further factual information about the source and use of funds when funds
were being transacted through legal trust accounts.

The services of lawyers are fundamental to many real estate transactions, however the level of a lawyet’s client due
diligence is often self-determined. Our experience is that the risk of the legal gatekeeper role being abused by
those with money laundering goals are not generally reviewed for, or considered in this sector. Even if a lawyer
were to identify illegal activity, professional standards often prevent disclosure. However, similar to the accounting
sector, the level of client due diligence is often correlated with the size of the market participant (independent
lawyer versus larger firms managing reputational risk). Notwithstanding this, we are aware of instances where
larger firms had client relationships, minimal client due diligence had been performed and specific risk factors were
present.

Larger, international law firms expose the Canadian market to foreign, higher risk clients.

3.1.6 BC Notaries

Similar to lawyers, BC Notaries were rated higher risk due to their gatekeeper role, and that they can act in
conjunction with bankers, accountants and lawyers. It is noted as a smaller sector and risk is therefore limited
given their size and scope (less potential impact). The use of the notary trust account is understood to be the main
risk factor.

3.2 Sectors rated with medium and lower comparative risk

The sectors which were rated medium and lower were found to be ones where individuals working within the
industry have a higher degree of knowledge and awareness of money laundering and terrorist financing risk factors
and generally sectors where anti-money laundering compliance activity is more entrenched. For example, in
industries with larger players and better knowledge, we have assessed the comparative risk as lower given that
demonstrated, more comprehensive and more effective anti-money laundering programs and continued
vigilance is higher. The reasons for this entrenchment are noted as primarily the effect of other regulators (in the
case of financial entities, credit unions and casino sectors) or other business partner scrutiny (e.g. MSB sector).

Our more detailed observations are provided below.
It continues to be imperative that the medium and lower rated sectors remain vigilant
in their ant-money laundering efforts as the inherent risks are in many cases, high and

very high.

3.21 Life Insurance
This sector has been rated as lower comparative risk. In our experience the products are not as easily utilized or
targeted by money launderers, however, we have seen instances were life insurance products were used for fraud

and money laundering.

48
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The sector is dominated by larger players, which means that broadly there is funding for anti-money laundering
compliance structures, programs and positions. Although money laundering may be a lower risk in the insurance
industry, there are some indications that when the sector is targeted, it is done so by more sophisticated criminals

and schemes. Once again, continued vigilance and focused learning from actual sector examples are required.

3.2.2 Credit Unions

We rated this sector with a medium comparative risk rating. While credit unions have a large exposure to potential
money laundering and terrorist financing, serve a wide customer base and offer a multitude of various financial
products, our research and discussions generally found the industry to be well informed of the requirements and in
general, their exposure. The industry is going through some consolidation and this will evolve to provide the
larger credit unions with more resources to implement the necessary controls.

Higher risk areas include where a credit union has other lines of businesses including insurance and wealth
management products as these have not yet been made subject to the same level of control and monitoring that
the core business areas have.

Credit unions generally serve a local community or region and their exposure to international markets would be

less than those of Canada’s large banks.

The credit union system nationally continues to be fragmented, with a high number of smaller organizations, often
working together in smaller groups and/or receiving support from provincial centrals to deal with and address
compliance issues. This results in inconsistencies and does not deliver the level of effectiveness that could be
achieved if the system worked together to address as a whole. The size of the credit union/caisse populaire sector

across the country is generally understood to be equivalent to the size of one of Canada’s large banks.

3.2.3 Casinos

While casinos have traditionally been viewed as a higher risk industry internationally for money laundering, in
Canada the risk is seen to be lower as Canada is not viewed as an attractive market for gambling. The
Canadian casino sector serves mainly local clients. We rated this sector as lower comparatively.

There are a higher number of larger operators, heavy regulation on the sector, and focused police monitoring
within the local communities. However, the gaming sector broadly is evolving to much more of an online
platform, supporting online payments and transaction processing, new technologies, involvement of
operators and suppliers out of the country and these are all serving to increase the risks of abuse for money
laundering purposes. While online gaming is not PCMLTFA regulated, it has received some scrutiny from the
banking sector; however this appears to have simply moved operators to offshore locations.

3.24 Financial Entities

While the inherent risks are very high for many of the products and services, particularly the access to
international markets, ability to move money across currencies and countries, we have rated this sector
comparatively lower.

Particularly for the larger institutions, the level of resourcing and focus on compliance program objectives is
high and entrenched. This considers client due diligence and transaction monitoring, that inherent risk in
many ways have been identified and are well understood and being managed, even if not also being effectively
mitigated.

wis 18
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The regulatory regime requirements of both OSFI and FINTRAC are understood to have resulted in a higher
level of overall awareness and appreciation for what needs to be done to comply with requirements. While
the sector serves a diverse background of clients domestically and internationally and through significant
foreign operations, compliance departments have in many cases identified these as risk areas and are in the
process of monitoring or developing controls to monitor, especially in light of infractions by other banks
internationally. AML professionals within this sector, in many cases, are starting to see and deal with issues
beyond regulatory compliance. For example, there is a better understanding (not yet a solution) of the
consequences of de-matketing/terminating relationships, the desire and need to wotk with FINTRAC, other
intelligence and police agencies to make the whole regime work, not only nationally but internationally as
well.

Certainly for smaller financial institutions, which have higher inherent risk (pressure to book business), less
resources available, the risk is sees as comparatively higher. However, these organizations tend to be more
niche market and thus the compliance program can be more focused and this can in turn support
effectiveness.

In many cases it appears that where the banking sector has executed on money laundering risk mitigation
effort, this has resulted in significant change within a sector; for example, the banking sectors’ consideration
and scrutiny of the MSB sector. However, the converse is also true, where there has not been a focused level
of risk identification and monitoring, there has correspondingly been less movement towards anti-money
laundering compliance broadly within the sector. Also, sectors where transactions are conducted where
alternatives to banking are available have more risk.

3.25 Money Service Businesses

Money Service Businesses have been higher risk in the past but are viewed currently as a medium risk. The
sector has been the subject of significant scrutiny by their banking partners and there have been definite
improvements in anti-money laundering compliance across the sector. Although this is positive news, there is
no room for complacency as generic factors including global money flows, immigration and economic
patterns still mean that there is considerable risk.

This is another sector where the market has few larger players and the smaller businesses struggle with
funding for compliance structures and adequate transaction monitoring. The expetiences in Quebec and
other locations have shown that regulation and enforcement have driven some rogue players underground
but they are still to be found on the internet. The recent development of an active industry association is one
example of how further gains can be made to increase awareness, and raise the bar as the sector evolves.
There is opportunity for strategic level initiatives to have a significant impact on the sector as a whole in
helping it to further reduce risks.

The market is highly fragmented and knowledge and awareness of money laundering risks is at time perceived
not to be high in certain subsectors. However, this is the exception, the larger players in the sector are
knowledgeable and the compliance resources and regimes are becoming more sophisticated. Again, given the
less complex services offerings of many of these organizations, the opportunity exists for transaction
monitoring and compliance regimes to be highly effective.

Higher risk areas include MSBs that don’t have bank accounts or that work exclusively with foreign financial
institutions. We are aware of cases where there is significant reliance on foreign financial institutions, to

Bopuriing Entily Sector Profiles M p
A0000811_13-000261




comply with rules and report in the foreign jurisdiction, as well as reliance on alternative banking service

providers; e.g. other MSBs.

The attached Table 1 documents the “overall comparative risk rating” as determined for each sector and should be

considered only in conjunction with this report.

2
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Canada’s real estate market 1s known for its maturity and stability which continues to
attract buyers from both domestic and international markets. Over the past two
decades, it has also seen significant growth, over 130% since 1975 and 49% in the last

ten years'. ]

ational geography is an important factor in the size and vibrancy of

market sectors with the largest and most active elements in the major urban centres.

Utrbanization continues to be the major trend in development with both new and redevelopment projects including
mixed use projects. Retail markets remain active and house prices and the availability of homes continue to be

significant topics of discussion at all levels.
Canada is also a world leader in the development of major assets through Public Private Partnerships (“PPP”).

The market is divided into a number of segments: residential and commercial (office, retail, industrial, residential)
brokers and agents, construction, developers, building managers and mortgage brokers.

There are over 538,000 reporting entities (including employers and others including individual agents) in the sector.
The construction and real estate segments together, representing the whole sector, account for almost 20% of the

Canadian economy.?

A significant number of risk factors have been identified and these are detailed later in this document, some of the

key factors are listed below:

«  Use of foreign money to purchase real estate

«  Quality of the real estate property including higher end residential properties, lower dollar value
commercial properties, type and location of the property

. High level of accepted cash transactions

. DPrivate lending and the ‘legitimizing’ use of lawyers trust accounts

+  Broker/realtor oversight (relative lack of)

. Discrepancies in AML awareness and compliance across the sector

1 The Economist — Global interactive house price guide
2 Industry Canada, Canadian Industry Statistics - http://www.ic.gc.caleic/site/cd-dgc.nsfleng/home

(14 Rasl autats Page
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The Canadian real estate industry 1s structured on a traditional model with developers
and builders creating new stock, brokerages and agencies selling 1t, and managers
operating buildings of all types. Mortgage brokers are a segment dealing i only a

specific area but many mortgage brokets are also licensed as real estate agents too.
The SIC codes for the industry contain 14 sub-codes as outlined at Appendix A.

The Canadian industry has also seen a significant rise in the creation and growth of Real Estate Investment Trusts
in the past four years.

Statistics Canada provides some high level information on the major segments. The smaller segments are more
difficult to define and statistical data is scarce. The Statistics Canada breakdown of the major segments is as

follows:

alrchon
Heal bsisle

See detailed charts and statistics at Appendix A3

The segments that we have identified as significant are as follows:

- Real estate sales (commercial and residential)

«  Construction

. Developers

. Property managers (including rentals/leasing)

- Mortgage Brokers

«  REITS (a categoty of real estate owners but a potential point of entry for ML/TF )

3 Industry Canada, Canadian Industry Statistics - http://www.ic.gc.caleic/site/cd-dgc.nsfleng/home

(14 Rasl autats Page 2
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Statistics from industry and other relevant sources also provide some statistical information on the sector:
«  Real Estate Brokerages: Thete are over 10,000 Real Estate Brokerages in Canada.4

«  Real Estate Agents: There are approximately 100,000 realtors nationally (includes brokers, agents and sales
persons).

. Real Estate Boards: There are approximately 100 boards nationally, Ontario has 40; the Toronto Real Estate
Board alone has approximately 45,000 realtors; British Columbia has 11 boards with approximately 18,000
realtors5; Quebec has 12 boards with 12,000+ realtors®and Alberta has 10 boards and 10,000+ realtors’.

«  Mortgage Brokers: The Canadian Association of Accredited Mortgage Professionals is a national association
that represents Canada’s mortgage industry. CAAMP has over 12,000 members, comprising mortgage lenders,
brokers, insurers and other industry stakeholders. In 2010 it was reported that there were between 18,000 and
20,000 people who held mortgage agent and/or mortgage broker licenses in Canada. This number accounts
for about 10,000 in Ontario and a total of 6,000 in BC and Alberta. (Source: CAAMP)8

«  Property Managers: Statistics Canada figures for this segment number 5,235 employers and 16,582 non
employers/indeterminate participants for a total of 21,817. The Building Owners and Managers Association
(BOMA) of Canada is has “over 3,200 members in regional associations across Canada™. Other research has
identified 1,139 property managers classified under NAICS 53131.

«  REITS: There ate 49 REITS listed on the TSX and TSXV; thete are also private REITS.

In a number of places in this repott, we have referred to “the lower end” and “the higher end” of the market and
of certain groups and segments. It has proven difficult to quantify these categories but the NAICS table for real
estate at Appendix A speaks to this based on number of employees in companies in the “employer” category, and
the breakdown of these companies by number of employees.

4 Canadian Real Estate Association - http:/iwww.crea.ca/

5 British Columbia Real Estate Board - http://www.bcrea.bc.ca/

6 Quebec Federation of Real Estate Boards - http:/mwww.fcig.ca/

7 Alberta Real Estate Association - http://www.abrea.ab.ca/

8 Canadian Association of Accredited Mortgage Professionals - http://www.caamp.org/

9 The Building Owners and Managers Association of Canada - http://www.bomacanada.ca/
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According to Statistics Canada, from January to November 2013, construction

contributed $113.4 billion ($113,464,000,000) or 7.06% of Canada's economic output

as measured by GDP. This data is similar to the full previous year where construction

represented 7.22% of 2012’s GDP.0

Real Estate (sales) contributed $190 billion ($190,392,000,000) or 11.84% dutring the same period. This data is
similar to the full previous year where Real Estate represented 11.83% of 2012’s GDP.

The Canadian real estate sector avoided the worst of the 2008 downturn and continues to show good potential as
both the local and US economy improve. The market is very stable and there is generally believed to be little or no
oversupply. Expansion is expected to continue with some commentators predicting plateauing in the residential
market 2014 and the layoff of workers.

Returns on commercial properties are high and the investment prospects for the real estate market are good with
vatious capital sources for mortgage borrowing also available. Construction in this sector is also predicted to
remain strong.

In the commercial segment, capital investment in buildings was relatively stable from 2007 — 2011. Capital
investment averaged about $21 billion per year during this period, declining in 2009-2010 period primarily due to
the decline in new building construction. Capital investment in the commercial sector in 2011 totalled $21.6
billion.12

Canada’s commercial property market is estimated to be worth about $1-trillion (U.S.) compared with $11-trillion
for the U.S. market. The total annual economic activity for the commercial real estate sector in 2011 is estimated at
$63.3 billion. 3

Capital investment in renovation has been steady. Ongoing operations of commercial buildings generated $3.5

billion in building management fees in 2011 and almost the same amount in commercial brokerage fees."

Total revenues for the residential segment nationally are hard to come by but we have identified some statistics for
recent volumes in home sales, by month in major cities. The full table is at Appendix A. The statistics available
are for November 2013 and November 2012 for 13 urban centres including the Vancouver area, Calgary, Regina,

10 Gtatistics Canada - http://www.statcan.gc.ca/start-debut-eng.html

" Ibid

12 Altus Group Economic Consulting - The Contribution of the Commercial Real Estate Sector to the Canadian Economy, September 2012 -
http://c.ymedn.com/sites/www.realpac.calresource/resmgriresearch/altus_report_2012.pdf

3 |bid

4 Ibid
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Toronto, Ottawa, Montreal and Halifax. They indicate that in 2012 total November home sales for the areas listed
equalled $6,887,800,000. The figure for 2013 was $8,487,100,000.'5

A detailed analysis by The Economist shows that Canada is the most expensive property market globally, with the
highest “ptice to tent” and “price to average income” ratios. Only two countties are higher than Canada for “real
terms” pricing and only one country has shown more “percentage growth” than Canada since 1975.18 A review of
historical material from this source indicates that these analytical factors were successfully used to predict market
corrections in the USA, Spain and other countries. The Economist has made similar predictions for the Canadian
market but despite the figures moving ever higher, this still has not happened. Full details of this analysis are at
Appendix A.

15 Canadian Real Estate Association
16 The Economist House Price Index - http://www.economist.com/
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In both the retail and commercial sales segments of the industry, participants belong
to the Canadian Real Estate Association (CREA), a national organization which sets

the standards of professional conduct for 1ts over 100,000 members who include real
estate brokers, agents and salespeople working through 100 real estate Boards and

Associations across Canada.

Each province has passed real estate legislation which is in turn managed by provincial and territorial real estate
associations. For example, the Real Estate Business and Brokers Act of Ontario and its associated regulations are
administered by the Ontario Real Estate Association (OREA) on behalf of the Ontario provincial government.
Similar associations exist in the other provinces and territories to govern industry professionals in the real estate,

mortgage broker, and real estate appraisal industries under the various provincial Real Estate Acts.

The construction industry is one of the most highly regulated industries in the world. Under Canadian law the
regulation of buildings is a provincial responsibility and is carried out through various laws, Acts, codes and
regulations, often administered at the municipal level.

Provincial legislation empowers government agencies or departments to regulate a variety of aspects of buildings.
For example, laws protecting the safety and health of building occupants. Examples of other relevant legislation
are the National Building Code of Canada (NBC) 2010 (design, construction and renovation) and the Ontario
Building Code."”

In addition to building codes, various miscellaneous Acts cover specific building types or services within buildings,
for example; liquor-licensing, hotel, theatre and factory Acts. Fire-prevention bylaws or fire codes also regulate the
ongoing safety of existing buildings. Provincial Workplace Safety and Health Acts and municipal codes and city
by-laws also impact the industry and more recently, AML/TFD law and regulations allows Fintrac oversight for

brokers, agents and developers.

We have not identified any law or oversight mechanism relating to the purchase of Canadian real estate by non-
residents. We do note however that Section 116 of the Income Tax Act creates a requirement for non-resident
vendors of certain types of Canadian real estate assets to notify the Canada Revenue Agency (CRA) about their
disposition and may be responsible for withholding a portion of the proceeds of the sale to cover potential taxes

owing by the vendor.18

7 The Canadian Encyclopedia - Building Codes and Regulations
'8 Income Tax Act (R.S.C., 1985, ¢.1 =s 116 — disposition by non-resident person of certain property - http:/laws-lois.justice.gc.caleng/acts/l-3.3/section-116.html
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Provincial regulators are charged with establishing the educational and licensing
requirements for participants in the real estate industry. Licensing requirements vary
across Canada, but all provinces and territories require prospective salespeople and
brokers to pass a written exam. The courses offered cover the rules and regulations
associated with the real estate profession, and the laws governing the sale and

acquisition of property. In addition, they explore the ethical and practical guidelines

£

to working mn the profession.

Continuing education is also required in many provinces for real estate professionals to maintain their licenses by
staying up to date about current developments in the profession and industry. Once a person is licensed through
the provincial regulator they are then able to become a member of a local Board and CREA and ultimately practice

as a realtor.

In Manitoba, the real estate division of the Manitoba Securities Commission is responsible for administering The
Real Estate Brokers Act and The Mortgage Brokers Act. Similar to the other provincial associations, this division
registers real estate brokers, salespersons, and mortgage brokers, monitors brokers' trust accounts, and investigates

complaints against real estate brokers, salespersons and mortgage brokers.'?

At the market level, local real estate boards (e.g. Toronto Real Estate Board, Real Estate Board of Greater
Vancouver, REALTORS® Association of Grey Bruce Owen Sound) ate responsible for processing membership,
and the recording and collection of dues. They also operate the Multiple Listing Service® that in turn provides
data for display on either the residential or commercial properties web site. The local board develops and
implements the regulations that support CREA's national policies, and is responsible for the enforcement of the
Code of Ethics and the Standards of Business Practice.

In general, mortgage brokers in Canada are licensed at the Provincial level (e.g. in Ontario with the Financial
Services Commission of Ontario and in BC with the BC Financial Services Commission). Mortgage Brokers are
governed by the relevant provincial legislation (Ontario — Mortgage Brokers, Lenders and Administrators Act,
2006 and British Columbia Mortgage Brokers Act). To earn a license one must complete the requisite education
provided by accredited education providers on a Provincial level.

19 The Manitoba Securities Commission —http://www.msc.gov.mb.ca/real_estate/index.html
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None identified at this point.
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Our research has identified the following Canadian real estate related associations:

. CREA - Canadian Real Estate Association — membetship includes more than 100,000 real estate brokers, agents
and salespeople, working through 100 real estate Boards and Associations across Canada. Assists realtor
members to better serve their clients and represents the interests of its members to the federal government
and its agencies on existing ot proposed legislation that will affect those members, and/or impact
homeownership.

. BOMA - Building Owners and Managers Association Canada — is the voice of the Canadian commercial real estate
industry. BOMA Canada addresses issues of national concern, and promotes excellence in the industry
through information, education advocacy and recognition on behalf of the building owners, managers,
developers, facilities managers, asset managers, leasing agents, brokers, and the product and service providers

to over 2.1 billion square feet of commercial real estate in Canada.

«  REALpac - Real Property Association of Canada — Canada's senior national industty association for owners and
managers of investment real estate. Members include publicly traded real estate companies, REITS, private
companies, pension funds, banks and life insurance companies with investment real estate assets each in

excess of $100 million.

«  CCA- Canadian Construction Association — an association of construction practitioners who join CCA through
their local or provincial construction association. CCA gives voice to the public policy, legal and standards
development goals of contractors, suppliers and allied business professionals working in, or with, Canada’s

non-residential construction industry.
. CHBA - Canadian Home Builders Association — is an association representing the residential construction industry.

. NAIOP - National Association of Industrial and Office Properties — Trade association for developers, owners and
investors in industrial, office and related commercial real estate.

- RECO - Real Estate Council of Ontario - regulates real estate trade on behalf of the Ontario government.
«  SIOR - Society of Industrial and Office Realtors

- REIC- Real Estate Institute of Canada is a not for profit organization that has been educating and certifying
specialists in real estate since 1955.

«  UDI-Urban Development Institute — The UDI is a national non-profit association of the development industry
and its related professions that is non-partisan in its activities, dedicated to fostering effective communication
between the industry, government, and the public and also serves as the public voice of the real estate
development industry, communicating with the media on a number of issues.
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AOLE - Association of Ontario Land Economists

CORENET Global - is the wortld’s leading association for corporate teal estate (CRE) and workplace

professionals, service providers and economic developers.
Independent RE Brokers Association
Mortgage Brokers (each province has an association) they include:

- Canadian Association of Accredited Mortgage Professionals
- Mortgage Brokers Association of BC

- Independent Mortgage Brokers Association of Ontario

- Alberta Mortgage Brokers Association

CREW - is a nation organization dedicated to providing knowledge, connections and support for women
throughout their commercial real estate careers. It has local and regional chapters throughout the country.
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. Foreign investment in the real estate sector is likely to remain strong and is supported by the depreciation of
the Canadian dollar and relative market stability.

. Indicators of potential new models for property sales including “virtual real estate agents” and the use of

auctions to complete sales to make the competitive bid process more open.
o  Private residential sales
. Investment climate and stability

+  DProjected 1ise in mortgage rates in later 2014 will increase the costs of owning a home compared to household

income. This will make housing less affordable.

«  Immigration is towards major centres across the country resulting in in-fill and condominium projects which
further result in significant transit issues.

. Macro geopolitical events such as the “Arab Spring” and increased anti-corruption efforts in China for
example have led to significant inflow of people and funds, much of it into the real estate sector.

«  The recent termination of the federal immigrant investment program is likely to impact the real estate market.
The program remains active in Quebec.

. Trends in the growth of the Canadian Construction industry point towards strong non-residential markets and
stable residential markets. By 2021, expanding activity is forecast to add 44,000 jobs in non-residential
construction, while an estimated 8,000 jobs ate estimated to be lost in residential. 20

. Construction activity will rise significantly over the next few years in the industrial and office sectors, with
developers hoping a stronger economy will see these properties leased quickly. The ongoing delivery of new
supply in the nation’s major downtown office nodes could lead to increased vacancy and downward pressure

on rents, if demand fails to keep pace over the next few years.

. CMHC expects total housing starts to remain stable over the next couple of years. With a relatively high
number of units under construction in some local markets, builders are expected to adjust the pace of activity

in order to manage their inventory levels.?!
. Existing home sales are expected to rise moderately along with economic conditions in 2014-2015.

«  Resale prices are expected to remain in or near balanced market conditions with the average MLS price

expected to grow at a rate near inflation over the forecast horizon.

2 Construction Sector Council — Construction Looking Forward: 2013-2021 Key Highlights - http://www.buildforce.ca/
2! Canada Mortgage and Housing Corporation - http://www.cmhc.ca
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The essential services in the sector cannot really be changed or replaced as they
involve the development of land, the creation of buildings and their sale. Models of
building and real estate ownership have scen little change; timeshares and REI'TS

being two more recent exceptions.

In the sales segment, there is some discussion within the real estate sector regarding the replacement of real estate
agents by “virtual agents” but there is no clear picture of how this would actually work. Similatly we have seen
examples of sales by open auction rather than by the standard closed offer process but this is again merely a variant
on the method of transaction and does not impact the underlying details.

Delivery channel(s) in the real estate sector are limited because of the service based and geographical nature of the
offerings. Segments from residential and commercial brokerage to development and construction are delivered
directly to clients in an essentially face to face mode. Some aspects of the sales side of the industry have been
supplemented by use of Internet based tools, but at the present time these are not seen as being capable of
providing much more than electronic brochures. An exception to this is the use of lawyers as an access channel to
purchase Canadian real estate assets.

“Do it yourself” services for home sellers have appeared but the essential elements of the transaction including the
use of lawyers and other professional to effect changes to title etc. remain in place and so such transactions do not
disappear from view. Such services still involve the use of brokers who work on a flat fee basis and essentially
remove the percentage based commissions of standard broker managed sales.

There are two primary links to other products and services in the real estate sector:
. Financial entities, especially mortgages and loans secured by title.

. Legal services — lawyers remain a key element of all real estate transactions in all market segments. Our
research has indicated that this can in some cases add to the risk (abuse of trust accounts, lawyers acting as
agents and nominees to hide the identity of true beneficial owners). In BC notaries are also involved in real

estate transactions and mortgages.
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10.1 siness versus individual
In the residential market, buyers are by definition, almost exclusively individuals buying a home in which they will
then live. The same generally applies to single dwelling recreational properties.

In the commercial property market, the nature of the customer is significantly tied to the size and scope of the
property in question. Although small lower end strip malls and condominium or apartment buildings may belong

to individuals, it is more common to see them purchased or developed by corporations of one type or another.

It is generally true that the larger and more valuable the property and the closer it is to an urban center, the less
likely it is to be owned by an individual. Generally, multi-unit residential and commercial properties are owned and
managed by specialist companies, the largest of which are publicly traded. The high end commercial and retail
properties are the exclusive domain of large developers and property/asset managers as well as institutional
investors. At this level, both the nature of the players as well as the scale of the financial aspects makes ML
problems far less likely to occur.

10.2  Canadian residents/non-residents

There is no doubt that the majority of Canadian properties are owned locally by Canadian nationals or residents
and Canadian companies. Despite this, the Canadian real estate sector has long been a magnet for overseas
investment and immigration. Interestingly, Canadians and Canadian companies have also become the largest
buyers of overseas property in the world. Our research indicates that all aspects of the Canadian sector have
exposute to foreign buyers, with a particular focus on high end residential properties and lower end to mid-level
commercial, revenue generating properties. Our research has also identified a short list of countries from where a
high proportion of the foreign buyers come and it is clear that much of this investment money is closely tied to the
politics and security situation in these countries. They are; China, Russia, Middle Eastern Countries (especially
Egypt, Iran, Syria), Mexico, USA, the United Kingdom and Australia.2

10.3  Geographic area

As outlined in the following section, real estate buyers in Canada are very significantly bound by the location of the
property. This means that a significant majority of buyers will already be in the market where they are buying and
will be dealing with a local market participant. At the high end of the commercial, and to some degree the
residential markets, there are buyers who deal with national and international participants. This would include
offshore buyers. Our research indicates that offshore buyers of residential properties still quite often deal with
participants in the local market who have the language and social tools to attract them in their home locations.

2 Sotheby’s International Realty Canada — Top Tier Trends Report: A Comparative Survey of Canada’s Luxury Real Estate Market

b 32014 Bewl estate Pager 13
A0000811_29-000277




Whilst the regulations and associations for the real estate sector are primarily
provincial, the real estate mndustry 1s heavily geographically subdivided into natural
market areas at the retail level as typified by the real estate boards of which there are
approximately 100 across the country. These subdivisions are significantly, but not

entirely based upon urban centres and their surrounding catchment areas.

In the large commercial and development segment of the sector, companies tend to be regional or national in their
coverage and in some cases, the market players are global entities (for example engineering and other similar
segments). Developers in the residential and low end commercial property space tend to be local to their market
and in some cases regional.

Canada is attracting a lot of overseas buyers in a number of market segments. According to the Association of
Foreign Investors in Real Estate’s 2013 Foreign Investment Survey, Canada ranks second to the USA as a stable
and secure country for investing in commercial real estate. Canada was ranked 6th, and is regarded as highly
transparent, on Jones Lang TaSalle’s Real Estate Transpatency Index, which aims to help players in the real estate
industry understand important differences when transacting, owning and operating real estate in foreign markets.
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Our research indicates that the high end residential market in specific areas of Canada

is 2 prime focus of non-residents, both from an investment and a living perspective.

4

Markets such as Vancouver (40%), Montreal (49%) and Toronto (25%) have a

significant proportion of home sales in this category to foreign investors/buvers.

Real estate has a number of inherent characteristics which make it both an attractive and effective tool for those

wishing to launder funds, these characteristics include:

« A real estate investment can also be used as a residence, to project prestige and power or an effective base

from which continuing criminal or terrorist operations can be conducted.

. Asameans of laundering money, the cost of laundering is low or zero, a significant advantage over other

forms or laundering.
« A real estate investment may increase in value over time.

o The standards of AML due diligence and compliance are low and are not an effective barrier, even for

notorious criminals.

«  The use of nominees, including professional nominees such as lawyers and accountants, or holding companies
is not uncommon in real estate transactions making concealment of beneficial ownership easy.

. Both residential and commercial properties can produce income and or allow the comingling of illicit funds.

. Mortgages are very common and using front companies or individuals to create fake mortgages is
straightforward and effective.

«  The true value of a property can fluctuate significantly easily allowing over and under-pricing to enable money
laundering.

«  The use of cash payments, especially in the construction, renovation and upgrading of real estate assets is very

common allowing illicit cash into the system.

[ Healewtate Page: 18
A0000811_31-000279




Sector Background
The sector focus generally is on the quality of the property for sale, not the quality of the buyer and their
funds.

Any real estate transactions that involve cash: means that the buyer is getting a deal and the funds will
not be repotted for tax purposes. This is happening in new construction, e.g. buy a home/condo but it
is not quite finished, so the unit is purchased at a discounted price and the finishing and/or any upgrades
are all done for cash and the cash is unreported. The transaction amount that is reported is what gets
used to determine land transfer taxes etc. There are views that this is happening significantly, across
most players.

Commercial transactions over $1M are usually tracked in RealNet. RealNet is an online database of
historical real estate transactions over $1M. Transaction details are listed for various commercial sectors
(office, industrial, retail, residential, hotels, ICI land, residential land, residential lots). RealNet used to be
partially owned by CBRE. It is one of the very few commercial real estate transaction databases in
existence in Canada.

Yes there are cash deals. Sometimes a builder of say 600 units will sell 20 out of the 600 for cash and
this just gets buried and not reported. The cash received is often used to finance a personal
second/cottage type property. One example provided of the buyer bringing in the cash funds from
Manila. Usually there is no bank financing involved in these types of deals, and therefore no Altus type
verification audits. Estimate provided that at this level of the market (smaller project construction, 30
condos or townhouse projects for example) that 25% of the activity could be like this (illicit, no
questions asked etc.)

Banks are currently not dealing with the smaller developers. This segment of the market however is
active. Where does the financing coming from? It was noted that there are many ‘private
bank/consortium’ opportunities, this means that the projects are getting financed and done, usually 10-
15% profitable, funds are then ‘legitimized’ through the profitable project completion, and the money is
then subsequently getting banked.

For deals that require any kind of bank financing, the banks and lawyers are all over the details of the
deal, checking and verifying the information. Includes groups like Altus doing verification audits on
costs.

Many foreign buyers are not worried about making any return on investment or rental money in the
market; they simply want a safe, stable place to invest or ‘bank’ the funds.

Many foreign buyers are using Canadian family or friends to be the local purchaser. Funds are actually
from the foreign individual but seen to come from the local person when the deal actually closes. The
sector at this level (smaller project builders) is not asking what the source of the money is.

b 32014 Bewl estate Pager B
A0000811_32-000280



9. There have been instances where third parties are involved — this is especially seen in cases where foreign
parents are purchasing houses for children — however, agents should be performing background checks
to understand source of funds. Realtors would also rely on foreign lawyers to get a better understanding

of client.

10. Realtors need to be licensed but background checks are not necessarily performed. Accordingly, there is
a large spectrum of realtors in marketplace.

11. With franchised realty companies, the business ownet/broker is responsible for their own local
operations and is concerned about reputation damage and therefore requires understanding of clients —
conducting background checks. However, there is uncertainty as to whether this occurs broadly in
marketplace.

12. The broker community is essentially unregulated. It is the broker who sees the buyer first hand, who has
direct and significant access to the deal. It needs oversight.

13. While lawyers are part of most purchase and sale agreements, lawyers can be unfamiliar with source of
funds — there have been instances where nominee buyers are involved to knowingly/unknowingly assist
with money laundering; buyers purchase property with source of funds from a third party deposited into
the lawyer’s trust account. The mortgage is paid off quickly and/or the property is sold for a profit and
the money launderer now has legitimate source of funds.

13.2  AML Compliance

14. Larger commercial real estate firms are aware of the AML regulations and reportedly have strict regimes
in place including customer identification, training and reporting of suspicious transactions. Some have
procedures including that agents cannot receive their commission until all of the correct AML
documentation and procedures have been completed. This information is consistent with the

information received regarding larger developers.

15. Larger firms tend to be risk averse and in any case where they are uncomfortable or the client refuses to

provide the required AML information, they send an STR to FINTRAC.

16. Larger commercial real estate firms deal with companies a lot, we do not know the percentage but
probably above 80%. Companies have to be propetly identified including proof that the individual can
bind the corporation. Firms do corporate searches themselves to verify details. When companies are
overseas, the real estate firm wotks with a local affiliate in the overseas location or with a law firm to

obtain the necessary documentation and proof.

13.3  Trends

17. 'The level of the Canadian dollar clearly has an impact on the volume of foreign money. Real estate firms
generally do not track which countries buyers are coming from.

18. There is a significant volume of flight of capital purchasing- individuals moving money out of at risk
countries by investing in Canadian real estate.
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26.

27.

28.

29.

isk areas
One person interviewed cited the top risks for AML as foreign buyers and deals where the money comes
into the trust account and the deal never closes so the money goes straight back out (and that this was an

automatic flag for an STR).

Type of assets is also seen as a 1isk factor - investing in asset classes which are less conventional and
generally shunned by institutional investors, for example, bowling alleys, strip clubs, etc.

Location of assets as a risk factor - transactions in areas which are outside of the downtown core/urban
area, more remote; these assets are comparatively harder to sell.

Transactions financed by offshore banks are seen as riskier - this type of purchaser might not go to a
traditional lender and is seen as a risk for illegal funds.

Any real estate transactions that involves cash. There are views that cash transactions are happening

significantly, across most players.

Yes there are cash deals. Sometimes a builder of say 600 units will sell 20 out of the 600 for cash and
this just gets buried and not reported. The cash received is often used to finance a personal
second/cottage type property. One example provided of the buyer bringing in the cash funds from
Manila. Usually there is no bank financing involved in these types of deals, and therefore no Altus type
verification audits. Estimate provided that at this level of the market (smaller project construction, 30
condos or townhouse projects for example) that 25% of the activity could be like this (illicit, no
questions asked etc.)

Many foreign buyers are using Canadian family or friends to be the local purchaser. Funds are actually
from the foreign individual but seen to come from the local person when the deal actually closes. The
sector at this level (smaller project builders) is not asking what the source of the money is.

Some sales to foreign purchasers are possibly settled offshore, meaning that the seller receives the funds
in offshore accounts and the money to buy Canadian real estate never enters Canada.

Smaller project builders often have more money in the deal and less or no need of bank financing.
These self-financed projects are where there is risk. Smaller project builders are often directly involved
in the sale of units. Smaller assets (condos or blocks of condos, small commercial premises such as strip
malls and small office buildings etc.) are often of interest to overseas buyers with significant but not very
large sums of money to invest ($2-$5 million).

Banks are currently not dealing with the smaller developers. This segment of the market however is
active. Where does the financing coming from? It was noted that there are many ‘private
bank/consortium’ opportunities, this means that the projects ate getting financed and done, usually 10-
15% profitable, funds are then ‘legitimized’ through the profitable project completion, and the money is
then subsequently getting banked.

There is significant competition at the individual agent level; agents include a wide range of people, with
varying education/levels of sophistication and there is inherent tisk here. At the
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30.

31

32.

realty/brokerage/agency level there is still inherent risk, but the size of the operation means that
attention is paid to reputational risk.

While lawyers are part of most purchase and sale agreements, lawyers can be unfamiliar with source of
funds — there have been instances where nominee buyers are involved to knowingly /unknowingly assist
with money laundering; buyers purchase property with source of funds from a third party deposited into
the lawyer’s trust account. The mortgage is paid off quickly and/or the property is sold for a profit and
the money launderer now has legitimate source of funds.

Higher end real estate deals are seen as very low money laundering or terrorist financing risk because

there are only a few players who ate involved at these very higher dollar amounts.

The leasing market is seen as low risk but they were aware of one case where
to launder funds. They got caught when trying to pay for
leasehold improvements with cash.
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141  General market factors

14.1.1 Comparative level of stability of the Canadian market

The comparative level of stability of the Canadian real estate market versus other parts of the globe is a risk factor
which impacts the level of foreign funds which find their way into Canadian market. Theory is that the Canadian
real estate market is safe and stable, easily accessed, and this would include for funds which may be from illicit
activities.

14.1.2 Market competitiveness at agent level/minimal level of regulation and/or oversight

The competitiveness of the market and sheer number of agents puts pressure on individual agents to secure deals.
Agents operating in the sector who are smaller, more independent have less infrastructure to ensure appropriate
KYC and support to do any deal due diligence.

The smaller agent has more incentive to ignore due diligence/AML requirements, inherent tisk.

Agents include a wide range of people with varying education and levels of sophistication. There is relative ease of
access to agent licensing; new immigrants who obtain licensing can become conduits for foreign networks.

While brokers and realtors need to be licensed, research indicates that background checks are not necessarily being
performed and that oversight is minimal to none in many cases. Competition and inherent risk to transact is high.

With franchised realty companies, the business ownet/broker is responsible for their own local operations and is
concerned about reputation damage and therefore requires understanding of clients — conducting background
checks. However, there is uncertainty as to whether this occurs broadly in marketplace.

14.2  Product and service factors

14.2.1 Sale of higher end residential properties
($2.5 million and above: Dollar value depends on geography, generally speaking for the GTA for example, this might be
properties in the range of $5M and higher)

Single family homes are the prime target; there are both historical (Beare report 72.3%)23 and also cutrent
mdications.

International organized crime groups and figures buying Canadian properties. Some examples of this include
senior foreign organized crime figures such as:

23 Beare, Margaret and Schneider, Stephen. Money Laundering in Canada; Chasing Dirty and Dangerous Dollars. University of Toronto Press, 2007.
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«  Rakesh Saxena — Indian banker who fled Thailand after a major fraud

. Lai Changxing — Chinese smuggler

. Lai Tong Sang — Dragon head of the Shui Fong Triad from Macao

. Stanley Ho — Asian gambling magnate with proven ties to organized crime

«  Rustem Tursunbayev — Former Kazakhstani fugitive accused of embezzling $20m

«  Alex Shnaider — Billionaire businessman with extensive former Soviet Union ties

. LEE Chau-ping — The “Ice Queen” head of the world’s largest crystal meth trafficking syndicate from
Hong Kong.

Articles on these cases are at Appendix B.

Indications that cash deals within the real estate sector are financing higher end second residential/cottage
properties. See Appendix B.

14.2.2 Sale of lower dollar value commercial properties
(Dollar value depends on geography; examples provided included 30 unit condominium/townhouse projects and small
commercial buildings)

Investments in asset classes which are less conventional and generally shunned by institutional investors. For
example, bowling alleys, strip clubs, etc. are seen by industry insiders as less risky for illegal funds.

Lower rent level commercial properties which generate revenue are also popular (Salim Damiji fraud case in
Canada included both a high end condo and a strip mall in Toronto). We have identified numerous cases of
fraudsters and corrupt officials from China using their illicit proceeds to buy homes and other real estate in
Canada. News media items detailing some of these cases are at Appendix B.

Smaller project builders may have more money in the deal and less or no need of bank financing. These self-
financed projects are where there is risk as the ability to transact in cash funds is easier. Smaller project builders

are often directly involved in the sale of units.

14.2.3 Type and location of real estate asset
Transactions in areas which are outside of a downtown or urban core, more remote, are seen as harder to sell
compared to conventional assets. To the extent these properties are selling for higher values and/or there is a

higher turnover of ownership these are red flags.

14.2.4 Characteristics of real estate investment and transactions
Real estate has a number of inherent characteristics which make it both an attractive and effective tool for those

wishing to launder funds, these characteristics include:

« A real estate investment can also be used as a residence, to project prestige and power or an effective base
from which continuing criminal or terrorist operations can be conducted

. Asameans of laundering money, the cost of laundering is low or zero, a significant advantage over other
forms or laundering

« A real estate investment may even increase in value over time
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«  The standards of AML due diligence and compliance are low and are not an effective batrier, even for

notorious criminals

«  The use of nominees including professional nominees such as lawyers and accountants or holding companies

is not uncommon in real estate transactions making concealment of beneficial ownership easy
. Both residential and commercial properties can produce income and or allow the comingling of illicit funds

«  Mortgages are very common indeed and using front companies or individuals to create fake mortgages is

straightforward and effective

«  The true value of a property can fluctuate significantly easily allowing over and under-pricing to enable money

laundering

«  The use of cash payments, especially in the construction, renovation and upgrading or real estate assets is very
common allowing illicit cash into the system

14.3

o

ivery channel factors

14.3.1 Property purchased through a local (Canadian) agent

Foreign buyers are using Canadian agents to purchase property. Indications that some of these deals are done
legitimately and other indications that some of these deals are done with no questions asked as to source of funds.
Agents can include law firms, immigration lawyers/networks, and individuals. The Montreal condo article at
Appendix B highlights this issue.

144  Geography Factors

14.4.1 Use of foreign money to purchase real estate asset

Including purchases by PEFPs and their networks, foreign purchaser money which takes a circuitous route into
Canada, purchases which include funds loaned by foreign lenders, Canadian purchasers using offshore funds to
purchase within Canada.

«  Research has identified Canadian markets where up to 50% of all buyers of high end homes are foreign.

. Appendix B contains a series of news media and other articles which indicate real examples of this trend re

offshore money.

«  Section 116 of the Canadian tax law requires the reporting of taxes on the sale of property belonging to
foreign residents but there is no tracking of purchases by foreign buyers.

. Flight of capital purchasing- there is a significant volume of individuals moving money out of at risk countries
by investing in Canadian real estate.

«  There are indications of the use of Canadian agents (family members, friends and other proxies) by overseas
buyers to represent them either formally or informally, which obscures the real details of the foreign buyers
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and the source of the funds. Research indicates that the sector at this level is not asking about the source of

the funds.

. Anarticle regarding Chinese condo buyers in Montreal, and data on high end Canadian residential sales from
Sotheby’s both underline this issue. See Appendix B.

«  Research indicates that many foreign buyers are not worried about making returns on investment; they are
looking for a safe, stable place to ‘stote’ funds.

«  Sales to foreign purchasers are possibly settled offshore, meaning that the seller receives the funds in offshore

accounts and the money to buy Canadian real estate never enters Canada.

Similarly, we have seen a number of cases where politically exposed foreign persons including those involved in
corruption and asset stripping have been found to have accessed the Canadian real estate market. They include:

« Zine el Adbidene Ben Ali — former President of Tunisia
« Belhassen Trabelsi — a relative of Zine el Abdidene
«  Saadi Gaddafi — Son of former Libyan dictator Muammar Gaddafi

14.4.2 Use of offshore financing
Transactions financed by offshore banks are seen as riskier - this type of purchaser might not go to a traditional
lender and is seen as a risk for illegal funds.

14.4.3 Real estate investments in emerging markets

Hiding illegally obtained funds in real estate in emerging markets could be easier for money launderers due to
minimal or limited AML/ATF legislation, less sophisticated banking and financial sectors, lack of training of
competent authorities, and higher corruption in developing economies.

14.5

siness relationships/linkages with other sectors

14.5.1 Use of lawyers and their trust accounts

All or most real estate transactions involve a lawyer at some point in a variety of functions. Multiple Canadian
cases show that drug traffickers and others have used law firms and their trust accounts to receive cash proceeds
and bank them as well as to assist in the purchase of real estate and the creation of companies to own property and
make false mortgage loans.

Research also indicates that some sophisticated offshore buyers also use lawyers to funnel funds into the Canadian

real estate sector.
14.6  Transaction methods and types

14.6.1 Use of cash in real estate transactions
Examples include:
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Partial cash payments for assets like condominium or townhouse units/multiple unit purchases.

Properties being sold in unfinished state so that buyer can use cash to pay the trades for the
completion/ finishing work.

Real estate developer using cash received to build personal property assets.

Smaller amounts of cash given to lawyers to deposit into trust account, once funds sufficiently accumulated,
real estate transactions undertaken.

Rental market: privately owned buildings, less to minimal regulation, cash payments from tenants provide
explanation for source of cash funds when deposited to accounts. Who looks at the books/accounting? No

one required to. Comingling possible and also possible thete are no ‘legitimate’ tenants.

4 Hesl oviaie Page: 24
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Use of cash for real estate purchase transactions represents circumvention of the financial services sector,
comments and indicators received indicate that cash is highly accepted with the residential and smaller building
market and that this is happening significantly across most players at the smaller end of the market.

14.6.2 Incomplete real estate deals
Purchase funds are received into legal firm trust and/or brokerage accounts; when the deal falls through/does not
close, funds are returned.

One person interviewed cited the top tisks for AML as foreign buyers and deals where the money comes into the
trust account and the deal never closes so the money goes straight back out.

14.6.3 Use of corporate entities to purchase residential real estate

Use of corporate entities for residential property purchases provides opportunity to hide beneficial ownership;
seen as a risk factor, of course there is volume of legitimate purchases which are done this way. Appendix B
contains a number of examples of such cases.

14.6.4 Corporate vehicles: Shell companies and property management companies
Corporate vehicles are legal persons of all types including trusts that are particularly used in countries where the
opacity of corporations can be exploited to obscure beneficial owners and the origin and destination of funds.

Shell companies are companies that have no operations and/or assets in the jurisdiction where they are registered.
In addition they may be owned by a legal entity which makes it harder to identify the individuals that own or
control the company.

Property management companies may be used to manage/rent properties that ate built/purchased with illegally
obtained funds. The rental income generated by these properties provides the appearance of a legal origin of funds,
especially when landlord and tenant are located in different jurisdictions. When property management companies
are controlled by criminal organizations they can be used to mingle cash with legitimate funds.

14.6.5 Private mortgages and private lending

Private mortgages are generally not sourced from traditional lenders; often the mortgage is with an individual or a
smaller company. There is a risk that these are fake mortgages and that registration on title provides credibility. A
registered mortgage makes the deal look like it was financed and provides soutce of funds for property purchase
explanation. Could also be funds sourced from illegal activity and/or funds evading tax, and the lender of these
funds privately to buyers of real estate is not concerned with KYC/AML regulations and the form of repayment
(e.g. likely to accept repayments in cash).

Note that vendor take back mortgages are fairly well accepted in the private market and represent the payment
over time by the buyer to the seller.

Several case examples of this issue are at Appendix B including a drug trafficker who arranged multiple fake

mortgages using a lawyer who set up front companies to make the “loans”.

Private lending is active in the smaller developer segment of the market. Interviews reported that banks are not
financing these projects and so ‘private banks/consortiums’ opportunities are sought and there is no oversight on
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the source of the funds. Any illegal funds are then ‘legitimized’ through profitable project completion and the
money is then subsequently getting banked.
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Canada’s Dealers 1n Precious Mertals and Stones ("DPMS”) sector has a broad range
of players primarily focused on their own segment although some work in more than

one, for example jewellery manufacturers and retailers and retail jewellery stores.

The sector includes both regulated and unregulated segments with the activities of mining companies, smelters,
refiners, cutters and polishers being unregulated under the PCMLTFA in Canada. Manufacturers are also not
generally captured by the reporting requirements but may be if they are involved in transactions beyond the
manufacturing of jewellery. The regulated industry segments include: dealers and traders including the Royal
Canadian Mint (“RCM”) and jewellery retailers. Pawnshops are not specifically regulated under the PCMLTFA but
many are involved in significant retail jewellery transactions.

A number of factors specific to this sector make quantification of the sector reporting entity population difficult.
These include industry players operating in more than one segment or role. It should also be noted that the nature
of statistical reporting for certain segments in the industry includes a broad range of players, some of which are not
part of this specifically defined sector, an example of this is the metal dealers which cover a wide range of
materials, many of which do not fit in the “precious metals” category.

Another significant factor is that the sector is highly fragmented; a 2009 RCMP intelligence report stated that there
are approximately 6,500 dealers of precious metals and stones within Canada'. A review of Industry Canada and
other statistical sources provides a range of entities from 2,700 to 4,500 for the DMPS sector. In addition, the
diamond wholesale business has historically been dominated by certain ethnic groups and in some cases certain
families. Entry into parts of the market has therefore been difficult and the industry is still opaque in some

ICSPCCtS.

Some evidence of the use of diamonds and precious metals for money laundering has been identified in Canada. A
significant number of risk factors have been identified and these are detailed later in this document, some of the
key factors are listed below:

«  Product characteristics including being easily transportable, highly liquid, highly concentrated, bearer forms of
wealth combined with the global nature of the trade and available markets. Use of precious metals and stones
as currency by organized crime groups and individuals.

- High level of cash transactions.

«  Uncertified stones and metals, primarily gold and diamonds entering the legitimate production and sales
pipeline, including blood diamonds or conflict minerals.

. Ease of smuggling and difficulty in cross border monitoring of precious stones and metals. E.g. smuggling of
precious metals and stones across borders.

" Financial Post — “RCMP issues warning on Diamonds”, August 10, 2011
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Manipulation of the prices of specific shipments of stones; sometimes combined for example with
transnational smuggling to effect trade based money laundering.

Suppliet/counterparty risk- as all activity is trade-related, both the supply of the product and the sale of the

product must be considered when assessing risk.
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We have focused in this report on the segments which are regulated 1n the Canadian
DPMS sector. Broadly speaking, this includes dealers in both the precious metals and
the stones markets at both the wholesale and the retail level. It also includes jewellery

and precious metal retatlers.
The segments that we have identified as significant are as follows:

+  Drecious metals dealers; bullion and/or coins; dealing with refiners and other dealers and/or with the general
public;

«  DPrecious coins dealers; smaller local coin stores, online dealers, usually offering products ranging from
collectible to investment-grade coins to retail customers;

«  DPrecious stones dealers trading both diamonds and other stones with other dealers, jewellery manufacturers
and retail customers;

«  Jewellery wholesalers; dealing in metals, stones and finished jewellery at the wholesale level. Some also
manufacture jewellery and deal directly with retail customers;

«  Jewellery designers and manufactuters; dealing with dealers and/or retail customers;
«  Jewellery retailers (small to large) dealing with retail customers;
. Pawnshops dealing with retail customers and dealers; and

. DPrecious metals recycling dealers; dealing primarily with non-precious scrap metals e.g. copper, brass,
aluminum, etc. for recycling but can include precious metals such as dental scrap; trading with dealers and the
general public

The industry is highly fragmented with a wide range of participants from very small, one person independent
operations, to large multinational companies. In some segments the participants are attached to or affiliated with
other sectors such as bullion and coin dealers being attached to Canada’s largest banks and also national retailers

for jewellery, like Walmart.

It is also useful to consider the complete life cycle of these commodities in order to develop a better understanding
of where the various segments fit in.

The DPMS cycle begins with the mining of precious metals and stones and ends with the retail sale of products
and can be divided into the following steps:
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10.

The mining and extraction of the precious metal or stone from the ground. Once extracted, these
commodities are sold to refineries for processing; often the mining company itself is involved to
further refine the metal or stone.

The refinement of the metals or stones. Metals are refined and used for manufacturing processes or
processed into refined bars and coins. Rough stones are sorted and then cut and polished.

Wholesale metal sales — dealers purchase the coins, or refined bars and these dealers in turn distribute
their products to other dealers, jewellery manufacturers and/or for sale to the public. The RCM has a
specific list of dealers which it sells to and also buys from.

Jewellery manufacturing — manufacturers of jewellery work with designers, often one and the same, and
produce jewellery which will eventually be sold to the public.

Jewellery wholesalers deal in both stones and precious metals and are part of a maze of middle men
in the process. Some of them also manufacture jewellery and deal directly with retail clients.

Retail sales - finished jewellery products and precious metals are acquired by jewellery stores and
dealers to sell to consumers. Retail points of sale include — jewellery stores, coin stores, online
jewellers and precious metals dealers, and coin and jewellery conventions.

Diamonds and other precious stones are traded through a more complex process known as the
“diamond pipeline” as shown below. The process is unusual, primarily because of its history, which
derives from a time when DeBeers, the wotld oldest and largest diamond producer controlled the
global market. This continued until the 1980s, more recently, alternative diamond sources have
developed in Russia, Canada and Australia and a number of other global mining companies such as
Rio Tinto, Alrose, BHP Billiton and Harry Winston have also eroded DeBeers’ market control.

The original DeBeers monopoly was secured by their unique business model, in which rough
diamonds from all of its mines located throughout the globe, are brought to England for production
sorting and aggregation. The diamonds are then aggregated and split into appropriate types and
quantities to be sold to clients. The clients are called sightholders, of which there are 78 in the world
including one in Canada.

When DeBeers controlled the global trade, only sightholders had access to raw diamonds and they
had to be purchased according to the strict DeBeers rules. Several other trading oddities still remain
in the industry including the practice of “handshake deals” between individuals who have known each
other for decades and sometimes generations and loans of diamonds using the “memo transaction or
consignment” system. This together with the use of cash to settle diamond deals makes the true state
of affairs rather opaque and the tracking of deals particularly difficult. These elements of trust and
specialist expertise built up in close knit cliques make market entry very difficult and also significantly
increase the risks that this sector is abused by money launderers and terrorist financing.

This complexity was further exaggerated because the diamond trade was controlled by a small tight
knit group who operated out of Belgium and Israel where most of the global diamond cutting and
polishing took place. As new diamond producers have entered the market, these patterns have

oh 31, 204
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changed too and DeBeers now only control approximately 40% of the global diamond market?.
Similarly, diamond cutting and polishing has now significantly migrated to India and China and so
global diamond trading patterns have changed significantly.

11. The market has also been significantly impacted by the Kimberly Process, a global initiative of
governments, industry and civil society, developed to stem the flow of conflict diamonds and help to
end wars funded by their illicit trade.?

There is significant overlap within these steps as companies and individuals often have operations across a number
of the steps, for example, wholesale and retail jewellers might also design and manufacture the jewellery that they
sell to their customers. Also, some mining companies extract and refine the metals while others might just extract
and then sell and send them to be refined elsewhere.

The diagrams below outline the process and different stages underlying the diamond jewellery supply chain. It is
important to note the multiple levels of diamond trading as these segments create significant risks.

Figure 1: Diamond pipeline diagram

Rough diamand Foiseed Jewelery rotail
teading diamonds sates
trading
Fough dimonls Lanss polished Hdamonds whpunted potishod damonds

HNote: This only represents this Heit diamond trade.

Source: FATF - Money Laundering and Terrorist Financing through Trade in Diamonds, October 2013

The sector is captured across a range of SIC and NAICS codes, many of which include other sectors and segments
not relevant to this report. We have therefore broken out specific numbers where possible or have otherwise
identified other sectors that are included in the statistics. See Appendix A.

21 Precious metals dealing

This segment is primarily the activity of established and reputable metals dealers selling “recognized bars”, which
are sourced from certified refiners. A recognized bullion bar is one that was minted by a major refinery that is very
well known and may have international locations or presence, such as the Royal Canadian Mint, Johnson-Matthey,
Engelhard and Credit Suisse/PAMP. The purity of the bullion of untecognized bullion products may be the same
but they will not be accepted by major financial institutions. Recognized bullion products ultimately fetch higher
prices as a result of the confidence instilled as a result of their status.

2 First Research Industry Profile — Jewellery Stores, February 2, 2014
3 Kimberley Process - http://www.kimberleyprocess.com/
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The London Bullion Market Association produces a list of accredited smelters and assayers whose gold and silver
bars they would automatically accept in settlement against transactions conducted between each other and with

other acceptable counterparts; these bars earn the distinction of London Good Delivery status.*

True bullion coins are minted with designs but are traded primarily for their gold content, such as the USA Gold
Eagle and Buffalo, the Canadian Maple Leaf, the South African Krugerrand, and the Chinese Panda.

2.2 Precious stones dealing

As outlined above, this segment consists of dealers in two parts of the market, dealers in rough diamonds, i.e.
before they have been cut and polished and dealers in polished diamonds. The diamond trade is dominated by a
relatively small group of participants ranging from international corporations to small but well-connected
companies and individuals, many of which have long histories in the industry including family businesses. The
trade in rough diamonds is global, and the licit market primarily conducts its transactions through the 29 bourses
around the world. Bourses are private organized markets with membership generally restricted to individuals; their
purpose is to act as a commodity exchange where buyers and sellers can meet.

In Canada there is one bourse, The Diamond Bourse of Canada which is located in Toronto and has 14 founding
members. Total membership exceeds 66 companies. The membership is primarily Canadian but includes
companies from the US and India, some of the members are the Canadian offices of international companies.® Not
all members are diamond traders, for example the Ontario Ministry of Northern Development & Mines is a
member. In addition to providing a market, the bourse also offers other value added services such as gem lab
services, deposit boxes and a customs bonded warehouse. The trade in Canadian sourced diamonds is governed by
the Canadian Diamond Code of Conduct a voluntary standard that provides assurance of the authenticity of
Canadian diamonds. The code establishes a record of origin for each diamond sold as "Canadian" from one of the
four Canadian diamond mines.

2.3 Diamond production and trading

Canada was the fifth largest diamond producer in the world by volume in 2012 and the third by value, producing
US$2.1 billion of diamonds and has been a significant producer for a number of years now. Despite this, Canada is
not one of the primary global trade centres for rough diamonds of which there are five; Antwerp, London, New
York, Tel Aviv, Dubai in the United Arab Emirates (“UALE”) India and China are also growing quickly. These
centres provide a link between diamond producers and the cutting and polishing centres.

The Diamond Bourse of Canada was established in 2008, in Toronto, in response to the dramatic growth of
diamond production in Canada over the past decade. It joined 28 other bourses around the world. The national
bourse, located in Toronto's financial district, is entirely dedicated to the business of diamond trading, merchants
now use the bourse to meet for the purpose of buying or selling rough and polished diamonds, and take advantage
of other services and amenities such as the Kimberley Process certification.

In 2012, Canada issued 280 Kimberly Process Certificates (“KPCs”) for exports to 11 locations with the European
Community comprising 53% of the total. India, Israel and the USA accounted for a further 33%. Canada also

4 The London Bullion Market Association - http://www.lbma.org.uk

5 Diamond Bourse of Canada - http://diamondbourse.ca/

6 FATF — Money Laundering and Terrorist Financing Through Trade in Diamonds, October 2013 - http://www.fatf-gafi.org/media/fatf/documents/reports/ML-TF-through-trade-in-
diamonds.pdf
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recetved 269 foreign KPCs in 2012 from 10 locations, once again the European Community led with 46% and the
US, with 35%.7 The complete table for diamond production is at Appendix A.

The statistics for 2012 for Canada look like this:8

The United States is the top exporter of jewellery to Canada and the trade has increased significantly, but other
countries such as China, India, Israel and Italy are also major exporters of jewellery and silverware to the Canadian
market.

Canada does not feature on tables displaying the top rough diamond import, export and trade figures or those
relating to diamond exportt, import, cutting and polishing. Canada is not a major diamond cutting and polishing
centre, this work is now mainly concentrated in India and China although Belgium and some African countries are
still significant players. Despite this, the development of the Canadian diamond mining industry has been followed
by eatly efforts to stimulate activity in this segment. The agteements which led to Ontario’s first diamond mine
opening also included clauses allocating 10% of its production for cutting and polishing in Ontario, and centres
were established in Vancouver and Sudbury which produce high end loose polished diamonds. See charts at
Appendix A.

Canada now has only one remaining diamond cutting and polishing company still in operation, Crossworks
Manufacturing which is headquartered in Vancouver and has production facilities in Yellowknife and Sudbury,
close to two significant diamond mines. The Sudbury facility is one of the largest in North America with 32
employees.? Canadian mined and polished diamonds, especially those from Ontario’s Victor, mine are of
exceptionally high quality and sell at premium prices around the globe.

24  Jewellery

Canada does not have a major jewellery manufacturing segment, although it is a significant market for both fine
and costume jewellery. Although the US is the largest global market for fine jewellery, Canadians have, for
example, the highest diamond engagement ring acquisition rate in the world at 85 percent. In 2008, the total value
of the jewellery industry in Canada was estimated to be $1.7 billion. This figure includes the non-PCMLTFA
regulated segments such as jewellery manufacturing and gem polishing and cutting.

Statistics Canada data for 2012 identifies 890 establishments in Canada under NAICS code 33991 Jewellery and
Silverware Manufacturing. A full breakdown of the NAICS code is at Appendix A.

The Canadian precious metals & minerals market experienced growth and expansion between 2009-2012 with
forecasts maintaining growth in value terms between 2013 and 2017.

7 Canada Report on the Implementation of the Kimberley Process Certification Scheme, 2012 - http://www.kimberleyprocess.com

8 FATF — Money Laundering and Terrorist Financing Through Trade in Diamonds, October 2013 - http://www.fatf-gafi.org/media/fatfidocuments/reports/ML-TF-through-trade-in-
diamonds.pdf

9 Northern Ontario Business — “Crossworks Manufacturing is the largest cutting and polishing manufacturer in North America”, February 17, 2011
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Table 2-1 - Market value
CAS$ million 2008-2012
Canada precious metals and minerals (includes mining and refining)

2t 115848

i 1078

Table 2-2 - 2012 Market value
Breakdown by metal

otel HWirias
Source: MarketLine - Precious Metals & Minerals in Canada, October 2013

Gold is the largest segment of the Canadian precious metals & minerals market, accounting for 52.8% of the total
market value in 2012. The industrial & gem quality diamonds segment accounts for 36.4% of the market.

Canada accounted for 21.5% of North America’s precious metals & minerals market value in 20120,

10 Ibid
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Table 2-3 - Market geography segmentation
US$ million, 2012
Canada precious metals and minerals

Source: MarketLine - Precious Metals & Minerals in Canada, October 2013

2.5 eporting entity population
The following Statistics Canada data gives an idea of the reporting entity data for a number of relevant segments.
In each case, the statistics include several key segments with no further breakdown.

« Jewellery, Watch, Precious Stone, and Precious Metal Merchant Wholesalers: 667 (Onesource)
«  Jewellery & silver manufacturing: 890 organizations or individuals

«  Mineral ore and precious metal wholesalers/distributors: 122

« Jewellery stores: 2,619

+  Securities and commodities exchanges: 263

«  Gold and silver miners: 210

«  Nonferrous metal smelters & refiners: 39

«  Pawnshops — NAICs is too imprecise to identify

The total organizations and individuals identified through the Statistics Canada data review is 4,810. The SIC codes
for the seven relevant codes are detailed at Appendix A.
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In 2011 the value of jewellery imports reached its highest level in five vears, at $1.1

billion. This was partly a result of the increased cost of raw materials such as gold and
silver. Retail sales of jewellery and watches in Canada in 2011 amounted to $630
million, $138 million of which was sold in December during the Christmas and New

Yeat’s holiday season.™

A 2011 Statistics Canada report stated that there were five importers of worked, unset industrial diamonds. The
total value of these imports by these five companies totalled C$481,569. The similar figure for worked, unset non-
industrial diamonds indicated 83 importers and a total value of imports for 2011 of C$404,845,700. Figures for
precious stones (other than diamonds) - unworked indicated 28 importers and a total value of imported goods of
C$781,366. Precious stones (other than diamonds) — worked, 62 importers and a total value of imports of
C$8,785,498. Rubies, sapphires and emeralds — worked, 26 importers and a total value of imports of C$8,254,092.
The report also contains figures for synthetic or reconstructed precious/semi-precious stones — worked with 22
importers and a total value of imports of C$2,676,812. The figures for gold in semi-manufactured form (non-
monetary) show 4 importers and a total value of C$30,135,550 no figures for monetary gold are available.!?

The value of jewellery and watches sold at retailers in Canada in 2012 totalled $3.34 billion. Retail sales of jewellery
and watches sold at large Canadian retailers in December 2012 were $138.8 million, an increase of 18% from

average monthly sales of $135.6million in 2012 and up 60% from November in the same year.'3

1 TFO Canada - http://www.tfocanada.ca/
12 Gtatistics Canada — Canadian Importers Database
13 Statistics Canada - http://www.statcan.gc.ca
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The primary legislation in the DPMS sector is the Export and Import of Rough

Diamonds Act (EIRDA) which came into force on January 1, 2003. This Act provides
tor controls on the export and import of rough diamonds and for a certitication
mechanism for the trade 1n rough diamonds, namely the Kimberley Process
Certification Scheme. The Act also has a sertes of regulations, the Export and Import
of Rough Diamonds Regulations (SOR/2003-15).

There are also a number of other Federal and provincial laws which govern the sector:

+  Metal Mining Effluent Regulations (SOR/2002-222) - http://laws-
lois.justice.gc.ca/eng/regulations/SOR-2002-222/

«  Precious Metals Matking Act (R.S.C., 1985, c. P-19) - http://laws-lois.justice.gc.ca/eng/acts/P%2D19/

+  Base Metal Coins Regulations, 1996 (SOR/96-194) - http://laws-
lois.justice.gc.ca/eng/regulations/SOR%2D96%2D194 /page-1.html

+  Royal Canadian Mint Act (R.S.C., 1985, c. R-9) - http://laws-lois.justice.gc.ca/eng/acts/R%2D9 /page-
1.html

. Ontario Pawnbrokers Act — RSO 1990, Chapter P.6 - http://www.e-
laws.gov.on.ca/html/statutes/english/elaws_statutes_90p06_e.htm

There are also a number of other voluntary compliance type guidelines such as:

« The Canadian Diamond Code of Conduct

. Canadian Guidelines for Gemstones - Canadian Guidelines with Respect to the Sale and Marketing of
Coloured Gemstones & Pearls — Revised edition 2013

. Jewellery Appraisal Guidelines — Minimum Acceptable Standards — Revised Edition 2010

Other laws governing some aspects of the sector come from the municipal level such as those governing
pawnbroker and precious metals trading licences. There are also a number of global agreements and treaties
governing the trade in conflict minerals and diamonds etc. aimed at reducing the ability of rebel groups in war torn
countries from funding their military activities through the trade in illicitly obtained supplies.

The trading of metals futures is governed under the rules of the Investment Industry Regulatory Organization of
Canada (“ITIROC”) Regulatory Margin Requirements for Precious Metals. Dealer Member Rules 100.2, 100.20 and
400.4, and Form 1 are designed to allow gold and silver precious metals bullion to be margined like their respective
certificates.
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None identified at this point other than the regulations as described above.
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Our research has identified the following Canadian and International DPMS related associations:

. World Gold Council - “The World Gold Council is the market development organization for the gold industry.
With our unique insight into the global gold market, we see unrealized potential for gold across society and
intervene to create new possibilities. Working with world-class organizations across the supply chain, we
stimulate demand, develop innovative uses of gold and take new products to market. As the global authority
on gold, we offer comprehensive analysis of the industry, giving decision makers unparalleled information and
insight into the drivers of gold demand.” www.gold.org

- World Federation of Diamond Bourses — “The object of the World Federation of Diamond Bourses is to protect
the interests of affiliated bourses and their individual members, and to further the amicable settlement or
arbitration of differences and disputes between the individual members of the affiliated bourses and between
the affiliated bourses. In furtherance of this object, it is the aim of the world federation to participate in the
promotion of world trade and to encourage the establishment of bourses, with the view of eventual affiliation
of all centres where diamonds are actively traded. Members of the bourses affiliated to the World Federation
of Diamond Bourses pledge themselves to uphold the traditions, principles of mutual trust, consideration and
friendship which prevail among the members of the bourses world-wide. They pledge themselves to abide by
and hand down these principles and to ensure that they will forever serve as a basis in business relations
between members of the affiliated bourses world-wide.”

« International Precious Metals Institute — ... the largest and most well-known association focused on precious
metals in the world. IPMI is an international association of producers, refiners, fabricators, scientists, users,
financial institutions, merchants, private and public sector groups, and the general precious metals community
formed to provide a forum for the exchange of information and technology. IPMI seeks and promotes the
efficient and environmentally sound use, reuse, and recycling of precious metals from both primary and
secondary sources.” https://www.ipmi.org/about/index.cfm

. Jewellers Ethics Association (US) - JEA works towards promoting and supporting ethical business practices
within the jewellery and gemstone industry by providing its members with information, education, conflict
resolution and support to increase confidence in the products they buy and sell. -
http:/ /jewelersethicsassociation.com/

. London Bullion Market association - The LBMA is the international trade association that represents the market
for gold and silver bullion, which is centred in London but has a global client base, including the majority of
the central banks that hold gold, private sector investors, mining companies, producers, refiners and
fabricators. http:/ /www.lbma.org.uk

- Gold Anti-Trust Action Committee — was organized back in 1998 in order to expose, oppose, and litigate against
collusion to control the price and supply of gold and related financial instruments http://www.gata.org/

. Alliance for Responsible Mining — ARM «.. .is an independent, global-scale, pioneering initiative established in 2004
to enhance equity and wellbeing in artisanal and small-scale mining (ASM) communities through improved
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social, environmental and labour practices, good governance and the implementation of ecosystem restoration
practices.” http://www.communitymining.org/

Professional Numismatists Guild - a non-profit otganization composed of the world's top rate coin dealers, paper
money and precious metals dealers and numismatic experts. PNG members must follow a strict Code of
Ethics in the buying and selling of numismatic merchandise. http://www.pngdealers.org/

Numismatic Guaranty Corporation - Coin collectors often join large coin collecting groups such as the NGC and
trade coins at group meetings or at coin collecting conventions.

Jewelers Circular Keystone - is the jewellery industry's leading trade publication and jewellery industry authority.
http://www.jckonline.com/about

In the mining sector, the largest and oldest group is the Prospectors & Developers Association of Canada. There is
also a Mining Association of Canada and multiple similar bodies at the provincial level.

Canadian Jewellers Association - The CJA is the voice of the Canadian jewellery industry, providing leadership in

ethics, education and communication. This association has some provincial level groups as well.

Jewellers Vigilance Canada - An Independent, non-profit association to advance ethical practices, establish a
level playing field for the Canadian jewellery and watch industry and provide crime prevention education for
our industry. In full partnership with the RCMP and Jewellers Mutual Insurance Company.

Canadian Diamond Code of Conduct - The Code establishes a minimum standard based on records and a chain of
warranties required to validate a Canadian diamond claim. Retailers who abide by the Code demonstrate to
consumers their commitment to ensure the authenticity of Canadian diamond claims.

Canadian Gemmological Association - is a non-profit, membership association and educational institute providing
education in the field of gemmology and provides a forum for Canadian gemmologists to meet and share

knowledge and experiences

American Gem Society - American Gem Society is a jewellery association comprised of the top jewellers in the
United States and Canada offering diamond education and other services to consumers.
http://www.americangemsociety.org/

Gemological Institute Of America - The Gemological Institute of America, GIA, is the world's foremost authority
in gemmology, diamond grading, jewellery education, gemology research, diamond and gemstone grading
repotts and laboratory services. http://www.gia.edu/

National Jeweler — the industry's only news analysis publication which covers all the topics of importance to the
retail community and is the leader in conducting and disseminating trade and consumer research and
identifying the trends that shape the industry. http://www.nationaljeweler.com/
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Our research has identified 2 number of macro trends that are atfecting this sector. In
particular, as outlined above, the diamond industry is undergoing significant change
with the emergence of new diamond producers and the migration of diamond cutting
and polishing centres to China and India. The DeBeers” monopoly has been
significantly degraded and its market share fell from as high as 90% 1n the 1980s to
less than 50% in 2012.% The development of the Canadian diamond industry played 2

role in this change.

Similarly, the global movement to stamp out the trade in conflict diamonds and minerals, especially the Kimberly
Process, has significantly altered the global market place for the sector. Although in theory, trade in these materials
is decreasing, in reality, it has been driven underground and this factor alone has significantly increased the risk of
money laundering in the sector globally. As a more current example, there are media reports involving dealers in
Dubai who have apparently been involved in significant numbers of cash transactions which does not allow for
any effective monitoring as to the origin of the metals (gold). Strict standards for requirements to determine the
sourcing of the metal (similar to the Kimberly Process) are now starting to be applied/called for. Articles related to
this are attached at Appendix B.

Formation of wealth management type companies focused on investments in precious metals and stones is anothers-20(1)(c)
emerging trend. The trend is that these organizations are presented to the public more along the lines of securities

firms. However, these organizations appear, given the sector they focus on, to be unregulated with respect to

investor protection regulations. An example is the following: http:/,

The retailing of diamonds and jewellery has also begun to see significant changes over the past few years with the
internet and mass merchants such as Walmart beginning to gain market share. Although the numbers here are
changing, there is little doubt that the high end of the market is still dominated by the traditional sector participants
such as specialty jewellery stores. Research indicates that specialty jewellery stores now account for only about 40
percent of all jewelry sales in the US. It is reported that Wal-Mart's success in selling jewelry stems partly from
consumer perception that it has the lowest prices.

. Synthetic Diamonds - In the past the processes which had been developed for the synthetic creation of
diamonds could only produce very small gems that were suitable only for industrial processes such as drill bits
and cutting blades. In the last 20 years, a number of different technologies for creating diamonds have been
developed and gemstone quality synthetic diamonds are now a reality. Although chemically identical to
geological diamonds, their physical properties are different and they can be distinguished using optical analysis
techniques. Despite this, the traditional diamond industry has in the past few years reacted strongly to the
discovery of synthetic diamonds in parcels of geological stones. The full impact of these developments is not

14 Kitco — “A diamond market no longer controlled by DeBeers’, June 6, 2013
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yet apparent but the traditional industry is pushing for laws preventing the identification of synthetic diamonds
as genuine, an act they see a fraud.

3D Printing - Market research reports indicate that more jewellers and jewellery designers are turning to 3D
printers to give customers a greater number of customization options and a quicker turnaround time; that the
3D technology may allow designers to bring more affordable versions of their products to customers and that
the printers could increase consumer demand for custom-designed jewelry and allow jewelers to provide a

level of customization previously not possible.!516

- Public Mistrust of Jewellers — research of the sector also indicates that the public is wary of, and intimidated by,
jewelers, a perception “not unfounded given the average 100 percent price markup in the industry and the
difficulty consumers have assessing product quality.” These factors may be behind the trend towards retail
internet jewellery sales.

There are some indications of a consolidation in the Canadian retail jewellery market. One example of this is the
recent merger of two of the biggest diamond sellers in the US, Signet Jewelers Ltd and Zale Corp. Zale Corp, is the
owner of Canada’s People’s Jewellery and Mappins, the new combined entity is now therefore the leading jewellery
retailer in Canada. The deal was described as: “The latest sign of industry consolidation as chains and mom-and-

pop shops increasingly battle on-line upstatts for customers.”!

15 First Research Industry Profile — Jewellery Stores, February 2, 2014
16 First Research Industry Profile - 2-10-2014
17 Financial Post February 20, 2014

A0000811_60-000308



The products and services offered in the DPMS sector have remained stable over
time although some delivery methods have changed as outlined above. At the
production end of the spectrum, the mining and refining of both precious metals and
stones 1s largely unchanged but the participants in these aspects have seen
considerable change. Canada 1s a major player in the global mining industry and has
become a major diamond producer. The jewellery manufacturing segment in Canada

is not large and is a net importer of finished jewellery.

At the wholesale level, Canada has participants who refine and trade in both precious metals and gems and are
traders of both bullion and coins and finished diamonds. Bullion dealer services include assaying, storing and

shipping.

At the retail level, polished stones, metal and jewellery are sold both through traditional bricks and mortar retail
establishments and a growing internet market. Online, the public are able to purchase bullion products, gems and
jewellery from a range of companies. For bullion, players like Sprott, Kitco and the Bullion Exchange are
examples. For gems and jewellery, examples range from the largest, Blue Nile and industry leaders like Tiffany’s to
smaller players such as budgetdiamondsonline.com. There is also an informal portion of this market where
individuals sell such items for cash. Other sector products include:

- Bullion Investment Funds — an alternative way to invest in physical gold, platinum and silver bullion, on a
Canadian dollar-hedged basis. Investors hold an interest in physical gold, silver and platinum bullion by buying
units of the Fund directly on the TSX. Like any other exchange-traded securities, fund units are traded
through investment dealers. (Examples in Canada include Brompton Precious Metals Bullion Trust, Sprott
Physical Gold Trust, and Royal Canadian Mint Exchange Traded Receipts.)

- Precious Metals certificates — can be bought and sold at the prevailing spot price for the metal. Certificates carry
no storage charges and bar charges are only applicable if the certificate is exchanged for physical bullion.

. Exchange Traded Funds — allowing consumers to purchase shates in a fund which purchases and holds physical
precious metals or future contracts.

- Stock market investments- Investors can invest directly in mining and exploration companies by purchasing
stocks or bonds or investing in mutual funds that purchase tangible precious metals.
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To a significant extent, the products included in this sector are personal items. With
the exception of bulk purchases of precious metals by businesses and governments
tor investment purposes and the jewellery industry itself, customers are individuals

buying jewellery and precious metals or stones for investment.

Institutional precious metals and base metals dealers like ScotiaMocatta are international buyers and sellers of gold,
silver, platinum and palladium. The company acts as a clearing house to move billions of dollars of gold to settle
daily trades. The company is also a conduit for gold going into India, the largest market for physical gold in the
world, and is also one of the largest purchasers of metal from South Africa, the world’s number one gold
producing country. ScotiaMocatta connects industrial users and the big investors and the producers of precious
metals. The company also stores vast amounts of metals in their vaults which can be shipped around the world at a

moment’s notice.®

18 ScotiaMocatta - http://www.scotiamocatta.com/
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The geographical picture behind the DPMS sector 1s a complex one for a number of
reasons. Although there is local supply of both precious metals and stones in Canada,
most of the product sold here has been sourced or manufactured overseas. As
outlined above, Canada does not have significant assets or participants in the diamond

trading and polishing segments or in the supply of precious metals from this country.

The diamond trade itself is a very global one and although Canada has become a significant supplier, only
approximately ten percent of this product is destined for the local market. As a new player in this market, Canada
is still developing the systems and controls to ensure adherence to the global set of laws and agreements that keep
the industry clean. The nature of both the products and the global trading system through which they are sold both

represent significant risk factors for money laundering and terrorist financing.

A0000811_63-000311



1.1 Product characteristics
As pointed out in the 2013 FATF paper on the diamond industry, diamonds have a number of inherent properties

which make them especially useful for money laundering and terrorist financing. Although the same applies to
other gemstones, their relatively small market as compared to the vast scope of the diamond industry makes them
a less important tool for the money launderer. Diamonds have the ability to earn, move and store value, they are a
liquid and transferable asset with unique physical and commercial properties which catry value in small, easily
transportable quantities allowing their easy movement and therefore their suitability for the concealment and
storage of the proceeds of crime. Diamonds are:

«  Very high value

+  Low weight/mass and size

«  High value to mass ratio unlike metals

. Highly durable

. Stable prices and can retain value of long periods

«  Hard to detect and therefore easy to smuggle

«  Untraceable

«  Easy to buy and trade outside the formal system

«  Mostly unmarked (Many Canadian diamonds are an exception to this)

. Diamonds range significantly in a number of ways and therefore cover a very wide range of prices
allowing price manipulation

. Diamonds can also be a useful tool for fraud as substitution of different quality products or synthetic
diamonds can be hard to detect.

. Diamonds can also be used as a currency in themselves and have characteristics similar to cash

A number of aspects of the diamond trade also provide similar benefits for money laundering and terrorist
financing:

«  The global nature of the trade.

o The varied nature of participants from large to small and from modern and sophisticated to traditional and
informal trading.

. Significant parts of the diamond trade are undocumented, unaudited and untraceable.

«  The combination of the factors outlined above make diamonds an ideal tool for trade based money
laundering. "The Financial Action Task Force (FATF) has recognised misuse of the trade system as one of the
main methods by which criminal organisations and terrorist financiers move money for the purpose of
disguising its origins and integrating it into the formal economy. As the anti-money laundering (AML) and
counter-terrorist financing (CFT) standards that have been applied to other ML techniques have become
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increasingly effective, such abuse of the trade system is expected to become increasingly attractive". This
statement is very relevant to the trade in diamonds. One of the main methods through which trade based
money laundering is conducted is by way of over or under valuation. The diamond industry is tremendously
vulnerable to this primarily because of the high subjectivity in the valuation of diamonds, the ability of
diamonds to change their form, the trade based and global nature of the diamond market, and the long

production chain involving many actors.

1.2 usiness challenges
Influence of De Beers - World diamond supply and pricing are strongly affected by De Beers, the South African
group, which controls 40 percent of the world's rough diamond supply. However, De Beers faces increased

competition from Canada, Australia, Angola, and Russia, and has encountered legal obstacles in the US and
the EU because of its business practices.

. Crime Exposure - The small and expensive nature of the merchandise makes jewelty a target for potential
thieves. The Jewelers Security Alliance of the USA reported 1,478 crimes against the jewelry industry in 2011,
with losses totaling $85 million. Crimes include thefts in stores and off premises, such as robberies of traveling
salespeople.'?

11.3  Industry opportunities

«  Private Credit Cards - Jewelers offering private credit cards have targeted promotional materials to customers to
enhance connection with the store; some have also been able to sell other types of merchandise to them. Zale
Corporation markets insurance and credit insurance to its credit card customers, about 35 percent of whom

buy some form of insurance product from the company.?

« Internet Sales - Luxury jewelry giant Tiffany and many other jewelers have set up websites to sell jewelry.
Internet sales accounted for 5 percent of Zale's revenue in fiscal 2012,2' and the company has added e-
commerce capabilities to its various brands to boost online sales. Tiffany markets its products through
catalogs as well as its website.

. Branding - To increase consumer confidence, retailers and manufacturers are trying to establish brand names.
While branding has been successful for signature pieces from famous retailers like Tiffany, gemstone branding
has so far had little impact. Branding has been most successful for watches.?

19 First Research Industry Profile — Jewellery Stores, February 2, 2014
2 bid
2t |bid
2 |bid
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121 Sector Background
1. One viewpoint was that there was ease of entry to the market and that this was an opportunity for
criminal funds, ““...entry costs are no different than opening a restaurant for example”.

2. Another view was that there was a cost of getting in and out, and that it is within the range of 30 to
50%. This was thought to be significant, “too large a drop”, and that the legitimate mark-ups and
profit margins are low. In the past few years, there has been a trend towards diminished margins;
diamond prices have become more transparent due to the internet. For retailers however, there are

lower barriers to entry due to use of consignment sales.

3. Huge range of players within the sector; there are many one man shops, an individual who has a
connection to source of diamonds/gems for example, who then sells to their own personal netwotk,
minimal to no oversight on any of these transactions. Then there are the other players: jewellery
manufacturers, dealers and retailers; metals dealers, refiners; bullion dealers, suppliers, refiners;

diamonds; some pawn shops. In major cities there are thousands of ‘dealers’ from small to large.
4. Subdividing the sector, one way to look at it:

a) Buying jewellery from the public
b) Buying and selling physical bars
¢) Retail jewellery sales

d) DPrecious stones
5. Is there a high proportion of cash transactions? Yes.

6. Bullion Supply: if you are sourcing in Canada, this Canadian source is normally from the US and
likely has come through at least a couple of wholesalers. When are buying from the US you are
buying closer to the source. Unless you are one of the distributors that the Royal Canadian Mint
works with for bullion.

7. Established and reputable bullion/metals dealets ate selling “recognized bars”, this means that the
source is from a certified refiner. What does it mean to be certified? There are several listings. .. one
is the London Bullion Market Association and if a refiner is on their list this means it is recognized,
follows certain guidelines, is subject to testing etc. It was noted that these guidelines were not about
AML but that they were some form of industry regulation.

8. All reputable dealers sell “recognized bars” and they do not go underground.

9. The Royal Canadian Mint has a distributor list: it is short and no more are being added to the list. The
Mint has two sides: Numismatics (collector coins) and the Bullion side (The Mint has a FAQ section
on its website).
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10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

The Mint relies on their distributors to distribute to the smaller shops. These distributors though, also
have a retail side so they are in essence also competing with the smaller shops. In Canada, there are
no non-retail distributors; the market is not big enough. In the US for example, there are distributors

who do not have a retail presence; usually these are private companies.

The Mint does not regulate their distributors; it is a partnership. For example, when they buy from
the Mint they are not asked any questions about the source of the money they bring forward; their
business has never received a question from the Mint about whether or not they have an AML

compliance program in place and if their dealer activities are reviewed for example.

There are metal bars in the market which are made from smaller (not certified) refineries, these are

not “recognized”.

Dealers will buy in gold, silver (in whatever form) from the general public or whatever source they
have, they will either melt themselves and/or send to a refiner to do (this could result in bars which
are not “recognized”). Then, for example, Royal Canadian Mint will take this tefined “unrecognized”
metal and will then process it and put out to market as “recognized”. It was noted by this dealer that
they were not aware of any AML procedures applied to any of this.

The Mint does refine gold for others as a service, putting it into any form they request.

If a dealer ships 100 ounces to a refinery, the refiner comes back and says 98 ounces of it was pure
gold. Do you want it back, pay the refiner fee or do you want to swap? Swap means I take equivalent
value in whatever bullion product I want and they supply. Anyone can be a refiner, but there are
groups that provide certifications, so some refiners are certified and others are not.

Gold and silver metals are always traded in US dollars and always settle in US dollars. So, even if buy
from the Canadian Mint, you pay in US price in US dollars. Would some distributors accept other
currencies? Maybe, doesn’t know, this particular dealer would not.

Retailers who are exposed to the public are seen as having a higher risk of exposure to money
laundering, they do not really know their client. Wholesalers, and KYC is done at this level, have a
better understanding of who the clients are. Typically there is an established client relationship at the
wholesale level and transactions are not with one time clients.

When purchasing diamonds, this stones dealer looks for an originating invoice from a Debeers

sightholder. It is estimated that 80 to 85% of the market originates this way. The secondary market,
diamond producing which is non-DeBeers, is where it is thought that illegal transactions may exist.
The secondary market can be riskier; the Debeers sight holders have more to lose, more to protect.

The industry is based on trust and that customers act honestly.

Metals don’t actually move that much anymore particularly in large quantities. There 1s a very strong
chain of custody at the higher levels and they doubt that conflict metals are getting into the system in
North America. More likely it is going to markets much nearer to the original source.

In relation to the Dubai case, this proves that the global auditing process is working and this supplier

has now been exposed, there is not risk of the metal entering Canada from this source as it is too far
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away and the cost of moving it here is too high. Also believes that if you shut one door another one
opens and they will always find a way.

22. Experience at the top end of the industry where dealing with most reputable dealers, there are lots of
prohibitions. The background checks done are extensive and very thorough. This has been
strengthened in the last few years by new OECD rules.

12.2 Compliance
23. There are minimal KYC requirements. Are there procedutes being done to ‘know your client’> Some
dealers perform procedures but that is almost entirely because this dealer has an MSB business as well
and are therefore aware and have been trained, have implemented a program because “it is the right
thing to do”. Generally, there is not much if anything done in the sector in this regard.

24. Industry players are not really at all in any way attuned to the AML rules, the rules have been in place
only since 2008. Rules are very loose, most don’t care. Has been no education.

25. Where does the industry need to get to? Needs to start by applying the MSB rules to DPMS. Need to
think about supply/source as well, not just customers.

26. Some larger organizations deter cash from coming in, they promote bank drafts, but this comes with
AML awareness and deciding to not accept cash off the street.

27. The new legislation came in in 2008 and at first it was very difficult to get people to understand why
it was important to practice KYC due diligence and the learning curve was steep. Took a lot of effort
to get people to understand and get on board.

28. In Canada the AML thinking is now there and there are good compliance processes. People are
asking the right questions except at the retail level where they are still a bit reticent. The effort now
needs to be on training and getting it out there to help them understand why it is important. Sharing
knowledge, learnings and intelligence can help with this process.

29. There are global groups that meet with others in the industry and related groups to discuss what is
going on in the market and share knowledge. One such group is the responsible metals forums. Some
of these information exchanges are helping to bring AML standards up to the level of the securities
industry.

30. The regulators could do more to share information and intelligence with industry to help educate
them.

12.3  Trends

31. Do players in this sector ever get into securities type transactions (hedging using metals trading) and
do these transactions receive any securities regulation type oversight? Yes, this happens. Not aware of
any securities oversight.

32. Companies selling precious metals and stones for investment purposes, wealth management services, $.20(1)(c)
such as was communicated as a trend.
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33.

12.4

34.

35.

30.

37.

38.

39.

41.

42.

43.

45.

$.20(1)(c)

In regards to whether or not this type of business is cutrently or should be regulated by securities
regulators: If the client takes possession of the specific bars or stones than securities registration is
probably not required as there is no security, it is simply the sale of the underlying asset. If the client
receives an ‘interest’ in unspecified bars or diamonds, then registration is probably required because
those interests would be securities. Generally speaking, securities regulators have not seen registration

from these types of businesses.

isk areas

Need to consider the sourcing side of the business as well as the sales side.
Cash transactions.

Retail sales as the client and the source of funds is basically unknown. Also, if the main business is
buying jewellery/gold product from the public, this is seen as very high risk. How does the dealer do
any checks on where the jewellery came from? Or the silver? Possibly are feeding cash to organized
propertty theft groups and/or groups that move money this way.

The non-Debeers diamond market; more risk for illegal activity here.

There is a lot of shadiness in the sector. Hard for the smaller shops to stay in business and stay clean.
If are larger and of size, can manage the costs of choosing clean business. Pawnshops are the shadiest
out there.

Online businesses are seen as risk area; not sure about the source of the diamonds. Diamonds
identified as investments, such as which was communicated as a trend (above),
are seen as a risk area as the source of the diamonds is not clear.

The North American market for bullion is very well controlled and believe that the risk of any

conflict metals getting into the system is low to moderate.

It is the other end of the supply chain where there could be problems, 3 to 7 layers down from the
mint as the refineries and the wholesalers are very reputable and are doing a lot of compliance work,
due diligence and KYC work to ensure the quality of their sources.

The mom and pop stores are a bigger risk because the due diligence efforts and the training are just
not there. Anyone dealing with the larger entities is forced to maintain high standards in order to do
so.

Gold lends itself to money laundering because its form can be changed very easily making it hard to
trace.

Is aware of cases where the criminals use metals to launder funds and in many cases, gold and gold
jewellery are found in police raids but they have been bought as finished products rather than being
evidence of money laundering in the production system or supply chain.

Everyone in the industry has to do their part including the low end retailers.
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It is essential to understand for this sector, that because all activity 1s trade-related,

both the supply of the product and the sale of the product must be considered when

assessing risk.
131 General Market

13.1.1 Ease of entry to the market

There appears to be relative ease to enter parts of the sector, e.g. metals trading, the requirement simply being
sufficient initial capital outlay. During some interviews, it seemed that the only measure preventing dealing with
illegally sourced funds was reputational. For specific segments, e.g. jewellery, there appears to be lots of
competition, low margins and AML compliance is not an issue or seen as a concerning risk area for companies.

For other segments, e.g. diamonds trading, research indicates that there are barriers to entry including that the
market is significantly reliant on trust and established relationships.

13.1.2 No cross border controls/reporting
While there is currently a declaration required for the transport across border for currency or monetary
mnstruments this is not required for precious metals or stones.

Smuggling of precious metals and stones across borders; on February 3, 2014 a woman arriving from Trinidad and

Tobago was arrested at Toronto’s Pearson airport for smuggling over 10,000 diamonds hidden inside her body.?

13.1.3 Fragmentation of the sector/minimal regulation

No formalized industry oversight or regulation. Traditionally the sector has regulated itself, e.g. DeBeer
sightholders, bourses, reliance on trust and established relationships. The lack of formalized oversight and
regulation makes the sector vulnerable to money laundering and terrorist financing. Research indicates that

markets have formed outside of away from and broadening beyond the traditional markets as more players become
established.

13.1.4 Trade Based Money Laundering (TBML)

Manipulation of the prices of specific shipments of stones; sometimes combined for example with transnational
smuggling to effect trade based money laundering. This is one of the most common methods used by criminals to
launder illegally gained funds. The specific characteristics of diamonds as a commodity and the significant
proportion of transactions related to international trade make the diamonds trade vulnerable to the different
laundering techniques of TBML in general and over/under valuation in particular. This should be viewed in light

2 Globe and Mail - “Woman arrested at Toronto airport had 10,000 diamonds hidden in body” Tu Thanh Ha, February 21, 2014
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of the significant world annual trade volume which includes rough diamonds, polished diamonds and diamond
jewellery?.

13.1.5 Level of awareness of law enforcement and AML / CFT authorities (including FIU

awareness)

Research indicated that the awareness of potential ML/TF schemes through trade in diamonds is low in most
countries and trade transactions. The opaque and closed nature of the diamond industry are also obstacles to
investigations of ML/'TF by law enforcement agencies, which in many cases are unaware of the benefit and the
possibilities for money laundering which diamonds may allow.

13.2  Products and Services

13.2.1 General product characteristics

Precious metals, precious stones, and jewels are easily transportable, highly liquid, highly concentrated bearer forms
of wealth. They serve as international mediums of exchange and can be converted into cash anywhere in the world.
In addition, precious metals, especially gold, silver, and platinum, have a readily, actively traded market, and can be

melted into various forms, thereby obliterating refinery marks and leaving them virtually untraceable.

Criminal use of diamonds and gold as a form of currency due to the product characteristics; provides anonymity to
transactions.

Apart from the retail sector, trade in diamonds, jewels and precious metals is traditionally private, as a matter of
commercial protection or security. Dealers have traditionally protected their counterparties, their materials, and
their business practices from public knowledge, in the interest of protecting themselves from criminal activity, and
from potential independent interaction by competitors with their customers and counterparties or suppliers. Trust
based on personal contact is an essential element of conducting business, and such trust and personal contact can
assist in lowering counterparty risk. Each industry has trade resources, such as trade associations and directories,
with which to establish some background and credit information and these can be consulted. Checks should be
made of any new counterparty that is unknown. A counterparty, who proposes a transaction, should have the
knowledge, experience and capacity, financial and technical background, to engage in that transaction, if not than

the risk for money laundering and/or terrorist financing is assessed as higher.

Unless transactions involve very large quantities, lower value products are likely to carry less risk than higher value
products. However, we need to be aware that values are volatile depending on supply and demand. The relative
values of some materials can vary dramatically between different countries, and over time.

The physical characteristics of the products are also a factor to consider. For example, products that are more
easily transported (e.g. jewellery) and which are unlikely to draw the attention of law enforcement, are at greater
risk of being used in cross border money laundering.

Stolen or fraudulent products- as with all valuable objects, precious metals are attractive to thieves, and dealers
need to be aware of the risks of trading in stolen product.

13.2.2 Product characteristics - precious metals, primarily gold

While not easy to transport in large quantities due to weight, the gold and silver markets are attractive due to the
market stability and the international standard of measure. There is a relatively ready matket for gold in Canada
and internationally. While some bullion has serial numbers, this is not used to monitor and track source.
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Depending on the nature of the transaction, counterparties, and quantities, gold is seen as the higher risk metal.
Pure gold, or relatively pure gold, is the same substance worldwide, with a worldwide price standard published
daily, and it can also be used as currency itself, e.g. by hawalas. Gold is available in a variety of forms, e.g. bars,
coins, jewellery, ot scrap, and trades internationally in all of these forms. We have seen a number of cases where
funds stolen in frauds and other cases were used to purchase gold and exported, see articles at Appendix B.

Unrecognized bars are at higher risk for illegal funds. Interviewees reported that reputable dealers deal in
“recognized bars”. Although interviewees also identified instances where “recognized bars” purchased with
fraudulent funds were liquidated into cash to hide the origin of the funds.

13.2.3 Product characteristics — diamonds

While traditionally there is the primary market for stones from DeBeers sightholders (and this is changing as more
diamond producers establish themselves in the market), there is more risk in the non-DeBeers market as it is less
regulated. This was confirmed by interviewees who stated that the non-Debeers diamond market was more at risk
for illegal activity in part because there was no originating invoice available from a Debeers sightholder.

«  High value - cases show that the trade in diamonds can reach tens of millions to billions of US dollars. This has
bearing on the potential to launder large amounts of money through the diamond trade and also on the level
of risks of the diamond trade. The value of diamonds is high and their source is hard to trace; source of stones
can be easily masked through recutting.

«  Pricing - there 1s no standard valuation of precious stones, including diamonds; while in principal pricing is
based on several determinant factors, the value of precious stones can be highly judgmental among experts
and also depending on the purpose of the value —i.e. whether the precious stone is wholesale, market,
appraised value. Accordingly, the declared value of precious stones is vulnerable to deliberate under or over
valuing for trade-based money laundering on a larger scale. Mitigating factors to consider is the lack of local
marketplace in Canada to liquidate diamonds and there is a large loss in margin (30% to 50%).

. Terrorist Financing - There are cases, even though relatively few, indicating that the diamonds trade has also
been used for TF during the last 10 to 15 years.?4

According to the RCMP’s 2009 Project SHYNE report?, Canada’s diamond industry is at setious risk for money
laundering by organized crime and terrorists. "The Canadian diamond industry remains largely unregulated," and
leaves dealers vulnerable to money laundering and a law enforcement system ill-equipped to handle the problem.
There are 6,500 dealers of precious metals and stones in Canada's highly fragmented market. The jewellery
business is often a family affair and fuelled by personal contacts, and as a result it is so much harder for police to
access. A major problem is the "value manipulation" of diamonds. Dealers can alter the jewellery's price by
falsifying documents, or by not declaring the nature of diamonds at the point of sale. As well, retailers now often
buy more diamonds from underground markets than from legitimate wholesale dealers, perhaps partly due to more
jewellery store robbeties across Canada, which has helped lead to "the growth of a parallel, illicit market among
dealers."

2 FATF - Money Laundering and Terrorist Financing Through Trade in Diamonds, October 2013 -
% Financial Post — “RCMP issues warning on Diamonds”, August 10, 2011
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13.2.4 Uncertified stones and metals
Primarily gold and diamonds entering the legitimate production and sales pipeline e.g. blood diamonds or conflict
minerals.

13.3  Delivery Channels

13.3.1 Size of the dealer

Interviewees indicated that it was harder for the smaller shops to stay in business and stay clean. Larger operations

are of size and can manage the costs of choosing ‘clean’ business.

13.3.2 On-line sales

The source of product for some of these groups was questioned by interviewees.

13.3.3 Pawnshops

Many of the transactions are understood to be mainly cash based. Some research indicates that up to 90% of the
items pledged are gold. Interviewees indicated that they considered significant risk to be attached to many of the
higher value transactions.

13.4  Geography

13.4.1 Global nature of trade

The supply and customer markets are transnational and complex, thus convenient for ML/'TF transactions that
are, in most cases, multijurisdictional in nature. This, in turn, creates difficulties for national law enforcement to
conduct mvestigations and necessitates international cooperation between law enforcement agencies across
countries in which the trade is taking place.

Research indicates that this industry, while there have been efforts to reduce such trade practices, is based on
traditional ethics of trust and that this is an integral part of the trade culture and that record keeping is minimal.

More recent reports around major centres, e.g. Dubai, indicate that their ability to monitor and prevent the
infiltration of conflict stones and metals into the legitimate market is weak/vulnerable and published examples
show this. See Appendix A.

13.5 siness relationships/linkages with other sectors

13.5.1 Dealer customer risk

Retail customers are typically individuals purchasing gold and silver bullion as a safekeeping asset and for
investment purposes. Transactions with individuals where purchases are shipped to addresses outside of Canada
and/or to PO Boxes are seen as higher risk; also higher volumes and possibly structured transactions.

Purchases of bullion (or diamonds) back from retail clients and non-clients (rather than traditional supply sources);
particularly where the origin of the product is unknown is seen as higher risk.
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Research indicates that retailers dealing with the public really did not know their clients or the source of the funds
and that accordingly, are seen as having a higher risk of exposure to money laundering. Wholesalers were
understood to petform KYC’ procedures and to have a better understanding of who they were dealing with.

Typically at the wholesale level there is an established client relationship and transactions are not one-offs.

13.5.2 Dealer supply/counterparty risk

Level of transparency around gold (or diamonds) origination.

Supplier or counterparty that is not knowledgeable of the applicable local laws, regulations and rules, as well as the
structure and extent of regulatory oversight is seen as high risk. The level of government regulation of
counterparty’s business and accounting practices is also relevant. Companies and their wholly owned subsidiaries
that are publicly owned and traded on a regulated exchange, or that have publicly issued financial instruments,
generally pose less money laundering risks. We note that this is not always true; some publicly traded companies
may be established by money launderers.

The nature and extent of banking involvement. In general, a lower risk level is present where a transaction is
entirely financially settled, both at the side of the dealer and the counterparty, through a banking institution that is
situated in an FATF member country and that is known to be actively involved in payment flows and financing
arrangements in the particular trade, provided the transaction is generally routine (including payment that closely

follows routine trade flows) and that the documentation contains adequate identification of all parties concerned.
Higher risk counterparties/transactions include:

+  Does not understand the industry in which they propose to deal, or does not have a place of business or
equipment or the finances necessary and appropriate for such engagement, or does not seem to know the
normal financial terms and conditions.

. Proposes a transaction that makes no sense, or that is excessive, given the circumstances, in amount, or
quality, or potential profit.

- Has significant and unexplained geographic distance from the dealer in precious metals.

«  Uses banks that are not specialized in or do not regularly provide services in such areas, and are not associated
in any way with the location of the counterparty and the products.

«  Makes frequent and unexplained changes in bank accounts, especially among banks in other countries.

- Involves third parties in transactions, either as payers or recipients of payment or product, without apparent
legitimate business purpose.

- Will not identify beneficial owners or controlling interests, where this would be commercially expected.

«  Seeks anonymity by conducting ordinary business through accountants, lawyers, or other intermediaries.

13.5.3 Dealers providing wealth management services

Emerging trend was reported that there were some dealers in precious metals and stones who were positioning
themselves to the public market more along the lines of wealth management and/or secutities advising services.
While this is perhaps less a risk factor for money laundering, it is an important public protection risk factor.
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Securities firms are highly regulated with significant focus on investor protection and suitability requirements for
the advisor and representatives. Dealers in the DPMS sector have no such regulation.

13.6  Transaction methods/types

13.6.1 Cash transactions
Interviewees reported that there continues to be a high level of cash transactions in this sector within Canada.

Recent media on case in Dubai for example, report on high volumes of cash transactions which effectively mean
that the origin of the product (gold) is unknown.

A0000811_75-000323



Grant Thornton

Money laundering and terrorist financing vulnerability assessments

Prepared for FINTRAC | March 31, 2014

A0000811_76-000324



Ganeral sector prolle L 1

Structurs, size and segreniation, reporting entity
SOPEEHOI e 3

Eronomic and fnencial lalslics o 7
Regulation of e securilies dealsrs 880107 e &
Educational and loansing reouiremenis. v 10

COnsIETS s 1

Description of s80ior 8880080008 12
Emwrging busmess 8nds i 14
Products and services olered e 15

Type of cus

Geographic consideralions. i 17
Koy nolnis Fom RIBMVIEWS o 18
FUSR TBCIOMS e 245

endin A Indusiry statistios and repording enlily dala

Anpendin B Case examples and typologies

{ Sevurities deslars
A0000811_77-000325



Canada’s security sector 1s an integral part of the financial services industry and plays a
key role in the capital markets. It serves investors, businesses and governments by
providing expertise to raise debt and equity capital and allows 1nvestors to trade with
confidence in open and fair capital markets. Brokers and investment dealers act as

intermediaties by matching investors with the users of capital.

The securities sector is regulated at the provincial and territorial level and the securities regulators are assisted by
self-regulating organizations (“SROs”). The regulators collectively monitor the matkets to ensute fairness and
transparency and they also enforce the rules that govern market activity.

Canada has no national securities regulator and this has frequently been identified as a weakness and a hindrance to
the Canadian markets. Several provincial bodies are currently working on an agreement to operate together in
simulation of a (semi) national entity and all of them cooperate through the Canadian Securities Administrators
(CSA).

The products and services offered by the sector cover a very wide scope, and range from straightforward retail
offerings to complex instruments and services for specialist traders and investors. The regulatory environment is
therefore complex with both geographical and product/service based requirements and implications. Accordingly,
securities firms are often regulated by multiple organizations.

The Canadian market is relatively small with a total of approximately 200+ firms operating in the primary segment
of brokerage firms and investment dealers and over 2,000 reporting entities in other segments. The entire
Canadian securities industry is eclipsed in size by several individual U.S. and Japanese securities firms. In spite of
its comparatively small size, the industry has provided Canada with a capital market that is one of the most
sophisticated and efficient in the wotld. These qualities are measured in terms of the vatiety and size of new issues

brought to the market and the depth and liquidity of secondary market trading.
Securities firms vary in size and assets under management and generally comprise of the following three structures:

. Integrated firms that serve institutional and retail clients and offer a full spectrum of investment products and
services. There are eight in Canada.

. Institutional firms are usually smaller, boutique-style operations that serve institutional clients such as pension
funds, insurance companies, mutual fund organizations, banks and trust companies, endowments, charitable
foundations, family trusts/estates and corporate treasuries.

«  Retail firms serve retail investors and include both full-service firms and discount brokers.

{ Hacurities dealers Page
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The eight largest Canadian securities firms follow the integrated model and are mainly represented by the securities
divisions of domestic tier one banks. They offer full investment services and discount brokerage services. Other
firms in the securities industry range from boutique firms that specialize in a particular niche to firms that cater to
high net worth clients providing a range of services. Differentiation within the industry is generally accomplished
through three factors: investment approach and performance, quality of service, and pricing. (Seamark AIF)

While the industry is highly regulated, the following key risk factors for money laundering have been identified:

«  An environment that is highly focused on profitability and investor protection/suitability as opposed to
money laundering and terrorist financing risks;

«  Securities fraud as a vehicle to generate potential proceeds of crime. This would include market
manipulation by clients, manipulation by securities professionals;

«  The exempt market and off book transactions; and

. Fragmented industry that services high net worth clients and the involvement of international sources of
funds.

i Becurities deslers Page 2
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Many securities firms operate in multiple jurisdictions and provide services that are

regulated by more than one regulator. In total, the CSA identfies over 2,000
registrants that operate in the securities mndustry. The following diagram identifies the

primary participants and their roles and interdependencies in the industry.

Figure 2-1 - Securities Industry Flowchart
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21 rokerage firms and investment advisors/dealers

In 2013 there were just over 200 firms registered with IIROC that facilitate the buying and selling of financial
securities for retail and institutional clients. The member firms range from full service firms to discount
brokerages. Large full service brokers of banks and credit unions provide securities services through multiple
divisions including private client services, institutional services, corporate finance and economic research. In 2013,
the ten largest firms, eight of which belong to banks and credit unions, conducted 85% of the industry's sales in
Canada.!

Client transactions are driven either by client-directed orders or by discretionary management — where investment
decisions are made by portfolio managers. Compensation for brokerages includes a fee for transaction, as a

percentage of the size of the portfolio or a fixed fee.

2.2 utual fund dealers

The members of the MFDA are organizations that distribute mutual funds and represent over $300 billion in
mutual fund assets under management. The MFDA has 100+ member firms. Data from Investor Economics
indicates that the value of assets under management in the mutual fund industry grew from less than $100 billion
before 1993 to $920 billion in May 2013. It is estimated that the mutual fund industry directly contributed $5.8
billion to Canada’s economy in 2012, up from an estimated $4.5 billion in 2005. Research by the Conference
Board reveals that the total economic footprint of the mutual fund industry—including supply chain and induced
impacts—was $17 billion in 2012. Directly and indirectly, the industry supports 192,600 jobs while creating $12.6
billion in primary household income and $2.3 billion in corporate profits.?

2.3 Exempt market dealers (EMD)

EMDs are securities dealers which trade in securities that are exempted from the rigorous requirements of the
public capital markets by specific provincial exemption rules and some national instruments. EMD’s are registered
under provincial securities legislation in one or more jurisdictions in Canada and may act as a dealer or an
underwriter for any securities which are prospectus exempt. They may also act as a dealer for any securities,
including investment funds which are prospectus qualified (mutual funds) or prospectus exempt (pooled funds),
provided they ate sold to clients who qualify for the purchase of exempt securities.

The exempt securities market products are alternative investments that are not available through typical stock
exchanges or mutual funds. Products may only be sold to a specific category of investors who are generally
financially well off and knowledgeable about the products they invest in. There are approximately 880 registered
EMDs in Canada belonging to the two primary associations.® The industry is still developing and vaties province

by province as the provincial exemption rules are not harmonized nationally.

1 Source: Retirement Quebec
2 Conference Board of Canada report
3 Canadian Securities Association/ Ontario Securities Commission; Exempt Market Dealers Association of Canada/National Exempt Market Association
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2.4  Venture capital and private equity

Canada’s 100+ Venture capital (VC) firms typically invest in early-stage or pre-revenue companies that do not have
ready access to funding and receive investments through capital for equity deals. In 2012, $1.5 billion was invested
by venture capitalists in Canada. As in other regions around the world, Canada’s VC investment is mostly placed in
its largest urban areas and in technology sectors with 49% invested in the I'T sector, 25% in life sciences firms, and

10% in the energy and environmental technologies sector.*

Private equity (PE) firms typically invest in mature companies utilizing capital and debt. Through restructuring
and reorganization, PE firms operate and manage the company to be more profitable. The PE fund management
industry oversaw a capital pool that Thomson Reuters estimates to be $105.4 billion at the end of 2012. By far, the
largest portion of this capital pool ($87.7 billion or 83 per cent of total assets) was managed by 172 Canadian firms

active in buyout, mezzanine, and related PE segments of the market.?

2.5  Portfolio managers

These firms are registered with securities commissions as portfolio managers and are regulated by them. Most
porttfolio managers in these firms hold the Chartered Financial Analyst designation and abide by a strict code of
ethics. Their only business is the discretionary management of investment portfolios for individuals, estates and
trusts, charitable foundations, corporations, pension funds and endowment funds. Investment counsel fees are
limited, in most cases, to a percentage of the assets under management. Investment counsel and portfolio
managers also offer pooled funds to clients with smaller amounts to invest than the minimum for segregated
accounts. These firms provide segregated accounts, usually with a minimum account size of $500,000 to the several
million dollars range. They also provide pooled funds which require a minimum investment of $150,000 and
disclosure is in the form of an information circular as opposed to a prospectus. Portfolio managers are also known

as: Investment counsel or Investment Counsellors, Asset managers, Investment managers, and Wealth Managers.

2.6  Hedge funds

Hedge funds are commonly described as lightly regulated pools of investment capital that have greater flexibility in
their investment strategies. They are a form of alternative investment that utilize advanced investment strategies in
order to deliver higher returns and generally cater to sophisticated investors. Some hedge funds are conservative,
others are more aggressive. Despite the popular name, some funds do not hedge their positions at all and they are
best thought of as a type of fund structure rather than a particular investment strategy. Popular awareness of
hedge funds in Canada is recent and has grown since 2001, despite several high-profile hedge fund failures, hedge

fund assets continue to grow.

Hedge funds are less regulated, less controlled and less standardized than the majority of investments, but they also
offer significant opportunities including flexibility compared to the more heavily regulated other types of fund.
Other investment types are also not able to replicate the complex and sometimes expensive strategies that hedge
funds use. Hedge finds differ in size but the primary differentiator is the strategy that they employ. Canadian
hedge funds are estimated to have grown from approximately $12 billion in 2004 to over $30 billion in 2012.

Despite highly publicized failures in Canada and elsewhere, in recent years, significant progress has been made in
the industry, especially in operations, governance, risk management, separation of duties and transparency. A

4 CVCA/Industry Canada
5 Conference Board of Canada
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number of Canadian managers are ranked on a global basis as top quality managers — from both an infrastructure
point of view and a return/risk point of view.6

2.7 Statistics

Statistics Canada provides some high level information on the major segments in this industry:

. Investment banking and Securities Dealing: 2,529
«  Securities Brokerage: 1,619

«  Securities and Commodities Exchanges: 263

. DPortfolio Management: 18,830

« Investment Advice: 8,124

Statistics from industry and other relevant sources also provide some statistical information on the sector which
has been included in the segment description sections of this report. Full details are at Appendix A.

8 ATMA Handbook
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In 2011, more than $320 billion in new financing was issued through Canadian

securities markets, including more than $201 billion in new federal, provincial and

=~

municipal debt securities, $77 billion in corporate debt securities, and $42 billion in
corporate equities. In 2011, more than $2,380 billion in equity securities and more

than $9,340 billion in debt securities changed hands in Canada’s secondary markets.”

In 2012, Canada’s investment industry raised $32 billion in equity capital and helped the federal and provincial
governments raise $161 billion to build infrastructure and provide services to Canadians. In the first nine months
of 2013 operating profit in the securities industry grew 27% to $4.8 billion in 2012, with the eight integrated firms

accounting for neatrly all of the earnings gains, increasing on average 43% in the last five years.?

The past five years have been typified by increasingly divergent results between the integrated firms and the retail
and boutique operations, while the large firm increased profits by 43% the retail side is struggling to survive with
their profits declining by 39%. For the 58 domestic boutique firms, profits declined 67% over this period and with

capital requirements rapidly increasing this is likely to continue.?

" Investment Industry Association of Canada website, September 2012
8 http://iiac.ca/wp-content/uploads/ITAC-Letter-from-the-President-Volume-691.pdf
9 Ibid
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In Canada the regulation of the securities industry is a provincial responsibility, each province and territory is
responsible for its own legislation and regulations. The bodies that carry out this mandate are all members of the
CSA and are:

«  Alberta Securities Commission

«  Autorité des marchés financiers

«  British Columbia Securities Commission

«  Financial and Consumer Affairs Authority of Saskatchewan

«  Financial and Consumer Services Commission (New Brunswick)
«  Manitoba Securities Commission

«  Northwest Territories Securities Office

«  Nova Scotia Securities Commission

«  Nunavut Securities Office

. Office of the Superintendent of Securities (Prince Edward Island)
«  Office of the Superintendent of Securities (Yukon Territory)

«  Office of the Superintendent of Securities Service Newfoundland and Labrador
«  Ontario Securities Commission

Together, the provinces and territories work together through the Canadian Securities Administrators (CSA). The
major provincial securities regulators also participate in various international co-operative organizations and
arrangements.

The industry has also been allowed to govern its own activities to some degree and a number of SROs including
the Investment Industry Regulatory Organization of Canada (ITROC) and the Mutual Fund Dealers Association
(MFDA) are important players in this role. SROs are private industry organizations that have been granted the
privilege of regulating their own members by the provincial regulatory bodies. SROs are responsible for
enforcement of their members’ conformity with securities legislation and have the power to prescribe their own
rules of conduct and financial requirements for their members.

SROs are delegated regulatory functions by the provincial regulatory bodies, and SRO by-laws and rules are
designed to uphold the principles of securities legislation. The provincial securities commissions monitor the
conduct of the SROs. They also review the rules of the SROs in the province to ensure that the SRO rules do not
conflict with securities legislation and are in the public’s interest. SRO regulations apply in addition to provincial
regulations. If an SRO rule differs from a provincial rule, the most stringent rule of the two applies.

When the Investment Dealers Association and Market Regulation Services were combined to create IIROC in
2006, the professional association was separated from the SRO function and a new association was created, the
Investment Industry Association of Canada (ITAC). The ITAC is a member-based professional association that
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represents the interests of market participants. The ITAC provides support and services that contribute to the
success of their members. It also represents the investment industry’s views and interests to federal and provincial

governments and their agencies, and to other SROs.

41  Investor protection funds

The securities industry offers the investing public protection against loss due to the financial failure of any firm in
the self-regulatory system. To foster continuing confidence in the firm customer relationship, the industry created
the Canadian Investor Protection Fund (CIPF) in 1969 and the Mutual Fund Dealer Association Investor
Protection Corporation (MFDA IPC) in 2005.

41.1 Canadian Investor Protection Fund

The primary role of the CIPF is investor protection and its secondary role is overseeing the self-regulatory system.
The secondary role provides a mechanism to help CIPF contain the risk associated with its primary role. The
Fund protects eligible customers in the event of the insolvency of an IIROC dealer member. The CIPF is
sponsored solely by IIROC and funded by quarterly assessments on dealer members.

41.2 Mutual Fund Dealers Association Investor Protection Corporation

The MFDA Investor Protection Corporation (MFDA IPC) provides protection for eligible customers of insolvent
MFDA member firms. The IPC does not cover customets’ losses that result from changing market values,
unsuitable investments, or the default of an issuer of a mutual fund. The coverage provided is limited to
$1,000,000 per customer account for losses related to securities, cash balances, segregated funds, and certain other
property held in the account of an MFDA member firm. The MFDA is not recognized as a self-regulatory
organization in the province of Québec; consequently, the MFDA IPC coverage is not cutrently available to
customers with accounts held in Québec MFDA member firms.

41.3 Other Regulations

Other forms of regulation relating to global efforts to combat corruption and bribery such as the Corruption of
Foreign Public Officials Act and the Extractive Industries Transparency Initiative are impacting the sector. These
are particularly relevant when a securities form is involved to underwrite a new issue, particularly where there are
foreign operations.
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okerages

Members of stock exchanges and regulated by IIROC

Securities Commissions

CSA

Independent brokerage firms have very little representation with IIROC

tual Fund Dealers
MFDA — The Mutual Funds Dealers Association

Investment Dealers
Members of stock exchanges and regulated by IIROC

Securities Commissions
CSA

Venture Capital Firms

The 13 securities commissions governing Canadian provinces and tetritories

The CSA, the Canadian Securities Association — the association of the 13 security commissions in Canada
IIROC — Investment Industry Regulatory Organization of Canada

The regulatory framework for EMDs is set out in National Instrument 31-103 Registration Requirements,
Exemptions and Ongoing Registrant Obligations which applies in every jurisdiction across Canada.

The qualification criteria for exempt purchasers and exempt securities are found in National Instrument
45-106 Prospectus and Registration Exemptions.
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Because of the increasingly ¢lobal nature of global commerce, including the capital
markets, the Canadian industry is becoming more closely impacted by international
markets and their regulations and requirements. In many situations, this means that
other regulatory and compliance issues may have an impact on transactions being
conducted in Canada.

Specifically, the Foreign Account Tax Compliance Act (FATCA) (US) and the Foreign Corrupt Practice Act
(FCPA) (US as well as other similar international laws, particularly regarding underwriting).
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Our research has identified the following Canadian securities dealer related

associations.

rtfolio Managers
. PAC- Portfolio Management Association of Canada - is a forum for Investment Management Firms to share best
practices and industry knowledge.

. Exempt Market Dealers Association of Canada - a not-for-profit association whose members firms are active in the
exempt securities market. Recently this group has changed their name to PMAC, the Private Market

Association of Canada.

«  National Exempt Market Association — based in Calgary, the NEMA works with both regulators and stakeholders
on developing a practical regulatory framework that fosters development of the exempt market by allowing
entrepreneurs to efficiently raise capital and investors to participate in a broader range of investment options

while being adequately protected.

. AIMA Canada - National Group of the Alternative Investment Management Association in Canada — AIMA members
include hedge fund managers, institutional investors, pension fund managers and consultants, administrators,

auditors, lawyers, prime brokers and other service providers

- Managed Funds Association - The Managed Funds Association (MFA) represents the global alternative
mnvestment industry and its investors by advocating for sound industry practices and public policies that foster
efficient, transparent, and fair capital markets.

. CVCA - Canadian Venture Capital Association - represents the majority of private equity companies in Canada,
with over 2000 members. The CVCA is a leading source for advocacy, networking, information and
professional development for venture capital and private equity professionals.

- VCMA - Venture Capital Markets Association - The VCMA represents public companies seeking a Canadian
regulatory environment offering access to speculative investment opportunities and capital through fair
securities markets that warrant public trust. It seeks to influence improvement in regulations to ensure that
they are clear and easily understood and that they allow for effective policing and enforcement.

«  Federation of Mutual Fund Dealers - is an association of Canadian mutual fund dealers and affiliates whose
members have been working to be the voice of independent mutual fund dealers.

«  IFIC - Investment Funds Institute of Canada - IFIC members include fund managers, distributors and the many
professional and back office firms that support the sector. IFICs principal role is to advocate on behalf of the
industry and its investors — ensuring their voices are heard by regulators and public policy makers considering
the framework of rules that govern investment funds.

i Seourifies deslers Page 12
A0000811_89-000337



IIROC- Investment Industry Regulatory Organization of Canada - is the national self-regulatory organization which
oversees all investment dealers and trading activity on debt and equity marketplaces in Canada.

IIAC - Investment Industry Association of Canada - is the national association representing the investment industry’s
position on securities regulation, public policy and industty issues on behalf of our 166 IIROC-regulated
investment dealer Member firms in the Canadian securities industry.

Joint Forum of Financial Market Regulators - includes representatives of the CSA, the Canadian Council of
Insurance Regulators (CCIR) and the Canadian Association of Pension Supervisory Authorities (CAPSA). The
mandate of the Joint Forum is to coordinate and streamline the regulation of products and services in the
Canadian financial markets. One of the latest Joint Forum initiatives is the development of the Point of Sale
Framework.
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Recent years have seen heavy tinancial pressure on smaller brokerage houses resulting
from market conditions and significant loss of profits as well as increasing capital
needs for regulatory compliance and capital requirements. This has seen the demise
of some firms and the transfer of others to different market segments such as the

exempt market.

In 2012, during a review of 87 EMDs and Portfolio Managers by the OSC, it was found that only a quarter had
sufficient recordkeeping, including suitability requirements. This development dovetails with indications that
Canada’s securities regulators are under pressure to follow their international counterpatts in imposing a fiduciary
duty regime on all financial advisors and dealers that would require them to act in the best interests of retail clients
at all times.

The Ontario Securities commission has been exploring the possibility of allowing Crowd Funding where small
amounts of capital are raised from large numbers of people over internet based market portals. The methodology
is used in other countries by start-ups and small and medium-sized businesses and provides easy access to funds.
This 1s part of the exempt market and there are low barriers to entry as there are no expensive prospectus
requirements and no scrutiny by regulators. There is risk of fraud because there are no regulator vetted prospectus
requirements and minimal consumer protection. The OSC is currently reviewing and expected to provide

guidance.

Restrictions on EMD’s: The CSA recently proposed rule changes that would limit the services that EMDs offer;
specifically, EMDs may not trade any listed security (on or off an exchange). Accordingly, EMDs would be only
able to offer prospectus qualified or prospectus exempt securities. As a result of the proposed rule changes,
EMDs may not establish omnibus accounts with any investment dealers.

In March 2014, the OSC agreed to allow “no contest” settlements: The OSC has also recently approved a number
of innovative enforcement tools to allow them more flexibility and therefore to manage more cases. In limited
circumstances, alleged wrongdoers may be sanctioned and pay a fine without an admission of facts or liability.
This will permit the OSC to focus investigations where there are allegations of serious violations.

Increasing counterparty risk: Organizations are becoming more exposed to increasing risk when risk mitigation
fails as a result of counterparty failure (e.g. AIG, MF Global)
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Investment dealers serve a number of functions, sometimes acting on their clients’

behalt as agents in the transfer of nstruments between different investors, at other
times acting as principals. Investment dealers sometimes are known by other names,

such as brokerage firms or securities houses.

Investment dealers play a significant role in the securities industry’s two main functions. First, investment dealers
help to transfer capital from savers to users through the underwriting and distribution of new securities. This takes
place in the primary market in the form of a primary distribution. Second, investment dealers maintain secondary

markets in which previously issued or outstanding securities can be traded.

Integrated firms offer products and services that cover all aspects of the industry, including full participation in
both the institutional and the retail markets. Most underwrite all types of federal, provincial, municipal and
corporate debt and corporate equity issues, actively trade in secondary markets including the money market, trade
on all Canadian and some foreign stock exchanges, and provide many ancillary services to securities issuers and
large and small investors. Such services include economic, industry, corporate and securities research and advice,
portfolio evaluation and management, merger and acquisition advice, tax counselling, loans to investors with
matgin accounts and safekeeping of clients’ securities. Many smaller securities dealers or “investment boutiques”
specialize in such areas as stock trading, bond trading, research on particular industries, trading only with
institutional clients, unlisted stock trading, arbitrage, portfolio management, underwriting of junior mines, oils and
industrials, mutual funds distribution, and tax-shelter sales.

Morte than 70 foreign and domestic institutional firms serve institutional clients exclusively. Foreign firms account
for about one-third of total institutional firms and include affiliates of many of the major U.S. and European
securities dealers. Retail firms account for the remainder of the industry. Retail firms include full-service firms and
discount brokers. Full-service retail firms offer a wide variety of products and services for the retail investor.
Discount brokers execute trades for clients at reduced rates but do not provide advice. Discount brokers are more
popular with those investors who are willing to research individual companies themselves in exchange for lower

commission rates.
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The securities sector services a full range of customers and the different types of
vehicles used to hold mvestments. Customer types include individuals, corporate
entities both public and private, charities, not-for-profits, pension funds, and
institutional accounts which are other securities firm type clients.

Often clients have multiple accounts with one securities firm. The different vehicles used to hold investments
includes estates, accounts held in trust, private investment companies, other private companies and organizations

e.g. joint ventures and partnerships. Customers are primarily Canadian residents but do include individuals and

companies outside of Canada, both Canadians and foreigners.
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In terms of geography, there are licensing requirements for some of the segments of
the sector, requiring that registrants be licensed in the jurisdiction where they sell to

(where the targeted clients live).
foreign clients and need to manage the risk of whether or not they are registered with

Notwithstanding this, some securities firms do have

the securities regulator in that foreign jurisdiction,

Research indicated that while some firms are cautious (do not accept clients from foreign jurisdictions) others are
more aggressive (they do take on foreign clients and may or may not be registered in that foreign jurisdiction).
Examples were cited including Canadian securities firms taking on clients from China and Germany.
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1241

Sector background
There are three regulatory platforms for the securities sector: IIROC, MFDA (mutual funds) and CSA
(for portfolio managers and EMDs); this fractured regulation is not helpful for the sector. The oversight

regarding jurisdictional and other issues- IIROC reports back to the commissions, the provinces audit
IIROC.

What is the right regulatory model? There is lots of controversy and discussion over the self-regulating
model (IIROC and MFDA) vs the other model (CSA and provincial regulators).

The basis of the securities system is disclosure — is everything appropriately disclosed? The OSC for
example does not look at the quality of the investment.

Inside a registered dealer there is a daily focus on investor protection. There is significant regulatory
obligation and this is part of the operations of the firm; e.g. regular reporting to the regulator, subject to
regulatory reviews. AML generally is not a part of this, it is done separately. It is only some of the larger
organizations that are of sufficient size that they have dedicated AML teams.

Dealers are set up to deal with each area of regulation: Business conduct, Trade Conduct and AML (for
larger firms). But these groups are not integrated, so need to ensure that the dots are connected between
the teams. Some firms have these teams meet weekly; cross training etc. There is a structural issue
currently that inside dealer firms, the focus and execution of compliance is on areas other than AML —
need to work to make this integrated.

Exempt market products (EMPs) come with a significantly lighter disclosure burden than other products
and are accordingly less transparent. EMPs are not available to the general public. Exempt market
Dealers (EMDs) are required to file an Offering Memorandum with the regulators if there has been a
subsctiption/purchase, but it’s unclear to what extent the regulators vet the document and the

product. If one were to offer a fictitious product through which illicit funds could be laundered, it
would be easier to do it through an EMP than a mutual fund or security, which is more heavily
regulated. Similarly, EMDs are not regulated by IIROC or the MFDA. The oversight is detailed and
extensive in an IIROC or MFDA firm, something EMDs do not have to contend with.

EMDs generally target accredited/high net worth investors who can afford to lose their entire
investment, so the typical analysis of whether it makes economic sense to invest in an EMP can’t really
be used as a factor in assessing the reasonability of the transaction. Also, because the typical amount
invested is much larger than the average retail client, if there were illicit activity, the magnitude would
generally be greater on a transaction by transaction basis.

EMDs often have a small number of very large clients. The EMD may therefore be seen as beholden to
each client to a much greater degree than the average retail client, increasing the risk that they may bend
the rules in favour of a client.
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10.

11.

12.

13.

14.

15.

16.

17.

While not specific to EMDs, many EMDs are smaller firms, and where a firm has limited staff and the
President also acts as Chief Investment Officer and CCO, there is not necessarily a segregation of duties
that allows for independent monitoring of ML. This could lead to heightened AML risk.

More of the industry is good at taking care of client money. The industry is not so good at assessing
broader risks and the industry needs to start getting at this.

Doesn’t think the Canadian securities industry is that good at analyzing tisk, the requirements are so
prescriptive and detailed today it is hard to stand back. It is not a principals based approach today at all.
Believes that the risks today are not met with the prescriptive approach, need principals based. How will
people learn this if we don’t start doing it? This is quite a sensitive topic amongst the peer group. It is
the regulators that need to change the approach and thinks they should start in a less sensitive area like
financial management. Today there is much just doing (ticking the boxes) vs. really thinking about the
risks and mitigating.

Some dealers ate not that good at identifying risk, the smaller firms don’t have the resources, smaller
firms have inherent risk, independence issues. Agrees that there is a size tipping point, lets larger dealers
manage risk. However, a larger dealer could miss risky things due to volume of transactions. Example:
Brokers from Bolivia looking for relationships with Canadian firms. This has come up and does happen.
A firm may be desperate to keep the doors open, looking at the good, no eyes for AML risk.

Another individual did not believe that a principals (versus a detailed prescriptive rules) would work in
this sector, thinks we need the rules — ‘greed has no conscious’. A huge busy brokerage, things move too
fast throughout the day, operations are too bureaucratic to run on principals. Compliance is seen as a
department that stops them from making money.

Processing work in the back — they know how to follow the rules — but generally these are younger, less
experienced, not credentialed people. Does not believe that they can be expected to apply a principals
based approach. Rules are needed because the trades can’t fail, this is the market.

Each jurisdiction wants to protect its own citizens. Always look at how and where clients came to the
firm — usually there is a relationship. If a person/client just came out of the blue — many dealers
wouldn’t take that file.

If investment dealers wanted to do business with foreign persons: If the person came from a well
regulated jurisdiction — the firm should be registered there. If this is not so obvious — need to use a risk
based approach. If person is from China? Client from Germany? If the client is well known, if there is
anything mitigating, then the firm may take a risk but often the larger firms decide not to. This does
happen though— China, Germany, Zimbabwe. There is a business 1isk to dealing in foreign jurisdictions;
don’t know the rules of the foreign jurisdiction, unregistered dealing. Usually requires more due
diligence. Some firms are not concerned with foreign regulators; some would not allow any foreign
clients — others would; there is a wide spectrum — and more firms are paying less attention to this rather
than more.

ITROC does look at the directors of its registrants, have to have a ‘registered executive’. IIROC
approves and could disprove. Not sure that the provincial commissions monitor the governance,
directors/ownership of the registrants in the exempt market. There is an ease of access to the EMD

o Spowries deslers Page 10
A0000811_96-000344



18.

19.

20.

21.

22.

23.

24.

25.

26.

registration. To become an exempt market dealer must follow the CSA rules. This is all within the
purview of the CSA, the rules, the process, and the sufficiency requirements.

Many firms only provide Delivery Against Payment (DAP) services, meaning that these are all
settlements of the transaction and it is the bank that receives the funds locally with a prime broker:

a) Omnibus account — usually a big bank securities arm — this is used for the trades.

b) The dealers just settle the trades — not any cash; they don’t hold money for putrposes of future trades
— prime brokers do this.

c) Both are agents to the client; one provides trade execution only, other has custodian and possibly
trade execution as well.

d) Prime broker can see more than the broker dealer, prime broker needs to monitor at these many
levels.

Generally, the trader wants to make more money, more points — this is what this business is all about.
Registered representatives (RR’s) make all their money on commission, so the regulators have made

specific things offences to try and keep it fair. The business is about making money.

Believes that compliance is not as lily white as they should or could be. Regulators have to make the
pain of doing the wrong thing so intense in order to deter/prevent illegal activity. And the probability of
being caught has to be high. But the question today is, even if they are caught, what happens? The
regulators are challenged with proving knowledge, proving intent to get a fraud conviction. Insider
trading is so hard to prove, and people know this.

Provincial regulators, OSC for example, can have jail terms for some charges, and are working with
IMET/police groups and so are seeing more charges laid now; this information is contained in press

releases.

Fraud involving securities — there are many, many jurisdictional issues, so it does not get attention even
though there are laws, hard to get police authority attention.

Exempt dealers, believes that these individuals have very limited backgrounds. Requirements include a
Canadian Securities course, it is done on computer, believes that course can be passed without having to
do the number/calculations parts. They get their exempt dealer licences and then can sell whatever they
have; exempt market does not have to give offering memorandums as are only selling to accredited
mnvestors. Note though that if an exempt market dealer is also an IIROC dealer, they must sell all
product through the ITIROC dealer license. This is a good rule, principals based.

The thresholds for an accredited investor (Ontario): Financial assets - $1M, Net worth - $5M, Family
income $300K.

Believes that brokers are thinking about making money within the rules, not so much about investor
protection. The Securities Act is not written considering all of the bad activity — it assumes good faith

and this is often not the case anymore.

This stuff (illegal activity in the securities industry) is going to happen; the trick is to keep the balance

between useful markets and fraudsters.
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27.

28.

29.

30.

31.

32.

33.

34.

35.

One belief that 70% of illegal activity in the sector is “T can make money illegally in the market” and 30%

is “I can use the sectot to hide/cleanse my money”.

There are always excuses and technicalities that challenge enforcement (MRS case, limelight case). What
can a provincial commission do? Commission can issue a cease trade order — but then they (fraudsters)
just find another way in from behind the scenes. Cease trade order would only matter to the larger firms.
Other groups, change titles but still continue the activity. Bad guys know the law better than we do.

Believes illegal activity is ‘rampant’; there are opportunities for RRs to make $50,000 to $100,000 per
month, and what really is their risk? A commission does not have criminal authority, the defendants

have too many excuses, hard to prove intent to fraud unless have wire taps. Crowns rarely touch these

files.

They see cases where IIROC or a securities commission have detailed knowledge of the full pattern of a
target’s trading but the individual firms see only patt of the picture which on its own is not suspicious.
In earlier times, there were mechanisms for the exchange of information on such matters, but now strict
rules mean that they will only discover such cases when the regulator visits. A better (secure) warning
system for such trends would prevent such problem clients from getting in the door at all. 'The changes
really happened when ITROC became the regulator and the roles were split.

There are no cash transactions anymore and some suspicious customers, for example those wishing to
trade in closely held companies or deposit OTCBB shares, find it hard to open accounts because no one
will take them as clients.

The dealer industry is small and there are only a few firms who will even get approached now with
problematic deals because of the compliance programs at the larger firms. The smaller firms have fewer

compliance resources and may be targeted for this reason.

From their point of view, the risk and cost of a regulatory compliance investigation is just not worth it.
They are aware of securities dealers who are still willing to turn a blind eye. They have the resources to
try and find out what is going on with clients and where the money comes from, but others with the
same skills and resources are wilfully blind. They are also not able to discuss any of their findings on a
refused client with other firms and the ITROC cooperation rules do not give them the
protection/coverage they need. They risk a lawsuit if they provide background to another firm.

They saw a lot of Chinese companies going public on the Canadian market but since Sino Forest this has
been curtailed. Their industry is generally poor at submitting STRs because of all the other compliance
requirements and regulators they deal with. They themselves submit about 10 to 30 a year.

They feel that their attempts to alert authorities regarding suspected criminal activity often falls on deaf
ears e.g. RCMP IMET teams and FINTRAC.
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12.2  AML Compliance

30.

37.

38.

39.

41.

The exempt market is not fully compliant in a number of areas including AML. This is the combination

of several factors, including:

a) ‘Until someone really forces me to, I might not comply.’

b) Some “dealers” don’t see themselves as part of the securities industry — they see themselves as
working for the companies. The regulators are kicking them a bit on this to get them into shape.

¢) While some are now beginning to accept that they need to be regulated, they don’t see themselves as
gatekeepers yet for the investment industry.

It is the view of the compliance officer that the AML paper trail in their industry is easy to manage and
that competent money launderers are completing it all with believable and supportable stories and then
taking a modest approach to trading so that no red flags are raised. They are not in a position to
determine the true source of the funds in any detail in these cases, even if they suspect money
laundering.

If money laundering is suspected, an STR is submitted and this firm has, more than once, delayed clients
from removing money after an STR has been filed (or multiple STRs) to allow the authorities to take
action. In this respect they do not believe that broader detection and enforcement systems are effective

(in some cases).

AML systems focus on the source of funds from PEFPs but not really from others which means that
with a suitably developed story, low profile laundering can proceed undetected.

They are aware of organized crime money laundering schemes tied into pump and dump schemes “out
west”. This is a combination of new crime funded by old proceeds 1.c. laundering them through the

scheme producing new proceeds.

The key indicator of money laundering for them is trading patterns and they monitor this closely, when
they see a problem they shut down the accounts quickly.

12.3  Trends

42.

43.

Business is migrating to the exempt market. What is causing this? Formalization of the category,
starting to recognize the EMD sector as legitimate, that it can be successful. Could there be other
reasons, like it is an easier segment to operate in because there are fewer rules? While the IIROC
member rules do not apply, the fundamentals still do apply. Who is reviewing to make sure rules are
followed? Not IIROC it is supposed to be the commissions at the provincial level across the country.

The picture on the use of nominees has changed, they still have clients using offshore nominees but they
are legacy clients they are very comfortable with and they don’t take new ones. They see fewer people
using secretarial and junior staff to open trading accounts but more people using junior lawyers and
accountants who need the work and are not experienced enough to understand the risks.
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12.4

12.4.

44,

45.

47.

48.

lisk Areas

1 Exempt market:

While not specific to EMDs, many EMDs are smaller firms, and where a firm has limited staff and the
President also acts as Chief Investment Officer and CCO, there is not necessarily a segregation of duties
that allows for independent monitoring of ML. This could lead to heightened AML risk.

If one were to offer a fictitious product through which illicit funds could be laundered, it would be easier
to do it through an EMP than a mutual fund or security, which are more heavily regulated.

Ease of entry into the EM market is an AML risk. The regulators would be in the best position to
actually assess how easy it is to enter the market. As with all business sectors, AML is made easier if
there is collusion with someone inside the institution.

How to track the exempt market? Look at examples of when the exempt product is bought by a public
company. This might allow for some tracking. Pick a higher risk business, e.g. payday loans. If this
company is lending out money to consumers at say 17%, the financing for this is not from banks, it is
likely from private EM sources, and perhaps they pay 14% and they keep the 3% difference. Where does
the money come from? This is the question.

The exempt market has lots of good players but there are also a number who are bad. They do take
EMD clients but are aware of the risk in some of the deals and with some players.

12.4.2 Off Book Transactions or Unregistered Activity:

49.

50.

51.

The concern with potential ML in the sector is with unregistered/off book activity. Each regulator has
put out guidance on off book transactions- look for the IIROC paper on this. How prevalent are off
book transactions? ‘Where the potential is there, it represents a serious problem.” Non-brokered private
placement, this is jargon for ‘off book’.

Example: An individual lines up a group of investors for a high risk product which provides liquidity to
businesses who can’t get money from banks. This activity is supposed to be run through an EMD.
However, they are seeing much activity done unregistered and off book, which means that there are
likely no compliance procedures done at all, nothing done in this regard. Clients are happy to put money
up, they receive 14% as long as the business stays alive (these are high risk, and this is why often they
cannot get bank financing) the investor can often get their whole principal back. No scrutiny of how this
is being done. This activity is stuff that the CSA is supposed to watch out for via the provincial
regulators. There are many reported disciplinary cases posted on the IIROC website. For sure money
laundering activity is occurring.

Another example provided by a different individual: 100 clients are brought together to provide ‘off
book’ funding. $30M is invested with a high risk business, the clients receive a high rate of return and
they have contractual rights (limited partnership, debentures). This is rife for money laundering because
the transactions are not subject to any scrutiny. Contrast this to private placement by an EMD for a
high risk business by accredited investors- this would be legitimate and subject to all appropriate
regulations/compliance and oversight.
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52. The following is also happening: a representative who says these are my clients, I facilitate the
connection to the exempt market products, I don’t need to put this on the books, it is personal, says it is
not a problem and it is just done as unregistered activity.

53. Sector needs to be more vigilant regarding unregistered activity, and this needs to be done by the

regulators.

12.4.3 Registered Representatives (RRs):

54. The registered representatives within the broker firms themselves, this is the weakness in the securities
sector for fraud and money laundering. A company called Firestar, organized crime figures were
involved, four main street brokerage houses raided, the RR had a separate book for stocks he was selling,
they pulled emails & taped cell phones. Basically, the trade looks like it was being made, the private
book was for the RR to get paid, the buy/sell prices were instructed. Criminal money buys a company,
the company creates or has options, these are what gets traded, the buy and sell of the options is
controlled by the criminal money and they use the RR to do this. The criminal money uses the RR to set
a price of say $10.25 and then they tell the RR who is going to buy. The price goes up in the market, the
RR pushes the product to other representatives, then the criminal money makes money in the market on
the options.

55. The RRs make money, a lot of money. One individual said that the above example is just that, an
example of activity that is going on, is not an isolated case. One organized crime figure who recently
died in the US and was sent back to Canada — they were involved in this activity, in Ontario. It is justa
matter of connecting the dots, private placement is where the risk is and these are highly regulated firms
where this activity 1s going on. Other cases to read up on: Da Selva, MRS sciences, limelight, Maple
Leaf — Henry Chau — Carousel Islands - $21 million from Canadian Chinese investors. Look at the
ITROC notices.

56. Considering the level of ethics and integrity at the front lines (low, vulnerable), it is easy to compromise
these people. There are so many RRs; the chances of being caught are very slim, at least 80% chance of
not getting caught, only a few examples are made.

12.4.4 ‘Nested accounts’

57. These have a similar structure to correspondent banking; one interviewee agrees that there is risk.
Basically, there are exemptions for institutional clients. A corporation is viewed differently, less risk vs.
an individual. Usually there are more exemptions for institutions as the institution is registered with the
foreign jurisdiction (banking or securities registration), the idea being that that authority is monitoring
them. What due diligence does a firm do regarding these accounts? Generally nothing more than
checking that the institutional client is registered and in good standing with that jurisdiction. Dealers are
generally not looking at beneficial ownership.

58. There 1s a reason though for “nested accounts”, securities firms must transact using a registered dealer in
that jurisdiction, this is required. Example: CIBC provides services to Barclays bank offshore who
wants to trade in RIM; CIBC relies on Barclays to do all of the know your client work, and CIBC is
allowed to. Institutional clients are defined within the IIROC rules.
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12.4.5 Offshore accounts:
59. “You can pick up an offshore company very easily’, so the securities industry should not be accepting
these clients without scrutiny; this is perhaps where the institutional client exemption rules provide
vulnerabilities to the regime.

60. They have seen accounts where the “client” is an offshore bank in Western Furope e.g. Switzerland or
Liechtenstein dealing with a German or British asset manager who’s ultimate client is in London and has
a UK passport even if they were not born there. They try to document fully but the financial
establishments refuse to identify the ultimate clients or alternatively state that the trading is for the
“house account” but it may well be for a nominee. They have declined clients like this. The key
indicator is trading on the US Over The Counter Bulletin Board (“OTCBB”).

61. Other than above example, they have not seen an influx of foreign clients or money in their space.

12.4.6 Use of Nominees
62. The picture on the use of nominees has changed, they still have clients using offshore nominees but they
are legacy clients they are very comfortable with and they don’t take new ones. They see fewer people
using secretarial and junior staff to open trading accounts but more people using junior lawyers and

accountants who need the work and are not experienced enough to understand the risks.

12.4.7 Smaller firms
063. The dealer industry is small and there are only a few firms who will even get approached now with
problematic deals because of the compliance programs at the larger firms. The smaller firms have fewer
compliance resources and may be targeted for this reason.

12.4.8 Trading in Closely Held Companies or OTCBB Shares
64. There are no cash transactions anymore and some suspicious customers, for example those wishing to
trade in closely held companies or deposit OTCBB shares, find it hard to open accounts because no one
will take them as clients.

12.4.9 Trading strategies that are neutral

065. Some of the trading strategies are so complex these days that it is hard to understand why clients are
undertaking them. One interviewee shared that one of the ones they had become aware of was an Tron
Butterfly” which is basically a neutral trading strategy so that a maximum loss amount is set through four
different trades of the same security (depending on movement of the underlying stock it is possible to
make money, but the maximum loss 1s fixed). These types of trades are going on and they are often
quite complex. There are significant commission charges on setting up these complex trades, so unless it
is an investor doing these trades on their own, under low cost discount brokerages (trying to earn a
conservative return and not beat the market) they really make no sense unless perhaps money laundering
was the objective.
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131  General market

13.1.1 Regulatory Fragmentation of the Securities Industry

The securities sector is highly regulated; and the focus of this regulation is on investor protection. Interviewees
shared that securities firms often do not see themselves as gatekeepers for the industry in regards to money
laundering/illegal money and simply follow regulations on a presctiptive basis. Accordingly, the approach to AML
compliance is often not based on principles but on simply following the prescribed rules.

Securities sector regulation is seen as fractured and siloed. Anti-money laundering procedures are usually
considered separately/independently rather than part of a firm’s integrated approach. Reseatch indicates that the
risks of funds being illegally sourced, if considered, are not integrated with the rest of the firm’s regulatory
compliance procedures. For example, firms are required to monitor for trading manipulation, however this same
activity when being monitored for this purpose is likely not being monitored for any indicators of money
laundering. As another example, investor suitability is a key requirement which receives significant compliance
oversight and monitoring, but how this integrates with what the risks are for money laundering is not known or
executed on in any detailed way within most firms.

Fragmentation of the Canadian regulatory environment exposes the financial system to at best, over-regulation of
certain segments and at worst, little to no regulation — for instance, there are no Canadian regulators that have
determined that the potential manipulation of ‘Cdor’ — the Canadian Dealer Offered Rate — is under their
jurisdiction.

13.1.2 Quality and Ethics of Firms/Sales Individuals

Research indicates that there is high pressure and competition to complete deals and earn commissions; and at the
same time, a low chance of being caught (if they do something wrong) and even if caught, the penalties are not
seen as high.

Several examples provided by interviewees of registered representatives (RRs) being compromised with illegal

money to provide assistance to criminals.

Interviewees shared that they are aware that organizations, understood to have the capability and resoutces to
identify problematic situations, are wilfully blind and take on the client accounts; including larger organizations.

13.1.3 Inability to Share Information Within the Sector

Interviewees reported that they are not able to discuss any of their findings on refused clients with other firms;
citing that the IIROC coopetation rules do not give them the protection/coverage they need. Firms risk being
sued if they provide this background to other firms.
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Interviewees reported that they had seen cases where IIROC or a securities commission had detailed knowledge of
the full pattern of a target’s trading but that the individual firms saw only part of the picture, which on its own was
not suspicious. Apparently, in the past, there were mechanisms for the exchange of information on such matters,
but now strict rules mean that they would only discover such cases when the regulator visits and provides the
information. Desire was expressed for a warning system for such trends so as to prevent such problem clients
from getting in the door at all.

13.1.4 High Level of Fraud Within the Sector

The securities industry is prone to being used to generate illicit funds through stock market manipulation, insider
trading, and fraud. All of these are “predicate” offences for money laundering and thus the movement of the funds
after these frauds results in money laundering in addition to illegal funds entering the securities industry from
others sources. While the risk of fraud and manipulative trading is inherently high, current regulations require
securities firms to monitor trading activity for these risks.

“While the RCMP Proceeds of Crime Program rarely focuses on securities infractions, it is safe to assume that
much of the revenue that is generated through such breaches as insider trading is at least initially or partially
laundered through the capital markets, taking advantage of the same processes and vehicles utilized in the original
crime. A particular challenge is determining when the securities offence ends and the money-laundering offence

begins.”10

13.1.5 Ease of Entry into the Exempt Market

Interviewees reported that the requirements to become an exempt market dealer are not as onerous as other
securities registration categories. The requirements include a Canadian Securities course done electronically.

Once their exempt dealer licence is obtained, they can sell whatever they want. Some exempt market products do
not require offering memorandums as they are only selling to accredited investors. Some interviewees believed that

these individuals had very limited relevant experience.

As per National Instrument 31-103 the registration requirements for an exempt market dealer — dealing

representative are as follows:

A dealing representative of an exempt market dealer must not act as a dealer on behalf of the exempt market dealer
unless any of the following apply:

a) the individual has passed the Canadian Securities Course Exam;

b) the individual has passed the Exempt Market Products Exam;

¢) the individual satisfies the conditions set out in section 3.11 [portfolio manager — advising
representative].

10 Money Laundering in Canada, Beare and Schneider
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13.2  Product and service

13.2.1 Unregistered Trades and Deals

Non-brokered, private placement deals represent very high risk — these can be through securities brokers (EMDs
or other) or non-brokers. This basically is activity that should be regulated under securities laws, but the securities
professionals involved do not subject these transactions to any scrutiny. These deals can be used to perpetrate
fraud or as part of activity to launder funds. The risk is seen as very high as there is no scrutiny by regulators or
the compliance departments in securities firms.

13.2.2 Off Exchange Securities or Penny Stocks
Over the counter (OTC), Bulletin Board (BB) and Pink Sheet trades as well as thinly-traded securities are
considered higher risk of money laundering due to less scrutiny applied and the potential for market manipulation.

Interviewees reported that those wishing to trade in closely held companies or to deposit OTCBB shares are
finding it harder to open accounts because no one will take them as clients because the risk is seen as high.

13.2.3 Accredited Investor / Exempt Market Products (EMPs)

Products in the exempt market are generally less regulated, are subject to less scrutiny and should only be sold to
accredited investors. Exempt market products come with a significantly lighter disclosure burden than other
products and are accordingly less transparent. EMPs are not available to the general public. EMDs are required to
file an Offeting Memorandum with the regulators if there has been a subsctiption/purchase, but it’s unclear to
what extent the regulators uniformly vet the document and the product.

Interviewees indicated that if one wanted to offer a fictitious product through which illicit funds could be
laundered, it would be easier to do it through an EMP than a mutual fund or other type of security, both of these
areas being more heavily regulated.

Interviewees reported that the typical amount invested in EMPs was generally much larger than the average retail
client, so if there were illicit activity, the magnitude would generally be greater on a transaction by transaction basis.

13.2.4 Emerging New Investments and Technologies

New investments and technologies that are not within the regulations of traditional investments will evolve and
grow quickly, challenging the resources of regulators and exposing the market to fraud risk. For example, precious
metals and stones dealers providing these products to the market as wealth management type service, securities
advisors.

13.2.5 Specific Trading Strategies e.g. ‘Iron Butterfly’

While interviewees did not identify some of the more well-known methods of money laundering through the
securities sector as risk factors, e.g. establishing multiple accounts to trade one-for-one, the use of more complex,
neutral trading strategies was identified as a risk that is occurring within the sector.
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13.3  Delivery Channel

13.3.1 Exempt Market Dealers (EMDs)

Many EMDs are smaller firms, and where a firm has limited staff and the President also acts as Chief Investment
Officer and CCO, there is not necessarily a segregation of duties that allows for independent monitoring of money
laundering.

Research indicates that the exempt market is generally comprised of smaller organizations that traditionally have
fewer resources to spend on compliance. Clients of these firms tend to be accredited with a higher net worth and
accordingly no suitability review is required. The OSC identified in a 2012 report that often EMDs were not
properly ensuring that clients met the accredited investor thresholds.11

Smaller securities firms and representatives in the exempt market are presented with the opportunity to earn higher
commissions and therefore there is the potential for greater willingness to bend the rules for these investors.
EMDs often have a small number of very large clients; the EMD may therefore be seen as beholden to each client
to a much greater degree than the average retail client, increasing the risk that they may bend the rules in favour of

a client.

13.3.2 Off Book Transactions or Unregistered Activity

Also may be referred to or conceptually similar to ‘rogue employees’ in some of the authoritative AML literature.
Interviewees stated that there was significant concern with unregistered/off book activity conducted by securities
registrants and that this was vulnerable to money laundering. “Whete the potential is there, it represents a setious
problem.’

A search of the IIROC website for disciplinary notices and decisions regarding ‘outside’ business activities
identifies many cases involving registrants (individuals) who had engaged in outside business activity without the
knowledge of their IIROC Dealer member firm and without their consent. Appendix A includes some of these
notices.

13.3.3 Size of the Securities Firm
Interviewees stated that the dealer industry was small and that there are only a few firms who get approached with
problematic deals because of the compliance programs at the larger firms. And that the smaller firms have fewer

compliance resources and may be targeted for this reason.

11 0SC Staff Notice 33-738; 2012, OSC Annual Summary Report for Dealers, Advisers and Investment Fund Managers
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13.4  Geography

13.4.1 Clients from Foreign Jurisdictions

Firms servicing foreign clients from jurisdictions where the firm is not registered are seen as significant risk, not
only because of the securities industry investor protection rules (e.g. Canadian firm should be licensed to deal in all
of the jurisdictions they have clients and should not deal in jurisdictions where they don’t have licenses) but also
due to the red flag of why a foreign individual needs to access the Canadian securities sector directly and not

transact through local securities firms.

13.4.2 Offshore Companies

Research indicates that the use of offshore companies to invest in Canadian securities is a risk factor. Regardless
of whether or not these companies are institutional clients (registered with off shore regulators) they should not be
accepted without scrutiny, as beneficial ownership is easily hidden, and trading / funds flow should be monitored.

Interviewees reported that they have seen accounts where the “client” was an offshore bank in Western Europe
e.g. Switzerland or Liechtenstein dealing with a German or British asset manager who’s ultimate client was in
London and had a UK passport even though they were not born there.

13.5 siness Relationships / Linkages with Other Sectors

13.5.1 Sector Reliance on other Jurisdiction Regimes

Generally, within the sector in Canada, there are more exemptions for ‘institutional’ clients than individual clients.
Institutional clients are generally understood to be entities which are registered with securities or financial
regulators. These regulators could be Canadian, but they could also be foreign; distinctions in the industry are
made between foreign FATF countries and non-FATF countries. When these clients provide proof of registration,
many Canadian securities firms exempt these clients from their KYC processes and the level of due diligence
becomes minimal e.g. there are cases where nothing additional is done. Some interviewees reported that a risk
based approach was applied so that in higher risk cases more KYC procedures were done. It appears that generally
beneficial ownership is not being determined. Complicating these relationships is the concept of ‘nested accounts’.
Once the institutional account is set up, the account has a similar structure to correspondent banking and the

Canadian securities firm often would not know the identities of the underlying clients.

One interviewee provided the following example: CIBC provides services to Barclays bank offshore who wants to
trade in RIM; CIBC relies on Barclays to do all of the know your client work, and this is allowed.

The above relationships are also understood as the relationship between introducing and clearing broker—dealers.

13.5.2 Lack of Clarity in the Sector as to Who is Monitoring Transactions When Omnibus Accounts
Used

An omnibus account is an account which has been established when an entity is acting as an intermediary on
behalf of multiples parties or entities. Often in the securities sector firms only provide DAP transactions, meaning
that they take delivery-against-payment and they do not hold any customer funds on account. Customer funds are
maintained with a custodian, usually the brokerage arm of a major financial institution, a prime-broker’ and often
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this is in an omnibus account. The risk in these situations, as reported by interviewees, is that it is not clear how

and who is monitoring for money laundering risk. The broker-dealer who only transacts on a DAP basis, has the
client relationship but may be (and this was generally communicated to be the case) viewing these transactions as
low for any money laundering risk because it is the prime-broker who actually receives the client funds and holds

money on account.

13.5.3 Use of Nominees:

Research indicated that the use of nominees has changed. Clients may still use offshore nominees but these were
more likely legacy clients (established relationships, level of comfort on transaction and money flow) and that new
ones (off shore nominees) were not being taken on. Fewer people are using secretarial and junior staff to open

trading accounts but more people are using junior lawyers and accountants who need the work and who are not

experienced enough to understand the risks.

13.6.1 Transactions which are conducted using physical or bearer securities

The anonymity and easy transferability of bearer securities presents significant vulnerability at all three stages of the
money laundering. While, these were not highlighted as areas of concern by interviewees, research indicates that
these products are still encountered in the Canadian securities market, although this is less the case than in the past.
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For putposes of this repott, we have defined ‘accountant’ to include persons who

have demonstrated competency through professional examination and certification.
In Canada, this includes accountants qualified as CPAs- Chartered Professional
Accountants (formerly CAs- Chartered Accountants), CMAs- Certified Management

Accountants and CGAs- Certified General Accountants.

Accordingly, we have not focused on the activities of some individuals who work in the field of accounting or
provide accounting, tax, or payroll services, e.g. bookkeepers who provide these services or individuals who are not

certified but who may work in the accounting departments of companies'.

The segments making up the sector include public accounting firms and accountants who work in industry. The
large accounting firms are the largest employers of accountants worldwide, and this is true for Canada as well.
However, most accountants are employed in industry, working with commercial businesses, not for profits or with

the public sector.

The market is dominated by the larger “big four” accounting firms; Deloitte, PwC, KPMG and EY, as well as two
other global accounting firms, Grant Thornton, and BDO. There are many other firms including national ones
which are affiliated with other firms internationally, regional firms and then smaller, one office firms and sole
practitioners. Other than the differentiators of size and specialisation, there is no real further segmentation in the
market.

The professional services market in Canada is self-regulating, one of the few in Canada, and has been this way
since inception. Historically, the sector has been quite fragmented, including the three major certifications (CA,
CMA and CGA) each having their own independent associations and each with their own provincial self-regulating
organization. A unification mitiative is currently underway by the three main groups. There are estimates that

if/ once national unification is achieved, that thete would be over 125,000 individual members and approximately
20,000 students.2 Approvals and agreements must be obtained and undertaken by all three bodies on a province
by province basis to achieve unification.

CPA Canada (Chartered Professional Accountants of Canada) states that it represents a total membership of over
70,000 professional accountants in Canada.

" Note that the statistical data and charts provided do include some of the activity/segments of non-certified accountants, e.g. bookkeepers.
2“Uniting the Canadian Accounting Profession”, May 2011 - http://unification.cpacanada.ca/wp-content/uploads/2011/12/Position_Paper.pdf
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A significant number of risk factors have been identified, including as listed below, and these are detailed further
later in this document:

e  Smaller accounting firms and independent practices are seen as more likely to provide services to
illegal/unethical activity, whether wittingly or unwittingly. There is often very little quality monitoring
infrastructure and the practice is dependent on the ethics of the specific individuals involved,;

e  DProvision of higher risk services including complex tax planning and structuring, wealth management and
corporate finance services;

e Referrals made to offshore affiliates and/or clients located in higher risk jurisdictions;

e  Conlflict of interest issues, as the advisory services practices of firms extends, there exists more
opportunity for conflicts impacting the independence of the auditor/accountant from the undetlying
client. Recent regulatory cases highlight how setiously regulators are treating these issues; and

e Accounting services provided when third parties are involved, including the use of lawyers for legal
privilege.
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Our review of the NAICS codes for the sector identified two televant codes; “Accounting, tax preparation,
bookkeeping and Payroll services” (NAICS 541211), which has a total of 9,917 establishments. A second code for
“Other accounting services” (NAICS 541219) has a further 2,214 establishments.

Included at Appendix A is a table of ‘Canada’s Top 30°. This is data on the top 30 accounting firms (by revenue)
in the country and is published annually in the Bottom Line, an accounting sector focused publication. The data
provided for April 2014 shows that the top 30 firms had:

e Revenue of $7.420 billion with the top four firms reporting $5.158 billion or 70%;
e 25,898 professional staff, with the top four firms reporting 16,366 or 63%; and

e 582 office locations across the country.

These accounting firms are generally limited liability partnership organizations with practices led by the individual
partners. The larger firms tend to have more integrated practices with a higher degree of national infrastructure,
supportts and monitoring of individual partners providing services to clients and accordingly have built and
maintain a higher level of ‘brand’ recognition in the market. The medium and smaller firms tend to be
partnerships which are less integrated; more the sum of the individual partner practices and success is based on the
individual partner client relationships.

The largest six firms are understood to all be Canadian partnerships which are member firms of international
networks that operate under the same name globally. So while each country is an independent partnership
providing services to the public, the firms within each international network cooperate and provide support to
deliver to clients who operate multi-nationally. One of the emerging trends is that some of the larger firms in the
US and Canada are beginning to open offices in overseas locations (e.g. India) and this office is owned and
managed by the US or Canadian partnership.

3 The Bottom Line — Canada’s Accounting Top 30, April 2014
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The top 30 accounting firms would include accountants from all three major groups as well as uncertified
accountants; however the majority of professionals employed would be ones with the CPA (formerly CA)
designation.

As is the case with the CPAs, most CGAs and CMAs work in industry. However there are many CGAs and
CMAs who provide services to the public. An online directory of CGAs and CGA firms provides data on 2,322
across the country®. And while a directory of CMAs providing services to the public was not identified, all CMAs
providing services to the public are required to register their practice with the appropriate provincial group (e.g. in
Ontario this is CMA Ontario) and to adhere to regulations which set out criteria for members who independently
offer their services to the public?.

4 http://www.needanaccountant.org/
5 http://www.cmaontario.org/ CMACandidates/Post-CMADesignation Credentials/CertifiedManagementConsultant/ConsultingCMAs.aspx
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The Canadian accountancy market has seen low to moderate growth since 2008 and

the market is forecast to contnue performing this way through to 201

As indicated, the Canadian accountancy market is characterized by the presence of four large firms and these firms
exercise significant influence, particularly at the upper end of the market, regarding services provided to public
companies.

The Canadian accountancy market had total revenues of $11.9 billion in 2012, representing a compound annual
growth rate (“CAGR”) of 1.2% between 2008 and 2012. In comparison, the US and Mexican markets grew with
CAGRs of 0.7% and 5.7% respectively, over the same period, to reach respective values of $132.0 billion and $16.2
billion in 2012.8

Audit services are the most significant component provided in the public accounting market, with total revenues in
2012 of $5.2 billion, equivalent to 43.7% of the market's overall value. The advisory segment contributed revenues
of $3.6 billion in 2012, equating to 30.3% of the market's aggregate value.”

The performance of the market is forecast to follow a similar pattern with an anticipated CAGR of 1.2% for the
five year period 2012 - 2017, which is expected to drive the market to a value of $12.6 billion by the end of 2017.
Comparatively, the US and Mexican markets are forecasted to grow with CAGRs of 3.7% and 7.9% respectively,
over the same period, to reach respective values of $158.6 billion and $23.6 billion in 2017.8

Table 3-1 - Canada accountancy market value: C$B, 2008-2012

Vi 118 05
e 22%
g 118 02%

Source: Accountancy in Canada — August 2013 — MarketLine Industry Profile

6 MarketLine Industry Profile - Accountancy in Canada, August 2013.
7 Ibid
8 |bid
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As indicated, the accounting profession is self-regulating and while there are
unification etforts underway, accounting certification and regulation is done by cach
of the ten provinces and two territories and 1s divided between the three main
national accounting groups (the CPAs, CMAs and CGAs). So for example, currently
the provinces of Quebec and Ontario atre the only jurisdictions in Canada able to

certity members as CPAs.

All other provinces and the territories must award CAs. Legislative change must occur in each jurisdiction and until
legislative change is complete, each provincial and territorial CA institute will continue to grant the CA designation.
Once the unification efforts are complete, each jurisdiction will then be able to issue all CAs the CPA designation
and to issue all new members with CPAs.

The sector self-regulation means that each group/association that advocates for the profession also regulates its
members. Details of the groups and their mandates/membership ate provided below in the Description of Sector
Associations report section.

As a self-regulating profession, the provincial institutes are responsible to protect the public interest by ensuring
that all Members, Students and Firms observe high professional and ethical standards. Generally, this is done by a
program of interrelated activities that includes:

e High standards of qualification, involving both a demanding education program with a rigorous final
examination, and a significant period of prescribed practical experience under authorized supervision;

e A comprehensive professional development program;

e An internationally-recognized, mandatory practice inspection program directed to ensuring that members
and firms engaged in public practice maintain prescribed professional standards;

e Practice and ethics advisory and counselling services; and

e A comprehensive and well-resourced disciplinary process that, through experienced members of the
profession and public representatives, deals on a timely basis with complaints and other matters
concerning the professional conduct of members, students and firms.

A professional conduct committee or similar body investigates written complaints received. Once a decision is
reached in the matter, both the complainant and the respondent have an opportunity to be further heard, after
which, depending on any change to the decision, the matter is generally forwarded to a discipline committee. In
Ontario for example, the Discipline Committee has powers to make specific orders, including the following: fines,
chatges for costs of the investigation, suspension, expulsion, training and/or examinations, petiod of supervised
practice, reinvestigation, and/or that an accountant’s practice be restricted for a specified period of time. There is

then an appeals process available.
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o Canadian Public Accountability Board — CPAB is Canada’s audit regulator for reporting issuers as defined and
it functions to assess audit quality through the inspection of selected high-risk sections of audit files and
assessment of the six elements of quality control. The Canadian Securities Administrators’ National
Instrument - 52-108 Auditor Oversight, requires auditors of reporting issuers to be registered with CPAB,
as CPAB participants, and requires Canadian reporting issuers to issue financial statements audited only
by CPAB participating firms.

e Public Company Accounting Oversight Board - PCAOB was established by the US Congress to oversee the
audits of public companies in order to protect the interests of investors and further the public interest in
the preparation of accurate and independent audit reports. The PCAOB also oversees the audits of
broker-dealers, including compliance repotts filed pursuant to federal securities laws, to promote investor
protection. The PCAOB has a significant influence on a number of Canadian accountants as many
Canadian companies are listed on US exchanges or are affiliated with entities listed on US exchanges.

Other laws and regulations are increasingly having an impact on the sector. Public accounting firms are
experiencing not only civil litigation from commercial interests as they intersect with these laws but also questions
and expectations from regulators. Both groups are looking at the firms as ‘gatekeepers’ when audit and other types
of services are being provided. Our research has identified specific statements to this effect in both Canada and
the US, and we have identified examples relating to frauds and company failures, breaches of anti-corruption laws,
AML regulations and the emergence of the newer FATCA (Foreign Account Tax Compliance Act) regulations out
of the US.
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In order to become a CA/CPA one must first obtain a university degree. Following graduation the student must
gain work experience under the supervision of experienced CA’s within organizations (CA firms, corporations ot
government organizations) that have recognized CA training programs in place. All candidates must ultimately
pass an exam in order to obtain the CA designation. The profession works to develop and maintain a uniform

standard for qualification process throughout Canada.

To earn the Certified Management Accountant designation in Ontario, for example, a prospective candidate must
meet CMA Ontario’s General Admission Requitements and complete the five basic steps of the CMA
Accreditation Program which include: earning a degree from a recognized university or recognized college,
completing the CMA Required Topics which are specific accounting and management studies at the university
level, pass the national CMA Entrance Examination unless granted a waiver by CMA, complete the two-year CMA
Strategic Leadership Program (including the CMA Case Examination and CMA Board Report) and simultaneously
complete 24 months of qualifying practical experience.

There are also alternative paths to earning the CMA designation based on the prospective candidate’s education

and work experience.

The requirements to become a Certified General Accountant in Canada are somewhat different. The candidate
can enter into the CGA program without a degree or a degree in a discipline outside of accounting. The candidate
must successfully complete 4 levels of CGA courses before being eligible for the two-year PACE certification
program. Up to 36 months of supervised work experience in increasingly senior responsibility is also required for
certification.
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Accounting independence rules require that auditors avoid conflicts of interest. This is generally the case with the
profession around the world and recent cases are emphasizing that accountants are becoming more involved in

situations where their independence could be impaired.
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Our research has identified the following Canadian accounting related associations:

o  Chartered Professional Accountants Canada — A national organization established to suppott unification of
the Canadian accounting profession under the Chartered Professional Accountant (CPA) designation.
CPA Canada provides services to all CPA, CA, CMA and CGA accounting bodies that have unified or are
committed to unification.

o The Canadian Institute of Chartered Accountants represents Canada’s CA professionals both nationally and
internationally. This organization is now CPA Canada.

o  Certified General Accountants Association - serves CGAs and students in Canada and neatly 100 countries.
CGA-Canada establishes the designation’s cettification requirements and professional standards, offers
professional development, conducts research and advocacy, and represents CGAs nationally and
internationally.

e CMA Canada - grants a professional designation in management accounting and regulates its members
under the authorization of provincial legislation. CMA Canada, a self-regulating body, maintains the
highest standards, practices and professional conduct in management accounting to protect the public
interest. CMA Canada’s partnership structure consists of the CMA provincial, tetritorial and national
jurisdictions working together.

o Society of Professional Accountants of Canada - is a professional organization established for the on-going
education and setting of qualifying standards to ensure professional competence of its members in the
practice of accountancy. “The Society has members across Canada and internationally with proven
capability in their chosen profession. The Society proudly exudes the singular distinction of being the
premier professional accounting organization in Canada offering a unique perspective with a special
emphasis on small business.”

e Guild of Industrial, Commercial and Institutional Accountants of Canada — an association of business accountants,
financial managers, tax preparers and accounting executives with members in every province of Canada. It
promotes and suppotts interest in vocational accountancy; encourages acceptance of modern methods
and procedures and gives recognition to the individual’s skills and practical experience.

»  Provincial institutes and bodies: for example in Ontario there is the Institute of Chartered Accountants in
Ontario, now CPA Ontario, there is CMA Ontario and also CGA Ontario. There is a similar structure
across all of the other provinces and territories. For further example, each of the 10 provincial chartered
accountants' (now CPAs) institutes/ordres has the responsibility and authority to admit members and
student members, and to determine practice requirements and the discipline of members and students.
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e Increasing focus by regulators and the authorities on issues of independence and conflicts of interest.

e Discussion and debate internationally as to the extent to which accountants may legitimately advise clients
on tax planning.

e  Some of the larger firms in the US and Canada are beginning to open offices in overseas locations (e.g.
India) and this office is owned and managed by the US or Canadian partnership.

e Audits of foreign companies which are publicly traded in Canada and the audits of foreign branches of
Canadian clients have come under significant scrutiny after a number of large frauds and issues with
access to information in foreign locations.

e In the UK, accountants are lobbying for limited form of privilege especially regarding the provision of tax
services. Canadian accountants are monitoring this closely.

e The profession is undergoing a unification process and is setting new national standards.

Appendix A contains a number of examples of these different trends.
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Accountants provide a broad range of financial, management accounting and advisory
services, ranging from the audit, tax and general financial advisory services provided
by the public accounting firms to specialist/boutique tax, valuation, forensics and
general consulting services firms. As well, individual accountants provide services
within industry; often the most senior finance positions, as well as staff in the finance
and accounting departments, within private, public and public sector organizations,

are certified accountants.

Many certified accountants across the profession are involved in non-profit, charitable organizations as members
on volunteer boards; e.g. most non-profit, charitable, public sector organizations have a volunteer accountant

involved in some way if not as a member of the board.

The table below provides a breakdown of available data of the three main service areas of the public accounting
firm:

Table 9-1 - Canadian accountancy market services: C$B, 2012

Tola 1
Source: Accountancy in Canada — August 2013 — MarketLine Industry Profile

Generally, the public accounting firms provide the following types of services in each of the three areas:

1. Audit: includes financial statement audits of public and private companies, non-profit and charitable
organizations, government and related; also includes reviews (lesser level of assurance provided than

audit) and accounting services.

2. Advisory: includes valuation services, internal controls and business risk services, corporate finance
and valuation services, bankruptcy and reorganization services, forensic and investigations. Many of
the larger firms have practices which provide corporate finance services to the market and
accordingly require registration with provincial securities regulators.
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3. Tax: includes notice to reader financial statement tax preparation, compilation of annual tax filings,
complex tax planning and structuring services, for both Canada and other jurisdictions. Many
Canadian firms have US and International tax practitioners providing services in the larger centres.
Commodity tax services, scientific research and experimental development tax claim services,

expatriate tax planning and filings.

The range of advisory services offered by accounting firms is becoming broader, many general business consulting
services e.g. retail operations, I'T security and systems, industry specializations, productivity improvements and
others are now offered. The nature of these services, although within the broad business area, is moving further
away from the core training and competency of accountants, increasing the likelihood of possible conflicts. This is
emphasized by recent media articles including: “Advisory revenue (excluding tax) at Deloitte LLP, Ernst & Young
LLP, PricewaterthouseCoopers LLP and KPMG LLP last year surged to $36 billion for their global networks, a rate
four times the 3.4 percent gain in audit fees, according to Monadnock Research LLC in Gloucester, Mass.
KPMG’s audit revenue, the smallest of the Big Four, actually fell.”?

The larger firms generally are not involved with clients to provide financial intermediary services (PCMLTFA
“regulated activity”). Smaller accounting firms generally focus on audit and accounting services, with most no
longer involved in public company or larger audits, as well as the tax services and are understood to more likely be
involved in financial intermediary type services on behalf of clients.

Setvices provided by accountants that are potentially useful to a money launderer:

o Financial and tax advice — Accountants regularly provide these types of services in the market. Criminals
with a large amount of money to invest may pose as individuals hoping to minimize tax liabilities or
desiring to place assets out of reach in order to avoid future liabilities. The request for these services is
not itself any kind of red flag, you would only get at this by understanding the background of the
individuals involved, the source of funds, business activities.

»  Creation of corporate vehicles or other complex legal arrangements (trusts, for example) - such structures may
serve to confuse or disguise the links between the proceeds of a crime and the perpetrator. Also
provision of advice on the setting up of legal arrangements, which may be used to obscure ownership or
real economic purpose (including setting up of trusts, companies or change of name/corporate seal or
other complex group structures). Accountants, especially experienced tax professionals, are often asked to
advise on these types of situations. Usually and most often the client is involved with legal counsel and
the accountant may be hired by the law firm or the client directly.

e Performing financial transactions — Sometimes accountants may carry out vatious financial operations on
behalf of the client (for example, cash deposits or withdrawals on accounts, retail foreign exchange
operations, issuing and cashing cheques, purchase and sale of stock, sending and receiving international
funds transfers, etc.) These are not understood to be typical services provided by accountants, but
research mdicates that they do happen; tends to be the smaller firms, independent accountants (though
not always). There is risk when the accountant has a relationship beyond being the independent financial
advisor.

o Gaining introductions to financial institutions- accountants could be and are called upon to make these kinds of
introductions; this is general business networking and referrals and happens often. A mitigating factor is

9 Crain's Chicago Business, THE BIG FOUR'S NEW MATH; A decade after Sarbanes-Oxley forced them to scale back consulting work, accounting giants are beefing up the business
of dishing out advice, October 7, 2013. Copy included at Appendix B.
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that most professional accountants would value the relationship with the banker as much as the
relationship with the client.

Buying or selling of property — Accountants could be involved to assist property transfers between parties,
whether this is the provision of financial advisory services to the parties involved, presentation of the
relationship with the accountant to the other parties involved, provision of valuation and tax services
regarding the details of the transaction etc.
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The Canadian accounting industry is significantly focussed on business clients.
Although they also serve a significant number of individual clients, these are by the
nature of the services otfered, higher net worth and business owners who need tax
advice or assistance with more complex issues that their positions involve.

The majority of clients in the sector are Canadian residents although there are certainly elements of the accounting

business where overseas clients are common. The scope of the countries from where such offshore clients
originate is very broad indeed and limited only by the scope of Canadian business activity and immigration trends.
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The accounting firms have offices located in major centres across the country, with

regional and smaller firms generally located mn the larger as well as smaller centres.

The larger accounting firms either are part of an international network of firms under the same brand name or, for
the smaller larger firms, part of an international affiliated network. These networks serve to assist each firm to
support one another in the provision of services to multi-jurisdictional clients and enjoy cross referrals.

There are no jurisdictional rules (as for example there are in the securities sector) about which jurisdictions an
accountant can work in or not when the accountant provides services to the private sector except in the case of
auditing. Auditors must obtain a public accounting license and be licensed to provide audits in the respective
jurisdiction. In Canada, an accountant obtains their designation and a public accounting license from a provincial
body and is then licensed to provide services. There are no jurisdiction rules for services other than audit. The
market manages this by demanding that the experience and expertise of the professional accountant be relevant for
the local market. So for example, Canadian accountants with Canadian US tax filings experience would not easily
be able to provide services in the US regarding US tax filings. In other cases, it is less the jurisdiction and more the
specialized industry expertise that the market demands, so a Canadian accountant with significant financial services
industry expertise may provide services to financial services all over the world in regards to their transaction

processing systems for example.

As well, as has been noted, one of the emerging trends is that some of the larger firms in the US and Canada are
beginning to open offices in overseas locations (e.g. India) and this office is owned and managed by the US or
Canadian partnership.
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As indicated, unification of the accounting bodies over the last few years is significant, relevant information on the
sector within Canada. The unification initiative was started in 2011 and undertaken by the three main Canadian
accounting bodies to work towards merging the relatively fragmented Canadian accounting profession. The
ultimate aim is to ensute that the accounting profession becomes “the pre-eminent, internationally recognized

Canadian accounting designation and business credential that best protects and serves the public interest.”!0

Unification of the accounting profession took place in May 2012 in Quebec. On February 3 2013 it was
announced that the Certified Management Accountants of Ontario, the Certified General Accountants of Ontario,
and the Chartered Professional Accountants of Ontario (The Institute of Chartered Accountants of Ontario)
signed a Memorandum of Understanding in support of unification of the accounting profession in Ontario. As of
October 9, 2013, CGA-Canada entered into an Integration Agreement with CPA Canada.

Recent regulatory and litigation cases involving accountants, further details provided at Appendix B:

e In December 2013, the Dutch authorities fined KPMG €7 million for failing to provide reasonable
assurance that the books and records of their client accurately reflected reality. In a settlement, three
KPMG accountants were alleged to have helped their client disguise suspicious payments to foreign
agents and knowingly failed to verify the payments.

e The SEC has ruled that the Chinese affiliates for all the Big Four accounting firms had “wilfully” failed to
provide the audit work papers of certain Chinese companies under investigation for accounting fraud to
US regulators. The Chinese arms of KPMG, Deloitte, PwC and EY now face a six-month ban on
practicing in the US, January 2014.

e New York State fined Deloitte $10 million for services provided to Standard Chartered Bank regarding
anti-money laundering compliance program review work. Standard Chartered was fined US$667 million
for allowing hundreds of billions of dollars to be laundered through its US branch by clients from Iran,
Burma, Libya and Sudan, in violation of US sanctions on the countries. Deloitte’s financial advisory
services arm was also banned for one year from taking on new work in the state, June 2013.

e PwC was fined £1.4 million by the Accountancy & Actuarial Discipline Board in the UK for failures
concerning reports on client-money accounts at JPMorgan Chase & Co, January 2012.

e KPMG was fined $8.2 million in the US by the SEC to settle allegations of independence violations.
Accounting independence rules require that auditors avoid conflicts of interest that could compromise
their ability to audit a company’s financial statement impartially and rigorously. According to the SEC,
KPMG provided non-audit services to affiliates of two of its audit clients. KPMG also hired a recently
retired senior-level tax counsel of a third audit client’s affiliate only to loan him back to the affiliate to do

10 http://unification.cpacanada.ca/a-framework-for-uniting-the-canadian-accounting-profession/
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the same work. In addition, KPMG employees owned stock in one of the clients and in affiliates of
another; January 2014.

Deloitte was found to have disregarded professional standards when arranging two deals for the Rover
employees known as the Phoenix Four. The British carmaker collapsed in 2005 with debts of £1.4 billion
and the loss of 6,000 jobs. Deloitte was given a severe reprimand and fined £14 million. Deloitte is
planning to appeal the fine imposed by the Financial Reporting Council in the UK, September 2013.
Deloitte was fined $2 million by the PCAOB to settle civil charges that it violated federal audit rules
during the 2003 audit of the financial statements for a unit of Navistar International Corp., August 2012.
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Sector background

Nature of services provided: Audit and valuation and tax compliance, these are the more “traditional”,
less risk associated, more core services provided by firms. Other services provided include wealth
management (offered by some but not all accountants), more complex tax planning, trust account services
(some firms will say that they won’t provide trust account services in Canada, but they do provide through
international affiliates in Cypress for example) and a range of advisory setrvices.

Public Accounting: Accountants doing public accounting work (usually the core services as described
above) are subject to their firm’s rules and to institute inspections. Independents and smaller firms have
to have another firm review, a quality monitoring process and the institute inspects this.

Accountants in business (e.g. not public accounting), these are usually professionals working inside
organizations (public, private, government, not-for profit and charities). There are difficulties, these
individuals usually do not have the same provision of services mentality, they are surrounded by others
who are not professional accountants, and they don’t have the same ethics, professional and quality

monitoring structures.

Accountants are a self-regulating profession; it has always been this way in Canada. In some other
jurisdictions the regulators set the rules for accountants. For CPAs, there are provincial bodies that have
responsibility for ethics. This is believed to be the same for CGA’s and CMA’s.

Acceptance of candidates for the profession: Does the profession look at the background of the
individual who is applying to go through the process to obtain their professional designation? No, not
for the CPA designation. Provincial institutes can however take away the designation if the individual
does not follow the rules, but this is based on activity once designation obtained not any prior history.
Could not recall there ever being an issue with an individual obtaining the designation and then finding
out afterwards that they had criminal history. The process for professional designation is significant and
therefore a barrier to entry for anyone not legitimately pursuing.

Members of the profession must repozt to their provincial Institute after having been, in any jurisdiction,
convicted of an offence of fraud, theft, forgery, money laundering (and the list continues).

The profession regulates itself through the provincial institutes which advocate & regulate across the
country. Is not aware that any other industries or sectors are allowed to do this. CPAs are allowed

because of the high quality of services provided to the market.

CPAs must and need to act in the public interest. Regarding the more recent moves to merge and
consolidate the profession, with the CGA’s and CMAs it was seen as better to bring them in with the
CPAs and regulate to a consistently higher standard, rather than to let them regulate and self-discipline.
This has been allowed by governments because of the quality provided by the profession in the past/to
date.
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11.

12.

13.

14.

15.

16.

17.

The self-regulation and discipline processes maintained by the CPAs is graded an ‘A’. CGAs ate seen to
have a weak process, a ‘C’ grade. Note that only CPAs (as CAs) and CGAs had public licenses to give
opinions. The CMAs never had public licenses; their process is seen as weak, a ‘C+’ grade. CMA process
is really focused on situations where a member might have had a bad association with client. The job now
is to bring everyone up to the A standard/grade and this will happen through the inspection processes.
There will be a mid-tier certificate coming as part of this process. View is that it will not take too long for
this to be done, moving from ‘C’ to ‘A’ grade.

The profession does have a hotline/ whistle-blower line. The public will complain if they lose money etc.
The hotline is used, there are active complaints and also newspapers/the media is the flag for the
profession as to what situations need to be investigated.

Does the profession have a strong enough investigation process? Once all the groups (the CPA, CGA
and CMAs) come together, the profession will be double the size of what the CA (now the CPA) used to
be. Investigation is executed provincially, it requires co-ordination amongst complaints, conduct and

discipline committees.

When firms undertake mergers there is massive amounts of due diligence done on the principals and there
is due diligence done on key clients as well. In this professional services sector, reputation is everything
and so this risk is actively managed.

It does happen however, that partners and accountants cross the line, and get involved in unethical or
illegal/fraudulent activity. How do ‘good’ partners get trapped in bad situations? It happens. Fitms need
to ensure that the culture of the firm supports the professional to come forward, that there is professional
support and that this is cleatly the tone from the top. “Need to make it safe to come out”.

CPA supports the implementation of international standards. The International Ethics Standards Board
for Accountants IESBA) — CPA is a member and then uses influence to get each of the provinces to
adopt these rules consistently.

An exposure draft has been put out by the IESBA on illegal acts (exposure draft is in essence a discussion
paper on new standards for the profession). If an illegal act is discovered, who does this need to be
reported to? The profession internationally is having three roundtables/ discussions (including in the US
and Europe, and Canadian representatives will attend the discussions) on this topic. Currently in Canada
there is no reporting requirement and situations are usually governed by client confidentiality rules.

The CPA profession currently has no requirement for ethics training, just simply that all professionals are
required to follow the rules of professional conduct. This is understood to be the same for CMA and
CGA. Note that for the smaller segment of accountants who practice as forensic and investigative
accountants and who also catry designations such as CFE and/or CFI, they are required to annually
complete ethics training. Some firms have ethics training in place though,; this is part of managing and
protecting against reputational risks. Accounting professionals are required to have on-going training in
their area of expertise on an annual basis.

Independence for example, this is a significant requirement for the profession, for certain services, the
accountant/auditor must be independent from their client, and this is a part of ethics, an execution of
objectivity. This has lately garnered much attention.
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21.
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24.

25.

Independence: the rules of professional conduct which are harmonized across the provinces, supposed to
be identical and are close (most provinces have council interpretations, maybe a few don’t) say that you
cannot take on an engagement which is contrary to a client(can’t act for two parties in a dispute with each
other for example). How is this applied, does this apply to cutrent relationships? Relationships over the
past client 6 months? Over up to 5 years ago?

Individual partners complying with rules? How about individual partners who are ‘playing on edge’, what
does a firm do? For example, an auditor must be independent of their client. If a client file is taken on
but there is significant question as to whether or not the client can pay, the auditor loses independence.
Should the file be taken on? Will the file be taken on? Ethics of the firm and the individual come into
play. Some would take on the file even if there were risks/warnings/issues that could impair

independence; others would not.

Do firms have international bank accounts? Yes, firms in North America have international accounts.

See notes below re outsourced and offshore activity trends.

Professional Standards

There are no ‘rules’ around client acceptance in the profession other than (for CPAs) that we must
maintain the good reputation of the profession, don’t associate with anyone of ‘poor charactet’, can’t be
associated with false or misleading activity etc. These are principals based rules, which have served the
profession well. But one can understand that in a competitive market, with many different sizes of firms,
as well as independents, that there is a spectrum as to how the rules of professional conduct are adhered
to. The profession has a professional conduct committee and disciplinary committee.

How strong is the public accounting client acceptance process? There are no specific rules. It really

depends to what extent the facts are known, really comes down to judgment/business decision.

What does the profession actually require / what are the rules of professional conduct? CPAs are
required to not associate themselves with someone of “poor character”. Members of the profession must
‘conduct themselves at all times in a manner which will maintain the good reputation of the profession
and its ability to serve the public interest’, ‘maintain the profession’s reputation for competence and
integtity’; ‘professional duty prohibits a member or firm from being associated with financial statements
or other information, whether written or oral, which the member or firms knows, or should know, to be
false or misleading’.

There is a whole spectrum of how this is executed. Generally, standards are quite high and this is due to
the desire of the profession’s members to maintain highly regarded reputation. Public accounting firms
require background checks for public companies and at least a google search for private companies. What
is public though? What if a private company is registered with say the OSC, is that public?

Quality control systems: 10 years ago the focus was on the Quality Control system framework for
assurance (audits and reviews) engagements —this system does make sense for all public practice service
(not just audits); quality control includes client acceptance, human resources practice, independence, file
reviews, ethics, quality monitoring etc. So many firms now are in process (varying degrees of completion)
of applying quality control system to other areas (other than audit) of the practice (tax and advisory type
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33.

services). Larger, national firms have internal inspection processes and if they are part of an international
network they have further inspections done through this network.

Quality control standards focus is really is on the provision of audit services and this in large part is due to
legal liability of the profession in regards to audit opinions. Since the Castor case, audit & accounting
standards are more robust; there are quality control systems within the firms and the independent
standards say that you can’t be an advocate for your client. Also in Canada, this started with 80’s financial
institution failures; in late 90’s, the Asian crisis — needed mote global consistency for audit/accounting
standards and for ethics.

Standards around provision of audit services: mandatory partner rotation is required on public company
files only; must assess the threat of longer association for non-public company files; public files must have
a concurring partner; private files require a concurring partner but only if assessed as higher risk. Need to
look at the dollar amount of fees from a client to see if others should have involved (if fees are = 15%
fees of a firm, this is an international rule and if fees are = 50% fees of the partner). Also, staff are
required to report up more than they ever have before if they see something they don’t think the partner
has dealt with properly.

At the provincial level there are conduct inquiry committees, usually non-accountants are on the
committee, key areas they focus on are: Integrity, objectivity, independence; professional competence and

due care; confidentiality; and professional behaviour.

Litigation matters against/involving accountants keep expanding; this gets fed back into the system and
drives inspections and quality.

Audit of public company file inspections by CPAB; this results in standards improvements and will get
applied across all areas of the practice over time. CPAB 1s focused on public company audits to make sure
that auditors meet standards and that any other services provided do not impair or conflict the auditor.

Who monitors the accountants’ work with private companies? The provincial institutes monitor this
work and they tend to look more at core services vs. other services (e.g. advisory services). They might
get to look at other services if these were being provided to an audit client; so, advisory services don’t get

the same level of oversight.

At the international level, the regulators are very involved. Groups like the CSA’s, OSC’s, CPAB, OSFI,
Wortld Bank, IMF all looking over the accountants’ shoulders. The International Ethics Standards Board
for Accountants (IESBA) has a Canadian member and this person is chosen by the CPA. Each of the
committee meetings has a person from an oversight board present and this person helps monitor that all
of the accountant members (from around the globe) have contributed in the best interests of the public
(no country, firm, or self/profession-bias).

There 1s a committee composed of the Independence Officers of the ‘Big 4’ firms, Grant Thornton, and
BDO. They meet two to three times per year. What do they discuss: independence issues, CPAB —
inspections, findings, areas of focus / PCAOB — SEC registrants (more stringent) and conflicts of
interest. It is not known if the smaller firms meet or have any similar types of discussions.

34. Recent relevant cases:
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- MG Rover Group, recent case in the UK, resulted in a significant fine against Deloitte, Deloitte was
found to have not acted in the public interest in regards to provision of corporate finance services.

- KPMG - fined in the US by SEC/PCAOB for $8.2M regarding independence violations, January
2014

Nobody within the profession is really looking at/monitoring the provision of tax services. This is done
more so by market forces, e.g. CRA and provincial tax authorities assess tax filings and organizations then
(if filings are found to be wrong, amounts owed) look to make litigation claims against the accountants
who provided the tax services. The Alberta institute is starting to talk about using their inspection process
to look at the tax work done on files.

Trends

Globally, firms are exiting the Wealth Management services business section of the market. This is due to
the liability risks around being a trustee for a client and also because of potential conflicts. Is there money
laundering risk? Not sure, but there 1s practice risk. Some accounting firms manage the family offices of

high net worth individuals.

What is gaining traction internationally? Out sourced practices. Some firms are providing the back
offices, including flow of funds/bank accounts, to corporations. This has been going on internationally
for some time and now smaller/regional firms in Canada for sure ate getting into this.

Both Canadian & US accounting firms have cross border practices, meaning that they have an office of
the Canadian or US firm in an offshore location, e.g. work is being done in India. This is separate from
the firm in that offshore location by the same name which is part of the same international network.
Having an offshore office (versus another firm within the same international network) helps deal with the
privacy laws & data security challenges. So, firm X LLP in Canada uses their Indian office to do personal
tax returns versus using the firm X LLP in India.

There is quite a debate currently on tax avoidance (which used to be widely accepted). Is this unethical
today? There is a whole profession built around tax planning.

isk areas
China is seen as a huge risk, the SEC has banned American firms from doing work there — not enough
regulation to support audit. Also jurisdictional risk in other international areas, Russia for example.

Smaller firms and independents are seen as more vulnerable, more likely to provide services to groups
undertaking illegal/unethical activity as there is no quality monitoring infrastructure, practice structure is
less robust, more dependent on the ethics of the specific individuals involved, more inherent risk. The
market considers this before loaning money; e.g. banks look at the quality of the firm signing the audit
opinion. They often require a larger, national firm when they assess any kind of risk.
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Usually the larget, national firms ate not involved in the PCMLTFA ‘regulated activities’ on behalf of
clients. Independents and smaller firms are understood to more commonly be providing these services to
clients.

Is it possible that the larger firms have inherent risk as they are approached more by groups desirous of
the credibility the larger firm provides to illegal activity? Possible, not known.

Larger firms have the risk that an individual partner or staff provides services to the market without
others knowing, without the firm monitoring systems identifying. How do firms monitor for this? Have
to get at what are people doing, how are they spending their time. Very difficult to monitor these things
with regards to professionals and sometimes can only monitor after the fact by looking at e-mails,
monitoring phone calls from clients etc.

Clients/services referred to international affiliates in offshore centres.

When accounting firms and accountants provide complex tax planning and tax structuring services,

wealth management and corporate finance services.

As financial experts, accountants can be sought after by those desiring to launder funds; and because
money laundering is a financial process, accountants can be involved in the process both wittingly and
unwittingly. Some of the key areas that we want to guard against are:

Providing assurance or other services where we would be used to provide some legitimacy to operations
which are, or are attempting to, launder funds;

Providing accounting, consulting, tax services or assistance to set up complex corporate organizations and
structures (e.g., shell companies) which could assist individuals who are seeking to launder funds or
conduct terrorist financing activities; and

The use of our services in any way to assist the payment or transfer of funds between parties when this is
not related to legitimate commercial transactions.

Our firm generally and specifically prohibits activities which involve the handling of client monies on their
behalf. This prohibition applies to all clients in all of our service lines regardless of the type of expense or
remittance. Any attempt to extend these types of courtesies to our clients is not worth the substantial
financial and legal risk to the firm. The firm has covenants to various third parties (bankers, insurers, etc.)

by which such transactions are in breach of contractual terms and conditions.

Our firm, we expect like most of the larger and regional firms, focuses more broadly on the risks for
accountants. The most relevant, when considering money laundering and these types of risks for illegal
activity, is to make sure we know well the individuals we are dealing with. The client acceptance process
is pretty important. We do not want to be involved with providing or being seen to provide services to
individuals involved with money laundering or terrorist financing activity.

Some of the areas, functions that could be performed by accountants that are most useful to a potential
launderer:
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Financial and tax advice — Accountants regularly provide these types of services in the market. Criminals
with a large amount of money to invest may pose as individuals hoping to minimize tax liabilities or
desiring to place assets out of reach in order to avoid future liabilities. The request for these services is
not itself any kind of red flag, you would only get at this by understanding the background of the
individuals involved, the source of funds, business activities.

Creation of corporate vehicles or other complex legal arrangements (trusts, for example) — such structures
may serve to confuse or disguise the links between the proceeds of a crime and the perpetrator.
Accountants, especially experienced tax professionals, are often asked to advise these types of situations. ..

usually and most often the client is involved with legal counsel and the accountant may be hired by the

law firm or the client directly.

Advice on the setting up of legal arrangements, which may be used to obscure ownership or real
economic purpose (including setting up of trusts, companies or change of name/corporate seal or other

complex group structures). Same as above.

Performing financial transactions — Sometimes accountants may carry out various financial operations on
behalf of the client (for example, cash deposits or withdrawals on accounts, retail foreign exchange
operations, issuing and cashing cheques, purchase and sale of stock, sending and receiving international
funds transfers, etc.) I have seen this occur on investigations I have worked on. We don’t allow this
activity in our firm, need to manage and monitor through culture and awareness of the firm. It certainly
happens, tends to be the smaller firms, independent accountants (though not always), there is risk when
the accountant has a relationship beyond independent financial advisor.

Gaining introductions to financial institutions- accountants could be and are called upon to make these
introductions. A mitigating factor is that most professional accountants would value the relationship with
the banker as much as the relationship with the client.

Discussion with senior tax accountant professional
New immigrants/Canadians — tend to keep assets offshore — currently, the system is based on self-
assessment so therefore is a weakness. Not necessarily proceeds of crime but do not want government

involved. There is reliance of bank privacy laws to not disclose information.

There is offshore planning to protect assets with assets held in foreign trusts. Have also heard of

instances where use of offshore entities in order to repatriate assets back into Canada.

For tax professionals — would provide legitimate tax advice but there is better understanding in system of
tax professionals’ role. Would advise client if tax treatment is overly aggressive. However, some clients
would opinion shop amongst several accountants to find right accountant that will help with setting up
structure.

One example of structure would be to create residency (or cancel citizenship, as in the US) — however,
clients would utilize both domestic and foreign tax professionals, especially if involved in foreign
jurisdiction.
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64. Areas seen to be higher risk for accounts include offshore gambling as uncertain about controls and abuse
of native reserves to take advantage of preferential tax treatment.

65. Canadians are sometimes seeking services from lawyers in conjunction with accountants to get/maintain
privilege. In the UK, accountants are lobbying for limited form of privilege so Canada monitoring this
closely.

66. In Canada, lawyers within accounting firm cannot offer privilege. Lawyers are bound by ethical rules and
reputation risk to not assist clients with potentially illicit activity.

Avoountants Pags 38

A0000811_136-000384



141  Products and services

14.1.1 Nature of services

Accountants, through the various services they provide and their areas of financial expertise are sought after by
those desiring to launder funds. Because money laundering is a financial process, accountants can be involved in
the process both wittingly and unwittingly. Interviewees shared that higher risk areas included complex tax
planning and tax structuring services, wealth management and corporate finance services.

14.2  Delivery channels

14.2.1 Accountants who provide services outside of their areas of expertise
This 1s potentially an indicator that the accountant, client relationship is not service driven, e.g. the accountant is

less or not independent and the client obtains value in another way.

14.2.2 Size of firm/independent accountants

Smaller firms and independents are seen as more vulnerable, more likely to provide services to groups undertaking
illegal/unethical activity as there is often limited quality monitoring infrastructure; the practice structure is
dependent on the ethics of the specific individuals involved, and thus there is more inherent risk. Interviewees
reported that the market considers this before loaning money; e.g. banks look at the quality of the firm signing the
audit opinion. They often require a larger, national firm when they assess there is more 1isk around the potential
debtor.

Client acceptance processes are where these larger firm resources really come into play, e.g. to really understand
the backgrounds of the persons involved with new client relationships.

Usually the larger, national firms are not involved in the PCMLTFA ‘regulated activities’ on behalf of clients.
Independents and smaller firms are understood to more commonly be providing these financial intermediary
services to clients.
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14.2.3 See provision of services under legal privilege (below)
14.3  Geography

14.3.1 Referrals to offshore affiliates located in higher risk jurisdictions
Research indicates that sometimes, when accountants are unable to provide services locally, they may refer the

client to offshore affiliates where the provision of services receives less scrutiny.

14.3.2 Clients located in high risk international locations
Research indicates that countries such as China and Russian are significant risk areas for public accounting firms.
The SEC has banned American firms from doing work there and Canadian firms communicated that they are very

aware of the risks.

14.4 siness relationships/linkages with other sectors

14.4.1 Conflict of interest issues

As accountants, and particularly larger accounting firms, grow and expand the breadth of their services there exists
more opportunity for conflicts of interest, impacting the independence of the accountant from the underlying
client. Recent cases and examples are included at Appendix B and they highlight how seriously regulators are
treating these issues.

14.4.2 Accounting services provided under legal privilege (lawyers)

When accountants provide financial advisory services to businesses under legal privilege there is significant risk.
This is true except in the case of litigation/dispute tesolution wherein it is quite common for expert accounting
services to be engaged to assist a dispute resolution process between parties (e.g. parties are in dispute over the
valuation of a business and each side hire their own valuator). Legal privilege provides a protection, makes the
underlying financial or business data less transparent, and could mean that the parties are seeking a degree of
confidentiality beyond business norms which is not easily understood. Interviewees suggested that they were
aware of mstances when tax planning services were provided this way.

14.4.3 Higher risk real estate transactions
Accountants who provide financial services to clients around higher risk real estate transactions have opportunity

to understand the client and the source and use of the funds.

14.4.4 Clients who opinion shop
Interviewees shared that some clients will opinion shop amongst several accountants to find an accountant to help

set up the structure they desire, e.g. tax planning.
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14.4.5 When engaged to perform work through third parties

Other than when engaged by external legal counsel (discussed above), when accountants are engaged by parties

other than the ultimate subject or beneficiary of the work, there is higher risk. This is primarily because the

accountant does not deal directly with the underlying party(s).

Potential indicators of this include:

o Does not understand the nature of the work requested, is not familiar with standard terms and

requirements, or does not have a place of business.

o Proposes a transaction that makes no sense, or that is excessive, given the circumstances, in amount, or

quality, or potential profit.

o Has significant and unexplained geographic distance from the parties involved.

o Isassociated with questionable business practices.

o Involves third parties in transactions without apparent legitimate business purpose.

o Wil not identify beneficial owners or controlling interests, where this would be commercially expected.

o Seeks anonymity by conducting ordinary business through other accountants, lawyers, or other

intermediaries.

o Uses money services businesses or other non-bank financial institutions for no apparent legitimate

business purpose.

o Isa politically exposed foreign person (PEFP).

14.5 Client type and characteristics

14.5.1 Client characteristics

Given the nature of accounting services, it is believed that there is less relevance to trying to identify transaction

type and method factors and more relevance in the identification of client type and characteristic factors. While

many of these factors are relevant to all sectors, they have particular relevance for the accounting and legal

profession due to the nature of services provided:

o Unsolicited business and not requesting a
vendor competitive process

»  Beneficial ownership/ditectors unclear

e DPosition of intermediaries is unclear

o Company activities ate unclear and/or no
apparent business reason for
transactions/business activity

o Inexplicable changes in ownership

o Legal structure of client has been altered
numerous times

o Management appear to be acting on
instruction

o Customer's business, source of revenue is
not clear

o Known criminal/questionable reputation

Third-party involvement with obscure
details

Politically exposed foreign persons (and
association)

Proposes a transaction that makes no sense,
or that is excessive, given the
circumstances, in amount, or quality, or
potential profit.

Has significant and unexplained geographic
distance from operations that are not
reasonable.

Changes consultants, accountants
frequently or engages a number of
consultants, accountants, lawyers at the

same time.
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Has a complex business structure, multiple
shell companies

Involves third parties in transactions, either
as payers or recipients of payment or
product, without apparent legitimate
business purpose.

Will not identify beneficial owners or
controlling interests

Seeks anonymity by conducting ordinary
business through accountants, lawyers, or
other intermediaries.

Client is involved in online gaming or
business activities which are illegal in some
jurisdictions

Reason for choosing firm is unclear, given
the firm's size, location or specialization
Sudden activity from a previously dormant
client

Client starts or develops an enterprise with
unexpected profit or early positive results.
Client does not wish to obtain necessary
governmental approvals/filings, etc.

Client offers to pay extraordinary fees for
services which would not ordinarily warrant
such a premium.

Payments received from un-associated or
unknown third parties and payments for
fees in cash where this would not be a
typical method of payment.

Advice on the setting up of legal
arrangements, which may be used to
obscure ownership or real economic
purpose (including setting up of trusts,
companies ot change of name/cotporate
seat or other complex group structures).
Transactions being done on behalf of a
third party

Entities with a high level of transactions in
cash or readily transferable assets, among
which illegitimate funds could be obscured.
Investment in real estate at a higher/lower
price than expected

Large international payments with no
business rationale

Misuse of introductory services, e.g. to
financial institution

Client paying unusual consultant fees to
offshore companies

Company shareholder loans are not
consistent with business activity

Company makes large payments to
subsidiaries or similatly controlled
companies that are not within the normal
course of business

Over and under invoicing of
goods/setvices

Multiple invoicing of the same
goods/setvices

Falsely desctribed goods/services

Over and under shipments (e.g. false entries
on bills of lading)

Multiple trading of goods/setvices

Misuse of pooled client accounts or safe
custody of client money or assets

Client reluctant to provide all information
or accountant has reasonable grounds to
believe that the information provided is
correct or sufficient

Client uncertain about location of company
records

Client records consistently reflect sales at
less than cost, thus putting the company
into a loss position, but the company
continues without reasonable explanation of
the continued loss.

Examination of source documents shows
misstatements of business activity that
cannot be readily traced through the
company books.

Client carries non-existent or satisfied debt
that is continually shown as cutrent on
financial statements.

The client operates in an industry, sector,
category where opportunities for ML or TF
are particularly prevalent.

Lack of face-to-face contact or subsequent
lack of contact, when this would normally
be expected.

Employee numbers or structure out of
keeping with size or nature of the business
Client living beyond their means
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Company acquites large personal or
consumer assets (i.e. boats, luxury
automobiles, personal residences or

cottages) when this type of transactions is
mconsistent with the ordinary business
practice of the client or industry.
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The Canadian life insurance sector 1s significant in Canada, with over $320 billion in
life insurance premiums for approximately 21 million Canadians. In total, Canadians

own approximately $3,900 billion in insurance.”

There are approximately 90 active life insurance companies, with the largest three controlling about 75% of the
market.? These three conglomerates — Great-West Lifeco Inc., Manulife Financial Corp. and Sun Life Financial
Inc. —are considered amongst the largest life and health insurance companies in the world with significant

operations internationally in the US, Europe and Asia in over 20 countries.
The remaining companies are smaller and service niche markets or are subsidiaries of international conglomerates.

The composition of the life insurance industry is as follows:

e Life insurance companies which hold individual policies for clients;
e Reinsurance companies, which sell insurance to life insurance companies;
e  Managing General Agents (MGAs), which are provided contracts from life insurance companies; and

e Insurance agents/brokers which sell insurance contracts to individual clients.

The insurance industry is heavily regulated. Insurance and reinsurance companies are federally regulated and
supervised by the Office of the Superintendent of Financial Institutions (“OSFI”), with the exception of Quebec,
and insurance agents and brokers are regulated by provincial and self-regulatory organizations (“SRO”), depending

on the province.

In Canada, only companies that sell life insurance are required to meet AML regulations whereas property and
casualty (P&C) insurance companies do not have to. The P&C insurance sector is fragmented, consisting of a
number of co-operative organizations, subsidiaries of life insurance companies and Canadian banks.

Some evidence of the use of life insurance products for money laundering has been identified in Canada. A
number of risk factors have been identified and these are detailed later in this document, some of the key factors
are listed below:

e  Fragmented regulation of brokers

e Market competitiveness at agent level/commission based compensation

¢  Life insurance products with single premium payments and/or high cash values upon surrender
e Premium payments by third parties

e Surrendering of large value policies early

e Use of offshore policies and professional advisors

" Canadian Life and Health Insurance Association — Key Statistics (data for 2012)
2 |bid
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Segmentation of the sector 1s as follows:

21 Life insurance companies
With a maturing industry, the life and health insurance companies have consolidated from 290 companies in 2008
to 264 at the end of 2012. In 2012, total assets held by life insurance companies totaled almost $615 billion.3

Outside of Canada, foreign branches and subsidiaries of Canadian life insurance companies earned premiums of
$48 billion, which accounted for 40% of the worldwide total. These same branches and subsidiaries held assets of
$597 billion, representing approximately half of the worldwide total.4

In February 2014, the International Monetary Fund (“IMF”) performed solvency stress tests on the three largest
life insurance companies — evaluating based on a projected five year outlook as well as a hypothetical severe
financial crisis from outside Canada — the results determined that the companies were strong, well above
supervisory targets. Insurance companies that want to reduce their risk will typically reinsure their policies with

reinsurance companies.

Premiums from life insurance, account for approximately 30% of total earnings in 20125, the remaining 70% of

earnings were from pension and annuity investments, which are outside of the life insurance sector.

Smaller insurance companies survive in the market place by being innovative and faster to launch new products,
which generally do not require regulatory approval prior to sales.

2.2 insurance companies

Reinsurance companies are insurance companies that sell policies to other insurance companies, allowing them to
reduce their risk and protect themselves from very large losses. The reinsurance market is dominated by a few very
large companies, with huge reserves. A reinsurer may also be a direct writer of insurance risks as well.

3 International Monetary Fund (IMF) — Canada: Report on the Observance of Standards and Codes, February 2014
4 Source
5 MarketLine Industry Profile — Life Insurance in Canada, January 2014
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2.3 Managing General Agents (MGAs) or Associate General Agents (AGAs)

Managing General Agents have contracts with one or more insurance companies and act as the middlemen,
managing the administration process of deploying agents that sell insurance. There are no specific financial
regulations regarding MGAs and there are no clear regulations as to who is responsible for the independent agent.

Associate General Agents are similar to MGA’s but unable to obtain an MGA contract due to low volume and
therefore, an independent agent may work for an AGA that is used by an MGA.

2.4  Insurance Agents and Brokers

There are approximately 154,000 insurance agents and 45,000 brokers serving the insurance industry.8 Insurance
agents are generally divided between independent and career agents.

241 Independent Agents
Independent agents work with one or more insurers, selling life insurance. While the specific numbers are not
available, it is believed that a large number of independent agents work with one or more MGAs.

24.2 Career Agents

Career agents work exclusively for one insurance company, which is responsible for their training, monitoring and
mentoring. While use of career agents was initially popular for insurance companies, using independent agents is
now preferred by the insurer as there are less expenditures, and for the consumer, it precludes the need to shop

around with multiple insurance companies.

6 IMF Report - data as at the end of 2012,
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In Canada, there are a total of 77 OSFI regulated life insurance companies; 42 are Canadian and the remaining 35

are foreign. Statistics Canada provides some high level information on the major segments.” The Statistics Canada

breakdown of the major segments is as follows:

e Direct Life, Health and Medical Insurance Carriers: 727
e Direct Individual Life, Health and Medical Insurance Carriers: 558
e Insurance Agencies and Brokerages: 12,994

e  Direct Group Life, Health and Medical Insurance Carriers: 169
See detailed chatts and statistics at Appendix A

The Canadian life insurance industry’s net income for 2012 increased 75% over 2011 but reportedly remains
volatile. Total net income for federally regulated life insurance companies and branches for 2012 was $7.4 billion,
with 73% coming from the three large conglomerates. This compares to 2011 when there was $4.3 billion in net
income with 50% coming from the three large conglomerates. The return on equity for the industry was 9.8% in
2012 compared to 5.9% in 2011.8

7 OSFI
8 OSFI 2012-2013 Annual Report - http://www.osfi-bsif.gc.caleng/docs/ar-ra/1213/eng/print-eng.html
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Insurance is one of the most highly regulated industries in Canada, with the regulations for life insurance divided
between the federal, provincial and territorial governments. OSFI supervises the federally incorporated insurers as
well as foreign insurers from a safety and soundness perspective, the AMF does the same for companies
incorporated in Quebec. The provincial regulators regulate market conduct and the licensing and supervision of
insurance intermediaries such as agents, brokers and adjusters. The provincial regulators together comprise an
umbrella group called the Canadian Council of Insurance Regulators (“CCIR”).

In some provinces, insurance brokers and agents are regulated by the same regulator. In other provinces, for
example Ontario, agents are regulated by a government regulator, while brokers are regulated by a self-regulatory
organization. In some provinces, all regulation of intermediaries is carried out entirely by self-regulatory
organizations with delegated powers.

The insurance regulatory laws of the provinces, other than Québec, are generally uniform and based on common

law principles. The laws of Québec are based on the civil code system.?

Government of Canada: Insurance Companies Act (S.C. 1991, c. 47) - http://laws-lois justice.gc.ca/eng/acts /i-
11.8/ Each province has passed insurance legislation, e.g.:

e Ontario Registered Insurance Brokers Act - R.S.0. 1990, CHAPTER 1.8

e British Columbia - Insurance Act - [RSBC 2012] CHAPTER 1 - Part 3 — Life Insurance

e Newfoundland and Labrador — Life Insurance Act - RSNL1990 CHAPTER L-14 - Chapter L-14 - An
Act Respecting Life Insurance

e Nova Scotia Insurance Act — Chapter 231 of the Revised Statutes, 1989

e Quebec — An Act Respecting Insurance — Chapter A-32

e  Alberta Insurance Act - O.C. 325/2011

In September 2012, OSFI released a framework document identifying the regulatory initiatives for the life
insurance sector up to the year 2016. The document outlined OSFI’s priorities to address issues in order for the
market to continue serving Canadians. Some of the issues the framework identified included insurance companies’

corporate governance and risk management, evolving regulatory capital requirements, and financial transparency. 0

9 Source: http://www.stikeman.com/en/pdffinsurance_reinsurance_Canada.pdf
10 Source — OSFI Annual Report 2012-2013
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Agents are required to be provincially licensed betore being permitted to sell
insurance. Licensing generally requires completion of a training program, applying for
a provincial license, jomning an insurance provider and clearing provincial background
checks.

The Life Licensing Qualification Program (“LLQP”), an entry level exam which does not provide a designation, is
valid in all provinces and territories except Quebec, which operates under a separate system. Applicants in Quebec

must satisfy minimum qualifications and pass an exam operated by the Autorité des Marchés Financiers (“AME”).

In addition to the training and background requirements, applicants must obtain compulsory errors and omissions
insurance; a form of professional liability insurance.

Rapoviing Entity Ssctor Profils
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Insurance cannot be bought by an unrelated party: there must be an ‘insurable
interest’. Insurance companies monitor who makes premium payments to determine

if there is an ‘“insurable interest’.
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Our research has identified the following Canadian life insurance related associations:

Canadian Life and Health Insurance Association (CLHIA) - a voluntary non-profit association with member companies
accounting for 99 per cent of Canada’s life and health insurance business.

Canadian Council of Insurance Regulators (CCIR) - is an inter-jurisdictional association of insurance regulators. The
mandate of the CCIR is to facilitate and promote an efficient and effective insurance regulatory system in Canada
to serve the public interest.

Canadian Association Of Independent Life Brokerage Agencies — a voluntary association of independent agencies,
including MGA’s that lobby government on industry issues and promote uniform standards.

Insurance Bureau of Canada (IBC) - is the national industry association representing Canada’s private home, car and

business insurers.

Advocis, the Financial Advisors Association of Canada - the largest not-for-profit association of professional financial
advisors in Canada. Representing its members' interests with all levels of government, regulators, and industry.

Canadian Insurance Self-Regulatory Organization (CISRO) - is a national organization of licensing and regulatory
authorities for insurance intermediaries. Members consist of representatives from British Columbia, Alberta,
Saskatchewan, Manitoba, Ontario, Quebec, Newfoundland and Nova Scotia.

Registered Insurance Brokers of Ontario (RIBO) - is the self-regulatory body for insurance brokers in Ontatio.
Established in October 1981, RIBO regulates the licensing, professional competence, ethical conduct, and
mnsurance related financial obligations of all independent general insurance brokers in the province.

Financial Services Commission of Ontario (FSCO) - is a regulatory agency of the Ministry of Finance that regulates
insurance, pension plans, loan and trust companies, credit unions, caisse populaires, mortgage brokering, and co-
operative corporations in Ontario. Other provinces have similar bodies.

OmbudService for Life & Health Insurance (OLHI) - is a national independent complaint resolution and information

service for consumers of Canadian life and health insurance products and services

Alberta Life Insurance Council — regulatory body which is responsible for licensing and discipline of insurance agents,
brokers and adjusters in the Province of Alberta

Alberta Insurance Council - provides investigation and administrative services to the Insurance Adjusters' Council, the

General Insurance Council and the Life Insurance Council.
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International Association of Insurance Supervisors (IAIS) - the TAIS represents insurance regulators and supervisors of
more than 200 jurisdictions in nearly 140 countries. Its objective is to promote effective and globally consistent

supervision of the insurance ndustry in order to develop and maintain fair, safe and stable insurance markets for
the benefit and protection of policyholders

Reinsurance Administration Professional Association (RAPA) is the primary educator of the industry on reinsurance
administration principles, issues and best practices, the industry’s leading voice for the development,
implementation and maintenance of life reinsurance data standards, the driving force behind improved data
quality, and the place where reinsurance administration professionals establish and maintain important business
relationships.

N
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Regulating MGAs — During September 2012, the CCIR published a position paper on the issues identified with
respect to the supervision and activities of MGAs as well as recommendations. The Financial Institutions
Commission (FICOM) in British Columbia has also issued a draft guideline for using MGAs.
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There are two main categories of life insurance in Canada: term life and permanent life insurance:

Term Life Insurance. Insurance premiums paid by the client are smoothed out over the expected life of the term

and marginally increase every year. Insurance is renewed but usually not past age 70 or 75.

Permanent Life Insurance: Permanent life insurance calculates premiums that remain level over the lifetime of
the policy, without increases. Accordingly, premiums at the beginning are used to subsidize the premiums
paid in later years, when the risk is higher. Permanent life is comprised of the following subcategories:

Whole life, which has a guaranteed cash surrender value (or cash value) and a ‘participating’” component on eligible
policies;

Term to 100, which is similar to whole life but has no cash surrender value and the policy is covered up to age 100;
and

Universal life, which has two components; a fixed insurance component, with a defined death benefit; and an
investment component, the value of which fluctuates depending on market performance.

The cash value is the guaranteed amount that is available to the policy holder to be borrowed against the policy or
if the policy is cancelled prematurely.

Some policies will also have a participating component and receive ‘dividends’. While not guaranteed, the policy
holder will benefit when the insurance company estimates there to be a surplus of premium over future expenses.

As noted above, life insurance can be purchased from independent and career agents. In addition to those
methods, individuals can also obtain life insurance through their place of work — some employers offer it through
group benefits plans (note that this type of insurance usually ends when the individual leaves employment) — or
through affinity programs such as clubs, associations or alumni groups.

Insurance through group benefit plans are usually issued without medical examination on a group of people under
a master contract. It is usually issued to an employer for the benefit of employees. The individual members hold
certificates as evidence of insurance. For employers, or sponsors of a group plan, offering group life insurance as
part of the benefits package is sold as a way to attract and retain employees.

Often insurance companies are selling insurance along with other policy products including health components
such as critical illness insurance, disability insurance, accident insurance, accidental death and dismemberment
insurance.

Life insuvange P
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10.1 siness vs. Individual
Generally there is a wide reach and policies are sold to individuals. Most customers are the individual being
mnsured, the spouse or a corporation with an insurable interest.

In Canada group insurance is usually purchased through larger brokerage firms because brokers receive better rates
than individual companies or unions. There may be slight differences in terms of administration and market related
practices worldwide, even though the concept may be the same. For example, in India, broker procured group
term insurance, unlike Canada, does not intrinsically have any price advantage to the buyer i.e. the Master Policy
Holder.

10.2  Canadian residents/non-residents

Life insurance policies sold to Canadian residents should only be sold by licenced Canadian agents. It is possible
for a Canadian life insurance policy holder to move overseas but a Canadian resident living overseas who wishes to
buy from one of the major Canadian firms would have to buy it from one of their local agents who is licensed in
that jurisdiction.

10.3  Geographic area

Sales agents are licensed by province and as such, sales agents may only sell in certain provinces only.
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The big three insurance companies are generally established and provide services

throughout Canada and across 20 countries around the world.

In Canada, the provinces with the most insurance agencies and brokerages are in Ontario, Quebec, BC and

Alberta, and these provinces make up the majority across Canada.
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10.

Sector Background
The Canadian insurance sector 1s highly regulated. The big three insurance companies really set the tone
for the industry.

Insurance companies monitor for payments made by third parties; all premium payments are supposed to
be made directly to the insurance company. In limited cases, premium payments are made from the agent
but these are investigated and permitted only in exceptional cases. Premium payments by third parties
would also be typical when payment is made by spouse — investigators will ask for information where
surnames are different — for example, in Quebec, married woman typically retain maiden name and
therefore harder to determine relationship, if any.

Insurance is sold through insurance company employees as well as agents or indirectly through a
managing general agent (MGA), the latter of which ate not required to sell life insurance exclusively for
any patticular company. MGA’s will review documentation for completeness before submitting to
insurance companies as insurance company will reject if incomplete.

Use of MGA'’s reduce the administration costs of managing own sales agent network.

Hiring of insurance agents — agents must be provincially licensed. Licensing requires disclosure of
potential suspension in other jurisdictions and falsifying the license application can be an indictable
offence and fines levied. However, broker does not have ability to independently check whether an agent
has had license revoked (Subsequent to the meeting with interviewee, we noted that in December 2013
the CCIR began publicly disclosing disciplinary actions against agents and firms on their website).

Premium payments — the life insurance premium is paid directly to the insurer, whereas premiums for
property and casualty (P&C) are paid to broker. Reason for this is in life insurance, the insurer has a
direct contract with the insured party. For P&C, the insured party contracts with the insurance broker
and the policy is underwritten by an insurance company.

Premium payments for life insurance are made directly to the insurance company and usually by cheque
or direct withdrawal from bank account.

Premium payments for P&C are directed to broker. Most brokerages will have cash limits (the
interviewee indicated that their company had $500 cash limit and discouraged money orders as there
would also be no money trail.

Amounts paid to broker go directly into a formal trust account that is audited by RIBO to ensure
sufficiently capitalized and no intermingling of operational funds.

For life insurance, there would be instances of clients making front-end lump sum contributions.
Cancellation fees within the first 2 years would typically be close to 100% of the premiums (for that
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11.

12.

13.

16.

17.

18.

period only). Policy holders would legitimately cash out their insurance policies earlier if they have no
beneficiaries. However, early cash outs within the first two years are seen as big money laundering risk.

Where there 1s a front-end, lump sum contribution, insurer deposits funds into a side account (like a trust

account) and on regular basis, transfers money out for premium payment.

Life and P&C insurance differ in that the latter protects assets and in order to make a claim, there must be
damage. In the former, the insurer underwrites the person and so the question is whether the individual’s
life is worth that much? For example, an insurance company will not insure a low income individual with
a policy for $50M even if they were able to make the premiums. There is an assessment that takes place.
Also, a central agency collects all the information so that individuals cannot buy multiple, smaller life
insurance policies that total are of an unreasonable amount.

Insurance companies monitor who makes the premium payment to determine if there is ‘insurable

interest’ — cannot simply buy insurance on unrelated party transaction. Therefore, payments made by
spouse, business pattner or corporation can be typical.

AML Compliance

. Training and knowledge of money laundering in insurance is weak — there is no enforcement if

agents/brokers are not trained. For MGA’s there is lots of training but it is selective and not necessatily
related to money laundering.

sk Areas

. Insurance companies understand the money laundering risks very well as their entire business model relies

on understanding of risks. Potentially challenging areas are: front line staff — however, personal
reputations are at stake and there are controls built in to process.

Insurance agents see potential money laundering activity — for example, where income is inconsistent with
luxury assets being insured or heavily mortgaged property with insufficient income — mortgage is from
private lenders and the purpose of these transactions is to limit the loss of property if seized by
authorities.

Underwriters also assign pre-set approval amounts which trigger additional information requirements.
For example, a 20 year old with a $2M property — need to understand if first time property owner, for
potential loss evaluation purposes. Insurer is also concerned about potential money laundering and
source of funds. There are no written rules on unacceptable, risky clients as there is concern about
discrimination. Forms only ask required questions (like PEFP).

There are currently no mechanisms to report suspected money laundering activity as it relates to property
and casualty insurance. Although, agents may be more interested in earning the commission than
reporting on a client.

Life insuvange P
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131 General Market

13.1.1 Market Competitiveness at Agent Level / Commission Based Compensation
13.1.2 Fragmented Regulation of Brokers

13.1.3 Management of Multiple Reporting Lines
As independent agents are several steps removed from the insurance company, there is no control on the training
received by agents. Furthermore, hiring practices and monitoring of initial client activity is difficult to control and

monitor.

While insurance companies are responsible for providing training and ensuring compliance with AML regulations
for its employees, the same responsibility when using independent agents or MGAs is not as distinguishable,
especially when the independent agent acts for multiple MGAs or insurance companies.

As insurance companies increasingly reduce overhead by outsourcing the sales function to independent agents and
MGAs, there may be higher risk in ensuring sufficient training and monitoring to identify potential money
laundering activity at retail level.

Independent agents can be hired indirectly by an MGA or through another corporate structure, and as such, the
insurance industry is exposed to not knowing the background of the independent agent.

13.2 Product and Service

13.2.1 Life insurance products with single premium payments and/or high cash values upon
surrender

Whole life and universal life policies will typically provide cash values if the policy is terminated eatly. Accordingly,
funds can be laundered when the account holder receives ‘cleaned’ funds from an insurance company.
Interviewees we spoke to generally indicated that this was a high risk area, however, mitigating this risk is that
brokers and insurance companies monitor for this type of activity.

13.2.2 Purchase of life insurance policies on terrorist fighters
Appendix A includes one article that indicates this was being considered.
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13.3

oo

ivery Channel

13.3.1 Use of Independent Agents and Managing General Agents (MGA)

See above.
13.4  Geography

13.4.1 Offshore policies and advisors

Insurance schemes involving offshore policies or service providers. We are aware of a case where $30 million in
fraud proceeds from Canadian victims was laundered using a sophisticated international life insurance scheme.
The policy was issued in the Caribbean using a complex structure of offshore banks and financial advisors. A
major Canadian bank was used for part of the transactions required to set it up. See details at Appendix B.

13.5

Jusiness Relationships / Linkages with Other Sectors

13.5.1 Agents as Gatekeepers
Agents may promote themselves as trusted financial experts, offering wealth management and tax advice in

addition to insurance products.

Agents have a relationship with their clients and given the nature of other insurance products sold, policies on high
value assets, they may become aware of, or suspicious of; illegally sourced funds or assets. Interviewees informed

that there is no mechanism right now for reporting this.
13.6  Transaction Methods and Types

13.6.1 Premium Payments by Third Parties

Premiums are typically expected to be made by the policy holder or where the payment is reasonable, for example,
spouse, business partner, company. Insurers monitor for unusual payment activity and will make further inquiries
where there is no reasonable explanation. In addition, insurers monitor whether the value of the policy is
consistent with the background of the insured party. However, there is a risk that premium payments made by
third party may be disguised in the form of a payment from an employer or corporation.

13.6.2 Surrendering of large value policies early
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In British Columbia, a notary public is appointed for life by the Supreme Court of
British Columbia after having formally applied for the position, passing an exam and

meeting the screening requirements. The Society of Notaries Public of Brtsh

g

Columbia (the “Society™), a self-regulatory organization (“SRO”), oversees the

{8

profession and sets standards to maintain public confidence in the activities.

The Society receives over 1,600 application inquiries from the public annually; on average 20 to 25 students per
year are selected. The Notary is a member of one of the branches of the legal profession and is sanctioned and
safeguarded by law. BC Notaries are unique in North America, providing non-contentious legal services to the
public.

BC Notaties are governed by the Notaries Act of BC (the “Act”) and the discipline regulations of their
professional society under the Act.!

BC Notaries are commissioned to provide numerous non contentious services, and in some respects the services
they offer are similar to the same kinds of work undertaken by lawyers, including, for example the transfer of land,
execution of wills, powers of attorney, representation agreements, and advance directives. Their primary work
relates to their power to administer oaths which enables them to take affidavits, declarations and
acknowledgements, and to attest instruments by seal and to give notarial certificates. Such services are required for
many documents and instruments which are intended, permitted or required to be registered, recorded or filed in a
registry or other public office, contracts, charter parties and other mercantile instruments in British Columbia.

Under the Notaries Act, the Lieutenant Governor in Council may also appoint other specific types of individuals
to be a notary public. This clause includes a general category where the services of a Notary are required,
including:

e  Permanent employees of the government of British Columbia or Federal employees; or

e Registrar or person performing the functions of registrar, of a university under the Thompson Rivers
University Act or the University Act.

Such appointees are not members of the Society and have only limited powers, namely to administer oaths, to take
affidavits, declarations and acknowledgements, to attest instruments by seal and to give notarial certificates. Such

appointees may also be limited in the geographic area in which they may practise.

1 BC Notaries website
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Notaries may operate their practice either as an individual, or as a notaty corporation which means a corporation
for which a permit has been issued by the secretary of the Society of Notaries Public of British Columbia. The
corporate name must include the word “notaty" or "notaries", and all shares of the corporation must be owned by

a notaty in good standing or their spouse or other specified relative.2
Notaries are required to post bonds on entry to the society and are also insured under a group policy.?

A number of risk factors have been identified and these are detailed later in this document, some of the key factors
are listed below:

*  Provision of financial intermediary type services- research indicated that generally, many notaries had
accounting backgrounds and careers. Provision of these services by persons with both legal and
accounting expertise is vulnerable to abuse by money launderers; and

*  The provision of notary services to real estate transactions exposes this sector to many of the identified
risks for the real estate sector.

2 http://www.notaries.bc.calresources/Upload/09-12-2013-09-22-54_Society%20Rules_Revised_July%202013.pdf
3 http://www.notaries.bc.calresources/Upload/28-06-2011-09-54-36_BecomingANotary-062711_ONLINE %20VERSION. pdf
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There are currently 324 registered notaties in the province of BC.4

4 http://www.notaries.bc.caffindNotary/notaryRoll.rails
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We have not determined any economic data for this very small sector.
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Notaries are regulated by their SRO, the Society of Notaries Public of British

Columbia. This body mandates training, runs the qualification exam program and

p—

conducts disciplinary mvestigations. These functions are mandated by the governing
law, the BC Notaries Act. The disciplinary committee and properly appointed
disciplinary tribunals have the authority to award reprimands, tines, suspension and
termination. Such disciplinary tribunals are also bound by the terms of the
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